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1. WORLD ECONOMIC OUTLOOK - PROSPECTS AND ISSUES 

The Executive Directors resumed from the previous meeting (EBM/87/46, 
3116187) their consideration of a,staff paper on pros,pects and issues 
relating to the world economic outlook (EBS/87/39, 2/24/87; Cor. 1, 
3110187; and Cor. 2, 3/12/87), together with background material on 
recent developments and short-term prospects (SM/87/54, 2/25/87) and a 
statistical appendix (SM/87/55, 2/25/87). They also had before them a 
staff study, prepared in response to requests by some Directors at earlier 
discussions of the world economic 'outlook, on potential output in the 
major industrial countries (SM/87/40, 2112187). 

Mr. Abdallah made the following statement: 

The apprehension expressed by some of us in September 1986 
about the pace of global economic activity has been borne out by 
the current world economic outlook exercise. While it is apparent 
that many countries, both developed and developing, have succeeded 
in minimizing the threat of inflation, uncertainties abound as to 
whether the recovery that began a few years ago can indeed usher 
in a period of sustained economic growth for the international 
community. The optimism of the year before concerning the per- 
formance of 'industrial economies has not been borne out by 
reality, owing largely to the slow pace of investment spending, 
which at this point of the recovery reflects the persistence of 
uncertainty among industrialists and businessmen. 

The pace of economic growth slowed in 1986; and most worri- 
some is the fact that the outlook for the near future is also 
not encouraging. Moreover, the developing world--particularly 
the low-income countries-- is likely to continue experiencing 
grave hardships. The African economic scene, in particular, 
remains grim as many sub-Saharan countries have been severely 
affected by the decline in commodity prices, leading to a drop in 
the median growth rate in 1986. This contrasts markedly with the 
robust growth performance recorded in the aggregate by primary 
product exporting countries--a picture which itself is highly 
skewed because of the exceptionally high growth experienced by 
two large countries included in that category. 

The poor performance of African countries with respect to 
aggregate output has led to an uninterrupted decline in per capita 
income since 1981, with no significant reversal of the trend in 
sight for the next few years. This is a disquieting prospect, 
given the low absolute level of per capita income in the region. 
In this connection,. I welcome the attempt by the staff,to discuss, 
in the paper on recent developments and short-term prospects 
(SM/87/54), the welfare implications of the economic slowdown and 
adjustment process in developing countries. Behind the numbers 
lies a tragic story: the lowering of nutrition standards, falling 
incomes, less access to basic health care, declining educational 
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opportunities, rising unemployment, and so on. These are the 
consequences of adjusting in a deteriorating economic environment. 
Adjustment is not a neutral process; it involves serious distribu- 
tional and welfare consequences that must be taken into account 
in the design of adjustment programs. All the countries in my 
constituency face serious adjustment problems. We therefore 
cannot emphasize strongly enough the need for strong cooperative 
efforts to revive those economies that are at the bottom of the 
development ladder. It would thus have been helpful if the main 
paper on prospects and issues (EBS/87/39) had included a more 
pointed discussion of the welfare issues arising from the.con- 
tinuing economic decline of the low-income countries. Such an 
exercise would reveal more clearly the human dimension of economic 
adjustment and convey some understanding of the agonies facing 
policymakers of many countries where absolute poverty is spreading 
among growing segments of their population. 

An international economic system that gives rise to hardship 
and deprivation of the present scale and intensity is definitely 
out of joint. It is in need of fundamental reform, and the Fund 
staff must never tire of drawing attention to what a conservative 
British leader, who felt that the free market system could do 
better--as many of us agree-- called "the ugly face of capitalism." 

Having said this, let me now turn to the various policy 
issues to which we are invited to pay attention in Section V of 
the main paper. 

The two overriding questions for the major industrial coun- 
tries that have implications for the rest of the world are the 
need for them to ensure coordination of economic policy among 
themselves in order to inject momentum into the global economy 
and to pursue an orderly reduction in current account imbalances 
among themselves. It is crucial to note in this connection the 
role that the United States has to play in moving quickly to 
consolidate its policy of fiscal restraint. There have been 
indications of the U.S. Government's intention along those lines, 
but as the report shows, absorption in the United States, 
reflecting 'largely the stance of fiscal policy, increased at a 
faster rate than potential output in each year from 1983 through 
1986. In the words of the staff, "the improved fiscal outlook 
in the United States has yet to show up in a major reduction 
in the recorded deficit." With regard to the other two major 
industrial countries, Japan and Germany, their relatively strong 
fiscal positions provide some room for a less restrictive fiscal 
stance to supplement investment in the private sector. However, 
the large increase in investment projected under the medium-term 
scenario leaves a great deal of uncertainty as to the extent to 
which aggregate demand in these two countries can become the 
engine of growth for the international economy. In any event, it 
is significant that no major change is expected in the aggregate 
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current account position of the major industrial countries vis-2- 
vis the rest of the world, implying that no significant change in 
the transfer of resources to developing countries is expected. 
This scenario has serious implications for the adjustment process 
since inadequate flows of external resources to developing coun- 
tries is one of the major factors inhibiting the evolution of 
the adjustment process in a symmetrical and harmonious manner. 

This brings me to the outlook for developing countries. My 
general reaction to the staff's assessment is to caution against 
being too optimistic about the waning of the debt crisis and the 
prospect of achieving adjustment with "reasonable" rates of 
growth. It should be noted that the rate of growth projected 
for developing countries in the staff's scenario assumes a 
substantial increase in domestic investment, which will entail a 
massive effort to limit consumption and increase saving and to 
expand the export sector in order to earn sufficient foreign 
exchange to finance the import.component of investment. The 
probability of these assumptions being realized is not high 
considering the declines in living standards that have already 
occurred. 

In attempting to cope with their problems, it is essential 
that developing countries remain committed to the policy of 
orderly adjustment. But the complexity of the situation is such 
that for many developing countries, especially low-income coun- 
tries burdened by debt, the international community must go 
beyond financial stabilization to the much broader issue of 
economic development with all its implications. The structural 
adjustment facility could be a most useful mechanism to this end 
since the limitations inherent in the traditional policy of 
stabilization are now so well known. 

It follows therefore that progress toward adjustment with 
growth in all indebted countries depends to a large extent on 
how the debt problem is handled. The staff makes a useful 
distinction between countries that have a liquidity problem, 
namely, an inability over the short run to meet their debt- 
servicing obligations, and countries that appear incapable for 
the foreseeable future of meeting these obligations. (Some 
observers have referred to this as the liquidity problem versus 
the solvency problem.) The latter group of countries is made up 
largely of low-income countries that have accumulated external 
payments arrears far in excess of even total annual export 
earnings. What is to be done about these countries is best left 
to the Board's forthcoming discussion on the debt strategy. 

Finally, there is the question of international cooperation 
in which the Fund has an essential role to play through multi- 
lateral surveillance. It is imperative that multilateral surveil- 
lance be universalized and strengthened so that a representative 
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group such .as this Board has a direct role in the process and is 
not left on the sidelines as at present. This development need 
not exclude useful contributions from other, forums either before 
or after consideration by our Executive Board. Current procedures 
are eroding the authority of the Fund, something we cannot accept. 

Mr. Feldman made the following statement: 

We would like to commend the staff for the comprehensive 
work it carried out in analyzing the world economic outlook; the 
analysis of e,conomic interactions and policy issues involved in 
this work undoubtedly has great relevance for predicting economic 
performance in industrial and developing countries. Let me 
stress from the start, however, that we feel that some crucial 
aspects that are strongly associated with the central issues of 
external balance and maintenance of noninflationary growth in ,7-l 
industrial countries and of strengthening investment and, growth 
in indebted countries would have deserved, in some cases, more 
emphasis and stronger recommendations from the staff, and, in 
other cases, a more symmetrical treatment. In saying that we are 
basically referring to such questions as structural reform in 
industrial and developing countries, the increasing reluctance 
of commercial banks to lend either on a concerted or voluntary 
basis to indebted nations, and. the difficulties of increasing 
investment in heavily indebted countries as well as the adjust- 
ment lags involved in the investment decisions. 

The world economic performance for 1986--characterized by a 
deceleration of growth in industrial countries, despite the steep 
gains in their terms of trade, and by strong difficulties for 
developing countries, which faced sharp commodity price declines 
and severe limitations on the availability .of external finance-- 
has been disappointing. What is worse, the prospects for 1987 
and following years are clouded by a number of uncertainties 
related to the persistence of financial imbalances and structural 
factors that may hinder growth in ‘industrial countries, as well 
as to the challenge facing the developing world, especially the 
heavily indebted countries, of recovering the per capita income 
levels that had been attained prior to the 1982, crisis. 

Most of these uncertainties are well analyzed and documented 
in the staff papers and have been discussed by other Executive 
Directors; I shall therefore concentrate my comments on two basic 
issues. The first relates to the question of structural reform 
in industrial countries and its implications for these nations as 
well as for developing nations’ prospective growth. The second 
issue relates specifically to the investment-saving process in 
developing countries, especially in heavily indebted countries. 
In many senses, both questions are interrelated and both may, in 
my consideration, beccme critical obstacles to a better perfor 
mance of the world economy. 
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On the question of structural reforms in industrial coun- 
tries, a principal reason for the disappointing growth perfor- 
mance in these countries seems to be related to the fact that a 
considerable part of the terms of trade gain did not reach final 
consumers. In the recent Board discussion of the Article IV 
consultation with Japan we had the opportunity to comment on the 
slow pass-through of recent terms of .trade gains to consumers as 
reflected by the wide gap between wholesale and retail prices. 
The explanation lay precisely in structural rigidities and lack 
of competition, features which seem to be present in seve,ral 
other countries’ distribution systems. Terms of trade gains also 
appear to have resulted in higher profit margins, which so far, 
however, have not given any greater impetus to spending decisions. 
The staff conclusion was that the propensity to spend of those 
who gained from the terms of trade changes appear to have been 
significantly lower than that of those who lost. This conclusion 
is a matter of great concern as we feel that the structural 
problems involved constitute a major deterrent to growth pros- 
pects. Exchange and interest rate realignments in industrial 
countries do not seem by themselves to provide sufficient macro- 
economic adjustment to consolidate a steady growth rate. 

The other important question pertaining to the question of 
structural reform in industrial, countries is protectionism. Large 
subsidies to agriculture and the maintenance of trade barriers to 
protect several manufacturing sectors in the developed countries 
remain a major obstacle to reinvigorating trade flows between 
industrial and developing countries. Although this has been 
recognized again and again, it is hard to understand, at least 
on technical grounds, why the dismantlement -of trade restrictions-- 
especially in agriculture--is’ not seen as an appropriate way to 
allow highly indebted countries to expand exports and consequently 
to be in a better position to pursue with a greater chance of 
success a strategy of growth with adjustment. But perhaps more 
important from the perspective of industrial nations, ,it is’ also 
difficult to understand why the rolling back of protectionist 
practices, by inducing larger volumes of. commodity imports from 
developing countries, is not seen as simultaneously allowing more 
industrial exports to these countries, this way contributing to 
an abatement of the current unacceptable rates of unemployment 
in Europe. It is true that.most industrial countries need struc- 
tural measures to reduce labor market rigidities; but is it not 
worth promoting trade liberalization, bringing about in this way 
a better economic situation for all nations and allowing many 
industrial countries to leave behind the current two-digit rates 
of unemployment? 

Perhaps the staff could comment further on these issues, 
especially as on page 23 of the main paper it is stated that 
“there are no clear reasons to expect further major changes 
in . . .the ease of access to industrial country markets.” 
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.On the question of investment and growth in developing coun- 
tries, I would like to draw attention to Table 4 in EBS/87/39 on 
the .medium-term scenario for capital importing developing coun- 
tries. ,One could consider the category of countries with recent 
debt-servicing problems, although it is perhaps,more convenient 
for analytical,purpo,ses.to concentrate on the group of 15 heavily 
indebted countries, whose investment ratio for the period 1988-91 

. will be 4 percentage points higher than in 1986, increasing from 
16.8 percent, to 20.8 percent. This recovery in the investment 
ratio would allow these countries to accelerate their real GDP - 
growth from about 3.5.percent in 1986 to 4.7 percent during the 
years 1988-91. I agree with the staff that this would obviously 
imply a drastic improvement in the .quality and efficiency of 
investment projects carried out in developing countries; there 

. is certainly room to,move,away from the very high incremental 
capital output ratios of the 1970s. 

In other words, there'is no doubt that the productivity of 
investment and the overall efficiency of. the economies will have 
to rise a great deal. But this is not the issue. The issue is 
that a rise of 4 percentage points in investment ratios in the 
forthcoming years--a rise which is moreover supposed to come 
basically from private investment --is unthinkable and unrealistic, 
given the. basic features of the medium-term scenario depicted in 
the staff documents. By 1984, heavily indebted countries had 
achieved, a dramatic improvement in their external accounts at 
the expense of costly reductions in output, employment, and wages. 
Servicing the debt implied a sizable transfer of resources 
abroad, which is reflected in the drastic fall in investment 
ratios of about 7 percentage points, comparing present levels 
with those. prevailing ,before the 1982 debt crisis. Unfortunately, 
this ,unprecedented adjustment effort suffered a serious setback 
in 1986, partly as a result of slippages in some developing 
countries' macroeconomic policies, but mainly owing to further 
declines i,n the prices of basic commodities. As is shown in the 
Statistical Appendix, export unit value for the 15 heavily 
indebted countries dropped by more than 25 percent during the 
period 1982-86. Debt ratios are much worse now than they were 
four or five years ago, implying the need .to prolong adjustment. 

,Given the prevailing uncertainties , .prolonging adjustment may be 
viewed in indebted countries as the need to perpetuate adjustment; 
if- so, it is hard,to foresee a recovery in private investment. 

'But there are other factors to consider in the medium-term 
scenario proposed by the staff. First, the staff's projections 
indicate that real commodity prices will not have recovered by 
1991 to their 1986 level and will be some 30 percent.below the 
level prevailing in 1980. Second, as stated before, there are 
no .reasons to expect an attitude in favor of rolling back pro- 
tectionism in industrial nations. These,two factors seem, in 
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principle, to run counter to any incentive for capital accumula- 
tion in export-led activities in developing countries, a circum- 
stance that cannot be offset irregardless of what appropriate 
exchange rate policies are implemented. This situation contrasts 
sharply with the historical opportunity enjoyed during the 1960s 
and early 1970s by several countries--notably in Southeast Asia-- 
which at present can be treated separately from the developing 
world and have been labeled "exporters of manufactures." 

Third, there is the matter of limiting consumption in favor 
of savings and of generating the foreign exchange needed to 
finance the import component of the projected increase in invest- 
ment. It is worth noting that living standards in most developing 
countries are today well below their levels at the end of the 
1970s. Moreover, to achieve an increase in savings would require 
further financial liberalization, which in turn would likely 
imply, at least in the first stages, much higher real interest 
rates than those that prevailed before financial deepening. It 
is apparent, however, that the faster fiscal consolidation is 
achieved, the greater the chances of shortening the transitional 
period of high interest rates. In the meantime, doubts may arise 
about a rapid response from private investors in developing 
countries, especially if they have been used to subsidize credits 
for long periods. Moreover, if fiscal discipline requires fur- 
ther adjustments in the level of public investment, this will 
also add uncertainty to private investment decisions, as in most 
developing .countries experience indicates that public investment 
has traditionally led private investment. 

The fourth and last factor to be considered is the bleak 
picture for external financing flows to developing countries, 
given the present reluctance of commercial banks to engage not 
only in voluntary lending but also in concerted lending--a 
question to be discussed in the meeting on the implementation of 
the debt strategy. It is difficult to imagine that domestic 
entrepreneurs in developing countries will commit themselves to' 
investment projects when they perceive that external creditors 
are becoming increasingly reluctant to lend, or are only prepared 
to make concerted lending involving more and more conditionality. 
Furthe-rmore, if'no financial support is available from external 
sources, developing nations' efforts to increase savings will 
have to be applied to service the debt and, what is worse, part 
of these savings may again be lost in a further wave of capital 
flight. 

It is worth noting the asymmetric treatment by the staff of 
the investment process in industrial and developing nations. In 
the interesting and illuminating analysis of the "tensions" in 
sectoral balances, the staff casts some doubts on the relation- 
ship between fiscal adjustment and the speed at which private 
investment will react in industrial nations. Questions arise 
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whether the beneficial effects of a stronger fiscal position on 
the growth of private sector activity will be felt rapidly enough 
to avoid a short-term slowing of economic activity as government 
spending is cut back. This typical Keynesian approach to the 
possible effect on expectations of uncertainty derived from 
quantity adjustment and hence on investment decisions is absent 
from the staff’s consideration of the same process for developing 
countries. To put. it in an extreme way, it appears as 1.f a new 
level of investment and output can be achieved automatically, not 
to say instantaneously. for these countries, even without giving 
much consideration to the adverse effects I have mentioned. 

The staff paper states that the sluggish growth of world 
trade in recent years and the price performance of many primary 
commodities have led to a certain degree of “export pessimism.” 
This is a somewhat optimistic view, because instead of export 
pessimism one should. perhaps talk of “growth pessimism,” given 
the scenario depicted in the papers we are discussing.. Unless 
we can’ imagine an alternative scenario, involving drastic changes 
in protectionist practices, coupled with other structural reforms 
by industrial countries’, as well as in the availability of 
external financial resources to developing countries-, the pros- 
pects for world economic performance will remain gloomy, and the 
social and political stability of many developing countries will 
be at stake., 

Mrs. Ploix made the following statement: 

Before tackling the general issues raised in the interesting 
set of papers before us today; I will’devote some comments to 
methodological points.. 

The presentation and the staff’s use of indicators; in par- 
ticular the emphasis placed on the savings-investment balance, 
are helpful in supporting the analysis and focusing the readers’ 
attention. The indicators are particularly helpful in the sec- 
tion devoted to “tensions” in the projections, an approach that 
merits enhancement in future. In our opinion, further research 
should try to quantify the implications of the’tensions analysis 
more fully as well as provide a more in-depth discussion of the 
effects of fundamental assumptions, for instance, those on oil 
prices or exchange rates. 

I shall begin by commenting on the lessons of the past before 
addressing the flexibility needed for the future if:we wish to 
improve the present outlook. 

As clearly recognized by the staff, 1986 was special from an 
analytical point of view. Two main changes-- the sharp lowering 
in the prices of oil and other commodities, and drastic movements 
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in exchange rates--did not bring the forecast results. To'.gain 
a better forecasting capacity, it is necessary to spend some time 
on the reasons for last year's excessive optimism.. In our opin- 
ion, the disappointing performance in 1986 derives in part from 
the rapid adjustment to these changes made in most,countries. 

First, industrial countries generaly focused their.efforts 
on the reduction of domestic imbalances, particularly fiscal 
deficits, and used the margin given by the decrease in oil prices 
for increasing imports and for maintaining shares in world trade. 
Otherwise, these shares would have beenthreatened by changes in 
exchange rates. Second, oil exporting developing countries 
adjusted their imports far more rapidly than expected. Third, 
other developing countries generally. preferred to .limittthe growth 
of theirdebt, compensating for the lowering of their export 
prices by an increase in volume. On the whole, they maintained 
their adjustment stance. 

In sum, 1986 has shown, rather than an asymmetry in.reac- 
tions, a noticeable synchronism in the implementation of adjust- 
ment policies geared at lowering either external--developing 
countries--or domestic imbalances--industrial countries--in 
conjunction with a- slow reduction of the U.S.. imbalances. 

It is thus not surprising if the expected growth resumption 
did not materialize, since this expectat.ion was based' onthe 
assumptions of lags in adjustment rhythms and of a sharp increase 
in private demand in the industrial~countries. .' 

These unexpected developments are worrisome,because they do 
not seem to be of a transitory nature. Considering also that 
the brunt.of.the adjustment was borne by investment in almost 
all countries, the risk of a widespread economic downswing cannot 
be brushed aside ,altogether. 

In'contrast with last 'year's forecasts, the. staff's projec- 
tions for the short- and medium-term future look rather gloomy. 

As far as the industrial,countries are concerned, the 
unsustainability of balance of payments positions remains at the 
heart of the staff analysis. The ,persistence of current account 
imbalances hovering around 3 percent of GDP in the United States 
and Japan can hardly be seen as satisfactory. Likewise, the 
resulting buildup of net external positions can only act as a 
brake on growth in the medium term and utidermine.the orderly 
functioning of financial markets in, the sh,ort run. One element 
that appears particularly worrisome .relates to the absence of 
leeway in terms of growth differentials between the major 
economies. This means that the only.way of redressing external 
imbalances would rest,on exchange rate changes. 
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Nonetheless, it should be recalled that the present levels 
are widely viewed as adequate and that, unfortunately, the impact 
of recent realignments on external adjustment remains to be. seen. 
Consequently, every effort designed to widen,growth differentials 
between surplus and, deficit’ countries must be ‘used more syst,emati- 
tally. The staff admits that its estimate of output potential 
is partly judgmental; thus it appears difficult .for surplus coun- 
tries to justify too cautious a demand-management policy on the 
grounds that .growth differentials cannot be exploited. 

The importance of securing as strong a growth rate as pos- 
sible is. also reinforced by the potential consequences of an 
economic slowdown, for the employment situation. Surprisingly 
enough, this aspect is hardly mentioned in the staff paper; 
however, the European countries, and to a lesser extent Japan, 
should pay due heed to ‘this sensitive problem. 

Another noticeable constraint that hinders an effective 
coordination of economic policies is to be found in the “crowding 
in” process. The staff rightly stresses the detrimental effects 
which would result from the withdrawal of fiscal stimulus that 
would not be fully counterbalanced by increased investment in 
the private sector. To forestall such-a risk, the right approach 
for the surplus countries is to steer toward a flexible fiscal 
policy. In this respect, a parallel could be drawn with monetary 
policy, which has been conducted in a pragmatic way for some time 

‘now and is still significantly contributing to the disinflationary 
process. The substantial gains in terms of trade experienced by 
industrial countries have obviously helped keep inflation under 
control. However, at ‘the present juncture any future loosening 
of monetary policies for growth’s sake does not appear advisable. 
Fiscal policy should thus be called upon to play a greater role. 
The United States clearly,remains the exception, and a steady 
phasing out of the fiscal deficit must be:kept high on the agenda. 

‘ More generally, with a view to fostering the propensity to 
invest among all the industrial countries, the staff is right in 
emphasizing the role of structural reforms and the opening up of 
international markets. This latter point is crucial.; our hopes 
of restoring a’better balanced world economy without jeopardizing 
long-term growth will be safeguarded as long as protectionist 
pressures are kept at bay. It should also be noted that the 
lasting stabilization of exchange rates appears to be an increas- 
ingly necessary component of’a climate conducive to sustaining 
priva-te investment. 

As a last comment on the industrial countries; I would like 
to state that my authorities consider that the staff forecast for 
growth should serve as a foil. Indeed, it is the Fund staff’s 
role to stress the limits on action, to make constraints clear, 
and to bring tensions out into the open. Nevertheless, the worst 



- 13 - EBM/87/47 - 3116187 

is not always sure; I would like to recall the commitment made 
in Paris three weeks ago: "The Ministers and Governors agreed 
to intensify their economic policy coordination efforts in order 
to promote more balanced global growth and to reduce existing 
imbalances." The terms of this communiqu6 clearly demonstrate 
that our authorities are committed to seizing any opportunity in 
a coordinated way to foster an open, growing world economy, or 
in other words, to demonstrate that the rigidity stressed by the 
staff is not such as to rule out more favorable achievements than 
it forecasts. I would also like to add that we very much welcomed 
the presence of the Managing Director at the Paris meeting. 

I will not dwell too long on the prospects for developing 
countries, since the Board will soon review the debt strategy. 
As a whole, the developing countries achieved a remarkable adjust- 
ment in 1986. It is, however, highly contestable that such a 
stringent policy stance can be maintained without strain in the 
medium term. It would imply no new net financial contribution 
from the private sector, whereas the official creditors' exposure 
to low- and middle-income countries would continue to increase. 
Such a financing scheme is unacceptable, as the various creditors 
must remain mutually responsible. In this connection, the sub- 
stantial net repurchases from the Fund which are projected for 
this year are also a matter of serious concern: such a withdrawal 
by the Fund can only aggravate the mounting tensions that weaken 
the cohesion of the major creditors. There is no use arguing 
about the necessary efforts to be made by the developing countries 
to mobilize and retain their domestic savings. But I would have 
liked the staff to present more clearly the impact of such a 
strenuous adjustment process on per capita GDP, and perhaps more 
important on the shrinking domestic absorption in these countries, 
as the share of resources channeled to the external sector Will 
remain very high. 

Mr. Posthumus made the following statement: 

The analytical approach and the use of indicators in the 
staff paper on prospects and issues relating to the world economic 
outlook have my explicit support, as do the issues identified as 
important and the policy conclusions implicit in the paper. This 
implies that my contribution is mainly one of suggesting the need 
for somewhat more emphasis on subjects that I think deserve more 
attention. I note that the policy conclusions do not include 
fiscal expansion as an instrument to increase macroeconomic demand 
and growth. Moreover, it is made clear that exchange rate mea- 
sures or changes lead to unsustainable situations if not supported 
by other measures. I also note, finally, that monetary policy is 
being viewed as supporting rather than as stimulating. Some of 
the relatively attractive instruments of macroeconomic policy 
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indeed hardly seem usable at this juncture, a sobering but real- 
istic thought leading to the conclusion that the world economic 
outlook’is not very positive, though by no means’ unmanageable. 
What is even more sobering is that those countries that indeed 
could manage their own household better with positive effects 
for the world.seem to be making little progress in doing so. . 

Table 5 in EBS/87/39; which gives the net foreign debt posi- 
tion of some major industrial cquntries.that had current account 
deficits over a number of years, indicates that the balance of 
payments trends of some of these countries are unsustainable, 
because it cannot be expected that investors would be willing to 
invest permanently on a net basis. One other way of indicating 
the unsustainability of debt positions is to calculate the inter- 
est payments on the debt and compare these with either export 
proceeds --the debt service ratio--government income, or national 
income. Perhaps some figures would be illustrative. An increase 
in those ratios ‘is unsustainable; the uncertainty is only one of 
duration. However, unsustainability cannot be .related only to 
the willingness of ‘investors to invest, important though this 
may be in a market economy; A better distribution of growth in’ 
the world requires a better distribution of savings and invest- 
ment. The U.S. balance of payments position is apparently a 
problem for the United States because the country imports so 
much more than it exports, which gives rise to protectionist 
pressures; it is a problem for the rest of the world because the 
United States imports savings, thus crowding out investment 
elsewhere. 

The wording of the topics for discussion, in parti’cular that 
of maintaining noninflationary growth, made me ‘somewhat uncertain 
about the ‘analytical approach of the staff or about my under 
standing of it. Action to ensure that growth is maintained seems 
to be equated with relaxation on the fiscal front. And moderation 
of the fiscal stance seems to be an instrument’ that might enable 
European countries, especially’those without serious budgetary 
imbalances, to aim for faster growth. This wording cannot be 
reconciled with an analysis’ in which a decreasing fi’scal deficit 
means that resources are released for private .investment. Recon- 
ciliation, however, is possible if two very‘.important eiements 
are added. First, medium-term fiscal strengthening should remain 
the objective. Second, structural policies are’ requ’ired to 
enable the private sector to’ absorb the released resources--to 
crowd in--w1 th as little friction as possible. With regard to 
fiscal policy, the staff ‘suggests’ that ‘a slower’ pace of fiscal 
restraint would be appropriate in Japan and Germany. In the 
case of, Japan, this was the consensus of the recent Article I! 
discussions. In the case of Germany, it should be pointed out 
that ‘the figures indicate little change ,in the fiscal deficit 
for the next two ‘years, and apparently even less of a’change if 

. 
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the announced tax cuts are taken into account. The intended 
reduction of subsidies may indeed be.one of the structural mea- 
sures required to improve the functioning of.markets in Germany. 

There is also a suggestion that a few other industrial coun- 
tries may have scope henceforth for a more moderate pace of fiscal 
consolidation. Since two countries from this group--Belgium and 
the staff reports bear out, few countries for which the recommen- 
dation holds remain in this group. I am a ‘little .sensitive to 
suggestions that European countries resort to fiscal stimulation 
or let up on their efforts to keep their budgets under control. 
The European experience of the 1970s was disastrous, and other 
countries should not try to push Europe in that direction again. 
As to the treatment of the smaller industrial countries, there 
is a reference to them here and there. in the world economic out- 
look. However , their collective GNP is. equal to ,that of France 
and the United Kingdom together.’ In future exercises they might 
perhaps merit more attention, and splitting this ,group into 
surplus and deficit countries might then indeed add to the 
analysis. 

My conclusion with regard to the second topic for discussion 
is that I would suggest that more attention be given in the world 
ecomomic outlook, to, the necessity of strong, and active structural 
policies. We .have no indicators for the rigidity of markets, 
although like the elephant, it is easy t.o recognize but difficult 
to describe. Decreas.ing rigidity is not a very exciting policy 
recommendation for macroeconomists. Yet it may be one of the most 
effective instruments at the moment. A specific recommendation 
might be directed, for instance, to the European Communities in 
this respect, to clear up as. soon as possible the remaining bar- 
riers to internal trade and therefore to European growth. 

The prospects for developing countries are much less clear 
to me than a number of speakers today ‘have indicated. Certainly, 
it is worrisome that the prospects for large net capital flows 
to the developing countries as a group are not very positive. 
However, if one looks at the major ,Asian countries--only 20 ,years 
ago the subject of Myrdal’s Asian drama, now hardly discussed in 
the world economic outlook--it appears that adjustment and growth 
policies are, ,possible indeed, and that debt problems can be’ 
prevented, not only solved. My only remark then in this regard 
is that the world economic outlook should pay more attention to 
the economic, situation and prospects of Asian countries, because 
their steady, large, and growing economies may be important. 

Finally, a:few remarks on international cooperation and the 
role of the Fund. The ,debt strategy and protectionism will be 
discussed by the Board separately; Policy coordination among the 
major countries is the third key area identified at the moment. 
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Analyse’s like ‘those of the world ecbnomic .outlook ‘are an impor- 
tant contribution of the’Fund to this coordination among the ’ 
Group of Seven.’ But the ‘precise content of that ‘coordination’ 
remains vague. In Europe and in the OECD, for many years the 
call for intqrnational coordination was really only a call on 

.other, countries ,to stimulate their economies fisc’ally. It is 
disconcerting that quite a few countries seem unable-to take’.the 

’ requi,red, generally’ not popular, measures and prefer to ‘look 
abroad ‘for soiut,ions. However, international cooperation does 
‘not mean that‘ putti.ng one’s own hous’e in order is’ not so’ urgent 
anymore; in fact; the national level is still the only one whe’re 
decisibns Fan be made.’ . , 

. ‘_ 

International ‘cooperation is perhaps’ ‘most important in 
identifying and analyzing incompatibilities ‘and unsustainable 
situations. A surpl’us situation’is usually sustainable for the 
long’termj’ while’ the logiqal counterpart; a negative current ’ 
account, is not. ‘A ‘very flexib’le exihange rate. policy may shift 
the burden of adjustment to other c’ountries, at least for a short 
period of time. International cooperation is required”to strike 

,a balance between too much flexibility and too much rigidity. 
,Perhaps some of these ‘issues could be dealt with somewhat more 
extensively in the fortVhcoming world e’conomic outlook exercise 
than in the. papers before us. ‘, ; , 

I ‘, 
!. . ..” .*I 

‘Mr. Salehkhou.made the following statement: 1. ,: 2. ‘. ;- 
* 
In .spite of ‘the substantial changes that have marked the 

’ international e&onomic environment in, 1986, and in contrast with 
the optimism with which the industrial’countries greeted last 
year’s’ sharp dec’line’in oil prices, there has ‘been little progress 

I in,dealing with the major difficulties and uncertainties affecting 
the world economy. Although industrial countries’ domestic demand 

‘was boosted by the large terms of trade gains resulting from the 
decline in oil and other ‘commodity prices, their. overall growth 
per-for&a&e’ was significantly below ‘last year’s projections. The 
.parallel hardship ‘in developing ‘countries also led t.o a’ curtail- 
ment in industrial cbuntries’ net exports, the extent’of which 
‘had been la’r&y underestimated and which more than offset the 
impact on domestic demand. ’ Moreover, +hile the deliberate depre- 
ciation .of the U.S.‘dollar and the major’ industrial countries’ 
com’mi tment, to greater policy coordination ‘have permitted the 
trade profectien threat to .be held off temporarily, uncertainties 
about the effective convergence and sustainability ‘of ‘their 
policies and about financial imbalanc.es within and among their 

.’ economies <onti’nue to be ‘major concerns fbr the international 
c’ommunity; Finally, in,spite of continued strong adjustment and , 
some’ improvement. in, thei’r overall ‘growth performance, the”economic > : andfinancial difficulties facing the group of developing coun- 
tries continue to be very severe. The fuel exporting countries 
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are experiencing a major domestic and external deterioration; 
the excessive debt overhang and the continued lack of external 
financing are exacerbating the adverse impact on developing 
countries of declining primary commodity prices, sluggish growth, 
and the protectionism in their export markets; and these adverse 
exogenous factors are generally offsetting the beneficial impact 
of lower nominal international interest rates. 

Last year’s sharp movements in international oil prices have 
revived the 1970s debate about the contribution of higher energy 
prices to the general slowing down of economic growth in the 
industrial economies as compared with their strong postwar per- 
formance. The staff analysis in SM/87/40 on potential output in 
the major industrial countries is an important contribution to 
such a debate, even though the analysis of the role of higher 
energy prices in the slowdown in industrial countries’ growth in 
the 1970s could have been complemented by an assessment of the 
role of artificially low energy and other commodity prices in 
those ‘countries’ strong economic growth and modernization in 
earlier decades. At any rate, the staff papers do adequately 
put in perspective the adverse impact of higher energy prices by 
analysing the deep-seated factors responsible for the slowdown, 
including in particular the completion of the process of catch- 
ing up with the best technology in Europe and Japan, the accumu- 
lation of unattended inflationary pressures during the years of 
strong economic growth, the increasing share of services in 
these countries’ GNP, and the expansion of government services 
and regulations. Moreover, while the need for adjustment was 
highlighted by the advent of higher energy and commodity prices, 
and while a major technological adjustment did take place, there 
has been insufficient correction in labor markets and in inter 
vention by governments. In fact, nominal wage increases accel- 
erated sharply in the face of rising energy prices in the 1970s. 
Correction of labor and other structural rigidities in these 
economies still continues at a relatively slow pace, contributing 
significantly to the developing countries’ sluggish economic 
growth even though energy prices declined markedly. 

While slow economic growth creates. uncertainty about the 
prospects for narrowing external imbalances among the industrial 
countries and about developing countries’ expansion and adjust- 
ment performance, concern in this regard is only partly relieved 
by the major industrial countries’ agreement to coordinate their 
policies after a long period of exchange market instability and 
public bickering. This is the more so as the factors underlying 
such imbalances are not yet being addressed decisively, including 
those with respect to the fiscal deficit in the United States 
and the extent to which private investment could be expected to 
rise to offset the impact of the projected fiscal consolidation 
on interest rates, exchange rates, and overall economic growth. 
Similar uncertainties are linked to the willingness of other 
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industrial countries, particularly Japan and Germany, to implement 
more growth-oriented policies so as to compensate for the U.S. 
withdrawal of stimulus. Such policies should obviously include 
less fiscal consolidation and a more accommodating monetary stance 
now that the risk of rekindling inflation has largely subsided. 
It would also be necessary to accelerate the implementation of 
structural adjustment policies to ensure that the private sector 
is in a position to absorb the resources released by the public 
sector. 

Whatever policy corrections are effectively implemented, it 
should be stressed that any improvement in reducing imbalances 
among the industrial countries will be limited~in 1987-88 and will 
depend as much on the'se countries' resistance to the impatient 
pressures for trade protection in their political systems. Far 
from restoring an adequate pace of economic growth, succumbing to 
such pressures would complicate the ongoing, envisaged restruc- 
turing of the concerned economies and upset their efforts to'" 
strengthen their potential output. 

With regard to the objective of strengthening industrial 
countries' potential output, it should be noted that the staff's 
definition of potential output-- namely, the level of output that 
can be sustained without risking an acceleration of inflation--is 
adequate only to the extent that the objective of price stability 
would remain the overriding consideration. or concern of economic 
policy. Such an assumption is, however, confronted not only with 
the existence of excessively high rates of unemployment in the 
industrial countries, which are already being translated into 
political and social strains, but with the implications of low 
growth for the prospects 'of dealing effectively with the developing 
countries' considerable difficulties. 

The staff papers trace much of the improvement in the 'eco- 
nomic conditions'of the industrial countries to the substantial 
decrease in oil prices and to further reductions in non-fuel 
commodity prices. In its first-year effects only, the reduction 
in oil prices has brought about a terms of trade gain of some 
$118 billion in 1986 to the economies of the industrial world. For 
three of these countries--the United States, Japan, and Germany-- 
the reduction in their oil import bill totaled $52 billion, with 
Japan enjoying the largest drop--$29 billion--which accounts' for 
some 80 percent of its current account improvement: I 

Even though the total benefits of the reduction in oil and 
non-'fuel commodity prices have not fully materialized, as they 
have been only partly passed'through to the.final consumer in 
many industrial countries' and went partly into profit margins and 
government revenues, their positive impact on saving, consumption, 
profit margins, prices, employment, and the balance of payments of 
these countries is already substantial'. The impact on inflation 
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was obviously the most important. .Sjhile anti-inflationary and 
low growth policies had significantly curtailed inflation in the 
period 1980-85, the additional sharp dec,line in priCe pressures 
in industrial countries in 1986, mainly reflected the effects of 
declining import prices, especially oil. ’ 

. ., 

Terms of trade gains have allowed the industrial countries 
to further .consolidate their, fiscal positions and have led, to a 
strengthening of the aggregate current account of, these countries 
amounting to .$46 billion in, 1986. More than ever’ ,however,. the 
spring 1987 world economic outlook is testimony to what ‘many.. 
observers had suspected, that international trade in recent years 
has been a zero-sum game, much like the international finance 
experience of the’ same period. The;teims of trade losses suffered 
by the developing countries, counterposed to the gains made by 
the industrial countries; amounted to the equivalent’ of some 
3 l/2 percent,of industrial countries’ GDP. The fuel exporters 
were the hardest hit, suffering an,averagd 46 perCent decline in 
their terms of trade in 1986. 

At ,‘t,he time .of the oil price increases, many voices, ‘mostly 
from the industrial countries, were heard demanding and obtaining 
massive recycling of the “petrodollars. ” Now., however, t,here is 
no similar i’nitiative to recycle the .substantial windfall .gains 
of the industrial countries or’perhaps to share them with the. 
developing countries. .The self-interest mybpia of the industrial 
countries is so strong that none’ of them has even attempted to 
offer concessional export cre’dit ‘to the developing countries 
even though their. own export revenues could tieli benefit by such 
arrangements. ,’ ‘. . . 

1. 
Not ,only have the terms of trade .qf developing countries 

worsened in 1986, ‘there. is no” evidence of relief’ in sight despite 
the assertion inthe staff papers that the staff expects .devel- 
oping countries,’ terms of trade to stabilize .during 1987-88. The 
staff gives no indication of what it means by stabilization.. It 
is not clear how, considering the trends 1.n the underlying factors, 
the staff reaches this optimistic expectation. Presumably, since 
the terms of trade continuously worsened in the past few years, 
by stabilization the. staff implies that for the developing coun- 
tries, either :prices of exports ,or’ prices of’ imports or both will 
improve . But the world economic outlook papers give evidence to 
the contrary. There is no reason to assume that import prices 
will improve ,for the developing countries. .’ 

At the same time, the s.taff ‘papers suggest that prospects 
for developing countries’ export prices are uncertain, and 
prospects for prices of non-fuel commodities are weaker than for 
oil or manufactures; commodity prices in 1987 are expected to 
firm only gradually and for the year a,s a whole to average some 
3 percent lower than in 1986. 
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Moreover; there.is also no room for optimism about export 
revenues because.for them to increase, either developing coun- 
tries’ export. prices must improve or their export volume should 
1 ncreasei Since there,is no. reason to assume prices will improve, 
is there any hope for an increase in the volume of exports? 
Again, the staff papers give evidence to the contrary; they 
assert that the technological shifts toward -less raw-material 
.intensive production, in the industrial .countries continued in 
1986. Is there any,evidence that this technological shift will 
either slow or reverse itself inl987-88? *Moreover, the papers 
state that. on. the demand side., output growth in industrial’ coun- 
tries, which is a.major determinant of their demand for primary 
commodities, slowed from 3 percent ,in 1985 to 2 .1/Z percent in 
1986. Is there.any eeidence to assume that. this trend. is about 
to reverse, itself in 1987-88?. Again, the, evidence provided is to 
the contrary since the staff papers.do not expect an increase in 
output in* the industrial countries of any significant magnitude; 
rather, there .is a large overhang of stocks; which will probably 
take time to work off owing to the projected slow growth of out- 
put in industrial countries. The facts, therefore, are that there 
is no room for optimism .either for terms .of trade improvement-- 
even t.heir stabilization is in doubt--or. for recovery of. export 
earnings ,of the developing countries. .The’staff is much closer 
to the mark’when it says that the pro jetted moderate growth in 
domestic demand in the industrial world,is expected.to contribute 
.to a slowing of the growth of international. trade in .1987. 

‘. 
Worse .ye,t ,is the prospect .for the purchasing power of exports 

of developing’ countries .which determines their import capacity. 
Prospects here are so discouraging as to worry the staff since the 
growth of the purchasing power of exports was a negative 10 percent 
in 1986. Once ‘more; the fuel exporters were hit hardest since the 

‘purchasing power. of their exports declined by 40 percent in 1986. 
These prospects .are indeed worrisome, for -imports, investment, 
‘capital’ accumulation, and the economic growth of .developing 
countries. . 

,.:’ . . 
‘Nor are the prospects very ,encouraging for the debt situa- 

tion, offici,al capital fl.ows, or commercial lending. The staff 
papers. make much ‘of ,a possible ‘reduction in international interest 
rates, asserting that every 1 percent.reduction in the London. 
interbank offe,red, rate (LIBOR) will release $3 billion for imports 
or “other uses.” ,The ,papers state that. the 4 ,1/2 percentage point 
reduction in the annual :average ,leyel of, LIBOR-between 1984 and 
1986 therefore freed $12-15 billion for additional imports, or 
other .uses; in 1986., It. is clear that, since massive. import com- 
pressions continuedc.unabated in 1986, .thC $12.-15 .billion “freed” 
as a.‘result ‘of reductions in LIBOR did not go ‘to increased imports 
but indeed to, other uses. Although .the staff papers are disCreet 
on what these other uses were, it ‘is obvious.that with a. debt 

. . ..’ 
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servicing cost of 34 percent in 1986, they could go nowhere else 
but to the commercial banking cartels in the industrial countries 
rather than to increased imports. 

While I will deal with the debt issue in more detail in the 
Board's discussion of the debt strategy, I wish to express here 
my concern with regard to some of the relevant data reported by 
the staff. Although adequate external financing was made the 
cornerstone of such strategy, together with strong domestic 
reforms by the heavily indebted countries, I note that these 
countries made net repayments of debt of about $8 billion in 
1985 and $12.5 billion in 1986. At the same time their ratio of 
debt to total exports deteriorated further, reflecting the sharp 
loss in their terms of trade. Furthermore, the debt overhang is 
also affecting these countries' efforts to mobilize domestic 
savings and restore an adequate level of domestic investment. 

Given the dismal prospects. for international trade, the 
terms of trade, the purchasing power of exports, and the debt 
situation, it is clear that the developing countries are in fo.r 
a long period of more and very difficult adjustments. Since 
1982 most developing countries have had to face wrenching economic 
conditions and continuous retrenchments in their economies, and 
it is bec.oming apparent that unless and until acceptable inter 
national arrangements are made to stabilize export prices and 
volumes in the world market, most developing countries will be 
faced with.the choice between a continued path to impoverishment 
and the temptation of unilateral solutions. 

The well-worn formulas passed on to the developing countries 
in the form of rhetorical advice to "correct price distortions" 
will do little to solve their massive, and for the most part 
externally generated, economic problems. The factors of key 
importance to the success of their adjustment efforts, as enumer- 
ated by the staff, are all of an exogenous nature and include 
prominently the growth of. export markets, access to such markets, 
the terms of trade, external financing, and real interest rates. 
How can a country try to correct price distortions domestically 
if it constantly has to adjust to external shocks? It is very 
little help to suggest that developing countries should diversify 
their export production toward manufactures when there really is 
no guarantee that if and when they do so and become competitive, 
walls of protection will not be erected against their exports by 
the industrial countries. After all, so long as the industrial 
countries had no real effective competition in agricultural 
commodities, they vehemently argued for free trade, but as soon 
as the developing countries became sufficiently efficient in the 
production of food and agricultural commodities to compete with 
industrial countries, protective barriers began to be erected by 
these countries to protect their domestic agriculture. What is 
there to guarantee that the same scenario will not be followed 
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in the case of manufacturers’ exports?’ On this issue, I would 
like to associate myself with the concerns so eloquently expressed 
by Mr. Rye. 

I wish to conclude with a proposal regarding the publication 
of the world economic outlook document. As observed today, and 
on similar past occasions, the diversity of views expressed by 
individual Directors covers a rather wide spectrum that enriches 
and enhances the ‘staff’s observations on the world. economic out- 
look. I would therefore like to propose that effective this year, 
publication of the World Economic Outlook be more in the form of 
a collection of essays, incorporating separately the edited ver- 
sion of the original’papers and the views of individual Directors. 
Should this proposal not gain unanimous support of the Board, I 
would then suggest that Directors’ interventions be included in 
the publication on a voluntary basis. It goes without saying 
that the editorial procedures would be the same as in the past, 
and the edited version of Directors’ interventions already 
available in written form would be subject to their own final 
ap provai . Such publication would go a long way toward giving 
the public a flavor of the extent of the diversity of views 
prevailing in the international community on ‘economic matters, 
as expressed in this organization. The readers would also be in 
a better position to reach their own judgment and even their own 
conclusions based on firsthand individual .observatibns. 

Mr. Sengupta made the following statement: 

The staff’s latest assessment of the world economic outlook 
is marked by considerable caution in contrast to a somewhat over- 
enthusiastic presentation in 1986. This is understandable in 
view of the general sluggishness ‘in economic activity during the 
past year, in particular in the United States, Japan, and the 
United Kingdom, and the ‘many uncertainties surrounding short-term 
and medium-term prospects. 

It afipears as though the current expansionary phase has lost 
much of its momentum and has tended to settle down at a moderate 
pace, fortunately characterized so far by a reasonable degree of 
price stability and a s‘tabilized rate of unemployment.’ However, 
there has been a marked geographical differential’in domestic 
demand and fiscal positions and historically unprece,dented exter- 
nal imbalances. The crucial quest’ion is whether these external 
imbalances might ultimately lead to a growth recession in the 
industrial world. ‘Correction of these imbalances will call for 
considerable policy adjustments based on policy coordination among 
the major industrial countries so as to reduce the “tensions” in 
policy developments. 
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The staff has given a good account of the reasons for- the 
limited response so far of current account positions to the 
exchange rate changes that have’ taken place since early 1985. 
Exchange rate adjustments take, according, to the staff, probably 
at least three years to work ‘through to payments flows, and in 
the current environment, they may take more. time because of “the 
apparent willingness of non-U.S.. producers to cut their profit 
margins ,substantially so as to maintain, market share” (EBS/87/39). 
The staff quantify the lagged effects of exchange rates, but 
despite these effects, it appears that the imbalances, in actual 
dollar terms, will remain large in 1988-91. 

According to the medium-term scenarios;,and assuming 
unchanged real exchange rates and unchanged policies, the staff 
expects that in’the med1um.tem.n up to 1991’ under the baseline 
scenario, the U.S. deficit would be just under 3 percent of GDP 
while the- Japanese surplus will be of a similar relative size 
and the German surplus just over 1 percent of GNP. It is some- 
what surprising that the U.S# current account, deficits remain 
unchanged relative to GNP after ,1988, even though there would be 
substantial reductions in fiscal deficits, and changes in saving- 
investment positions during the period 1988-91. It is not clear 
why this should be so; is the implication that U.S. eompetitive- 
ness will not improve after 1988 unless there is a further 
depreciation of the’ dollar accompanied by adjustments in monetary 
and fiscal policies? On the other hand, staff projections show 
sharp reductions in, the burrent account surpluses of Japan and 
Germany between 1988 and 1991 and relative changes in their 
fiscal and saving-investment balances. The staff has stated 
that even after projecting the U.S. fiscal deficit .on the basis 
of current spending plans and tax laws, the implied increase in 
the investment raticj by 1.4 pe.rcentage points over the medium 
term is large by “historical standards” and “must therefore be 
considered subject to considerable uncertainty. ‘, Any failure of 
investment to grow at the rate implied in the s,taff, projections 
will put downward pressure on interest and ,exchange rates and 
could result in lower. potential output growth in the medium 
term. If the reduction in the fiscal ‘deficit .was in line with 
the projections’ in the Gramm-Rudman-Hollings Act or the, U.S. 
Administration’s fiscal year 1988 ‘budget, ,the .problem would, be 
even more’ serious. A higher investment ratio would be required, 
implying, according to the logic of the ,staff, increas’ed uncer- 
tainty and a large ,probability of a fall in potential growth. 

I wish to raise a few, points that I hope the staff will 
carefully consider. I agree that an increase in the U.S. rate 
of investment by 1.4 percentage points from 16.3 percent to 
17.7 percent between 1986 and 1991 is not very likely. In fact, 
according .to the staff’s baselinp scenario,, ‘priva.te saving, ‘which 
in 1975-84 ave,raged 17.8 percent, is,supposed to come down to’ 
about 16.4-16.‘5 percent by 1988-91--which i,s even’more unlikely. 
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But tihy do. we need these assumptions? ‘If gross private invest- 
ment did not. increase beyond the 1975-86 average of about 
16.4 percent, if private ‘savings did notfall ,below an average 
of about 17, percent, and if the budget deficit fell’according 
to ,the staff projections, the current account imbalances wouid 
have ‘fallen. For example, the average 1975-84 figures were 
17.8 percent for the’ private savings rate,’ 16.3 percent for the 
private 1nvestment’rate;and 1.9 percent of GDP for the budget 
deificit, while ,the current’account deficit was only 0.4 percent. 
Since then, the increase in the budget deficit. has’,moved in 
parallel with the increase in the .current account deficit-- 
substantiating the point that U.S. budget deficits have been 
financed by the rest of the world, through capital inflows that 
sustained ‘the current .account deficit. In fact, in 1986 the 
current account deficit is almost equal in amount to the budget 
deficit. Wliy’cannot this trend be reversed? Why cannot the 
U.S; budget deficit be reduced? This should be done in any case 
in the interest of the U;S. economy’ itself, and policies should 
be adopted to reduce the current account deficit, without trying 
to reduce the rate of saving. Should there be further depreci- 
ation of the’ddllar or would a policy to reduce the budget deficit 
be sufficient? 

There seems to be a reluctance on, the part of the staff to 
allow the.U.S. current account’ deficit to ,fall very much. The 
implicit theorization behind this reluctance should be clearly 
brought out. The staff notes on page 32 of EBS/87/39 that if 
interest’rates declined,in the United States, as a result of a 
fall in the budget deficit, the U.S. ‘dollar might depreciate, 
reducing the current account deficit relative to the staff pro- 
jection. But the staff gdes on to say that “at the same time... 
it would imply a weakening in the net exports of other industrial 
countries, ” which may create a problem “of maintaining output 
growth in these countries.” Yet that was not necessarily so. 
The’existing pattern of current account balances among the 
industrial countries might be such that the U.S. deficit has 
been met by net exports of other OECD ‘count’ries, so that its 
reduction has adverse effects on, these countries. But the rest 
of the world can still absorb the net exports not only of the 
other ‘OECD countries ,but also of the Unit’ed States or there 
could be ‘a pattern of growth of output and demand in the world 
economy that.could sustain a lbwer current account deficit or 
even a U.S. ‘surplus without a.corresponding decline in the 
surpluses of other OECD countries. There should of course be 
corresponding deficits in the rest of th,e world. 

,I would like the ‘staff to examine what ‘policies should be 
adopted ‘to get back to the historical pattern of developing 
countries running deficits, with indus,trial countries. running 
surpluses that facilitated ‘the corresponding resource transfer. 
The pattern of current .account balances in the medium-term 
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scenarios in Table 5 (EBS/87/39) is not particularly sustainable 
as it is dependent upon assumptions of investment behavior that 
are not very likely to be realized or of a possible slowdown of 
growth. But the result for major industrial countries as a whole 
would be a combined current account position.that would imply 
very little change in the transfer of resources to developing 
countries. This is not a viable situation for the international 
economy. We should be in ,a position to talk about scenarios and 
policies that change this pattern fundamentally. 

The medium-term scenarios for developing countries showed 
that current account deficits as a percentage of exports--the 
current account ratio--for capital importing countries will 
decline from 4.7 percent in 1986 to 1.5 percent in 1991. For the 
same period, the current ratio for countries with recent debt- 
servicing problems was projected to decline from 10.3 percent to 
3.9 percent and that for the 15 heavily indebted countries from 
9.2 percent to 2.3 percent. The realism in these projections 
depends on not only the growth of the export markets but also the 
,behavior of the terms of trade and interest rates. The staff 
believes that there are no “clear reasons to expect further major 
changes” in these variables. But considerable caution should be 
exercised in making these assumptions, for the simple reason 
that current account ratios for capital importing countries have 
not fallen below 4 percent in the past ten years. 

The projections for heavily indebted countries show that the 
investment required to obtain the postulated GDP growth rate is 
so high that it is difficult to expect its realization through 
additional domestic savings. The staff does not seem to regard 
it as a problem, and considers that the policy improvements 
required to mobilize the needed domestic savings are feasible 
and will have relatively quick effects on economic performance. 

How can this be realistic? When real per capita incomes are 
low or have declined, it will be difficult to expect the implied 
expansion in investment ratios to take. place wholly on the basis 
of additional domestic savings. It is not that the developing 
countries do not recognize the need to raise their saving ratios. 
In fact, in the 197Os,. the saving ‘ratios of capital importing 
developing countries were as high as 24 percent; in the case of 
15 heavily indebted countries, they ,were about 22-23 pe.rcent. But 
because there is a large net transfer of resources from these 
countries, it has become difficult to raise investments through 
additional domestic savings and maintain growth. The efforts of 
the indebted countries would need to be supported by substantial 

.external resources on appropriate terms from multilateral finan- 
cial institutions, official creditors, and private sources. The 
reluctance of private lenders to take part in this effort would 
have to be.made good by large support by multilateral institutions 
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and official. creditors.. It is ‘in this manner that the constraint 
imposed by the,debt overhang on effective adjustment in these 
countries ‘could be overcome. 

Even if develop’ing countries do everything, to str.engthen 
their’ fiscal’ positions and increase their private savings by 
adopting appropriate interest rate and .exchange rate policies 
and by taking sound measures of demand management, it would be 
impossible for them to raise their rates of saving to finande an 
increase in their investment ratio from 17.6 percent in 1987 to 
20.8 percent in 1988-91 without a transfer of resources from the 
industrial countries. ’ This is the central problem of ,the issue 
of international cooperation. Policy coordination among the 
major industrial countries would be necessary not’only from the 
short-run point of view of reconciling their current account 
imbalanc’es but also’ from the medium-term perspective of sustaining 
the growth of the entire tiorld economy. While policy coordination 
should, be promoted in ‘order to strengthen noninflatidnary growth 
forces, it is becoming increasingly clear that consideration 
should be focused not only on the interests of the industrial 
countries but on those of developing countries as well.’ Indeed, 
a realistic reading of the staff’s medium-term scenarios shows 
that the sustainability of world growth depends on a pattern of 
current.account balances and the institution’of mechanisms that 
would allow industrial countries to run current account surpluses 
which can be absorbed by developing countries. I hope that the 
staff will try to focus on international policies that lead to a 

’ truly interdependent’synchronization of economic policies. 

Mr. Zecchini made the following statement: 
: 

:It is not a source of personal satisfaction to’see that the 
notes of caution and doubt we expressed in last year’s Board 
discussion of the world economic outlook are fully justified by 
recent’ economic developments. Last year, tie expressed doubts on 
the realism of the staff hypothesis that the increase in real 
disposable.income in ‘industrial countries stemming from an improve- 
ment in the terms of trade would be sufficient to propel the world 
economy into, a new upswing. Now, it is di’stippointing to realize 
that .in 1986 the world’economy has continued to be characterized 
by sluggish growth with output expansion. decelerating in industrial 
areas and rising only’modes’tly in the developing area.’ 

1 

The asymmetrical impact ‘that the shift in the te’rms of trade 
has had on demand ,expansion in industrial and developing countries 
is one of the’many reasons for this’unsatisfactory evolution of 
the world economy. But in’ addition, two other factors have’ played 
an important role: the recent’shocks;to the ‘system of.relative 
price-s; and the credit rationing’ that has been enforced on most 
developing countries. On the one hand, repeated shocks to the 
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price structure cannot, induce rapid reversals of expenditure 
patterns in the desired direction. To the extent that these 
changes are abrupt, they increase uncertainty in the private 
sector about’ decisions ,to spend, ‘thereby negatively affecting 
fixed investment. demand ,in particular. : On the other. hand, .the 
reduced flow of external financing to several developing coun- 
tries with debt difficulties was not offset by larger ,export 
earnings with the result that import ccmpression was the only 
alternative left to these countries. 

For the current year, can we expect that improvements in 
growth and adjustment will occur more or, less ,automatically 
because of the temporary nature of the above-mentioned factors? 
Undoubtedly , the demand effects of recent. changes in the terms 
of trade and exchange rates, as ,well as in relative prices, will, 
be felt this year’ more than in 1987. But the outcome also 
depends on the stability .of these changes since any volatility 
in these relationships would induce increasing caution on the 
part of both the private sector and the policymakers. At the 
same time,. financial shortages are likely to continue to hamper 
the strong recovery of economic activity in the developing world, 
and consequently the recent net transfer of real resources 
toward creditor countries is not likely to ‘be brought to .a halt. 

Another factor has to be. added to this picture of unsatis- 
factory growth and adjustment. While the largest economy has to 
continue withdrawing the, fiscal stimulus to recovery, in the two 
other major economies, the structural condition,s for an offset- 
ting, inwardlooking growth process do not appear to be present. 
The implications of these structural rigidities are compounded by 
the present c,ourse of economic policies in these countries. As 
the staff correctly points out.,in its baseline scenario for the 
medium term, under current policies, the external current account 
imbalances of the United States, Japan,’ and Germany will persist 
until 1991, albeit. to a lesser extent; ‘in the ‘context moreover 
of an unsatisfactory expansion of their economies. ‘Specifically, 
in the period 1989-91; the U.S. deficit will, be at its 1985 ratio 
to GDP while the surpluses of .Japan and Germany will be only 
0.8 percent of GDP less than in 1985.. In the same. period, GDP 
growth will be basically at the level of 1985 andinflation will 
slow .down further. 

In this respect, it is encouraging ‘.to see that it is possible 
for the major economies’ to maintain the present. pace of economic 
expansion with less inflation &nd,lower external disequilibrium. 
It is also encouraging to see that %in this envirqnment, by 1991 
all developing econ&mies, @ether :capital importing ,or ndt, WI th 
or without debtyservicing ,problems,. heavi.ly or, moderately indebted, 
can achi.eve the ,high .growth rate .of 1985 and at the same time bring 
their external current ‘account deficit to, the lowes.t level, as a 
percentage of exports, since 1976. Nevertheless, ” the’mechanism 
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by which these results can be brought about ‘seems to rely on. a 
departure from an’ established pattern of saving./investment 
imbalances ‘which, as such., appears rather uncertain. The. like li- 
hood of the’ staff’s scenario 1s.i.n fact based on the’crowding in 

,of private investment at’.a rate higher than the rate of private 
saving in the,major economies. While the, expansion of’ investment 
in-the United’States may be justified by ‘increased export oppor- 
tunities owing’ to the recent gains, in’ external competitiveness, 
in Japan and Germany it is not c,lear what should trigger the 
rise in private investment, given that the export markets of 
Japan and Germany are supposed to shrink and that both countries 
have; enough excess capacity for production at present. .’ 

. I.. 
As to the developing countries, we tend to believe,.that *the 

.baseline scenario is! on the ‘optimistic side to the extent that 
it considers it feasible to combine satisfactory gro&h with 
adjustment in spite of the increasing stringency of the constraint 
related to ‘the availability~ of .external financing. There is not 
enbugh evidence to contend’ that many major developing countries 

.can pursue a growth strategy based on domestic resources and can 
also ,compress domestic absorption further in order to service 
the accumulated external debt. This combination’ of ,results will 

.depend’ crucially on’the- expansion of. demand in industrial: coun- 
tries and on the stability of the terms of trade of developing 
countries.. . ’ 8. . * 

. .i .I. . . 
So far we. have focused on the uncertainties surrounding the 

baseline scenario., but .even if this scenario were to materialize, 
it .would imply a measure of. unsustainability .of balance of pay- 

-ments positions in the industrial area over the, longer’ term -and, 
consequently,. a fallout of tensions ‘into the world:economy as 
well as-into money and financial:-markets. ’ . 

. . ” ‘. . . . 4 
According.‘to the staff’s estimates, the U.S. net debtor 

position would attain $950 billion in 199,l while,Japan’s net 
creditor position would, be on the,order ,of $650 billion: Such 
magnitudes have’ tw0.mai.n implic~tfons: first, it must be assumed 
that investors’rwillingness to add significant amounts of U.S. 

‘dollar-denominated assets or’assets in the United States would 
rise. ; But’ this would’require either a risk-ad justed .rate of 
return on real capital that is more attractive than in the com- 
pe ting economies, or a favorable interest rate differential that 
could’ involve .a rise in real interest.‘fates and. deleterious 
consequences. for economic activity and. the .servicing of debt in 
other. countries; Second,. the..developing countries will .find it 
‘even harder.to compete ,with the United States in attracting the 
resources’ necessary for their development and to reverse’the 
present ,net transfer of resources abroad. Furthermore, any 
weakening of market sentiment vis-d-vis the U.S. economy may 

“create major.3 disruptions in the financial .and currency marke.ts. 
. . : : ‘. : ‘. 
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From the uncertainties and tensions inherent in the present 
course of policies, we draw the conclusion that at the present 
economic juncture we have to solve two major issues: first, how 
to accomplish adjustment in the U.S. economy, as well as in those 
developing economies which have been wavering in their adjustment 
efforts in the past five years; second, how to create the condi- 
tions for a return to higher growth in industrial and developing 
countries. 

On the first issue, there is not enough room left to correct 
the U.S. current account deficit through further depreciation of 
the real exchange rate of the dollar. Given the expected stabil- 
ity of the U.S. inflation rate compared with that of trading 
partners, such a gain in competitiveness implies a depreciation 
of the nominal rate that has several negative repercussions. 
Specifically, this would rekindle inflation and prompt a tight- 
ening of monetary policy, with the result of an upward pressure 
on real interest rates and a consequent worsening of the terms 
for servicing external debt of many indebted countries. At the 
same time, this would reinvigorate protectionist reactions in 
the world economy. The dollar depreciation that has occurred 
between February 1985 and February 1987 in our ,opinion represents 
the maximum contribution that the exchange rate mechanism can 
make toward correcting the U.S. external deficit. Addi t ional 
significant depreciation of the nominal .rate in the near future 
would constitute a phenomenon of overshooting, in contrast to 
the principles that regulate our international monetary system. 

Now the relative pace of expansion of domestic demand in the 
United S,tates and abroad has to provide the long-awaited contribu- 
tion to the external adjustment of the U.S. balance of payments. 
A confirmation of the appropriateness of this approach is given 
by the consideration that the income elasticity of U;S. imports 
is higher than the income elasticity of exports, and that at 
present the flow of U.S. imports is 50 percent higher than the 
flow of exports. To restore a more balance’d pattern of domestic 
demand growth between the United States and the other major 
economies, it is necessary, on the one hand, for the United 
States to show more determination in accelerating the process of 
fiscal consolidation. On the other hand., other industrial coun- 
tries and developing countries as well need to proceed toward an 
expansion of demand that must be focused on fixed investment. 
For Japan and Germany, it is not certain whether investment-led 
growth is feasible, given the bleak prospects for demand and 
profitability. If the margins for maneuver are narrow on’this 
front , these countries can still operate in the sense of reducing 
the overall excess savings. To this end, fiscal. policy and 
structural reforms should, be the main instruments since monetary 
policy ha,s already been used extensively to accommodate demand 
expansion. 
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As to fiscal policy, a’ temporary deceleration in the pace of 
fiscal consolidation should be recommended in order to offset a 
possible short-term slack in demand. It is’ equally important to 
introduce a tax’ reform that can revive economic initiative to 
improve the flexibility’ of the labor market,. The recommendation 
of structural improvements and reforms applies also to Italy. 
On the fiscal front, howeve’r, it is necessary to proceed toward 
a more rapid fiscal consolidation, and my authorities are making 
plans in this direction. 

In the industrial area, we must also stress that the possi- 
bility of reviving fixed investment is closely linked to the 
stability of the pattern of relative,prices that has emerged in 
the last -few years. It is, therefore, the responsibility of 
both industrial countries and producers of primary products to 
cooperate in order to create the conditions for less variability 
in relative prices. Fur thermore, last year’s recommendations to 
the developing countr’ies to promote fixed investment, maximize 
domestic sources of savings, improve the allocation of resources, 
and enhance external competitiveness still apply. Nevertheless, 
it is evident that the external debt overhang is becoming a 
structural hindrance to their efforts to restore balanced -growth. 
Hence, ‘no viable growth strategy can be recommended to these 
countries if it does not come to grips with the debt problem. 
On this disquiet-ing’ aspect of the economic situation, we will 
comment in the Board’s forthcoming discussion. 

Mr. Lundstrom.made the following statement: 

It is particularly grat.ifying that the indicator approach 
has been so successfully applied to the medium-termscenarios in 
the staff papers on ‘the world economic outlook; ‘The clarity of 
the analysis of economic interactions and “tensions” is also a 
matter of satisfaction. Let me add in passing that ,I share the 
views of Mr. Posthumus on how smaller industrial.countries could 
be better covered in the world economic outlook exercise. 

. * 
Despite stimulus from a lower oil price and falling interest 

rates, the world economy weakened in 1986: There were no clear 
indications that the large external imbalances among the major 
industrial countries were starting to decrease in spite of very 
substantial adjustments in exchange rates. Moreover,. unemploy- 
ment remained at an unacceptably high level. 

This situation underlines the need for .increased interna- 
tional cooperation with a view to strengthening economic perfor- 
mance and adjusting financial imbalances., Such a cooperative 
effort would be of cruci,ai importance in resisting protectionist 
pressures and in managing the debt situation. What is needed in 
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particular is a mOre determined coordination of economic .policies 
in the major countries. In some of them, developments are still 
weaker than expected according to the latest figures. 

A reduction of the large external imbalances is needed if 
sustained growth of output’ and’ world trade is to be reached. 
Clearly, there is a need for further adjustment beyond what would 
result from a continuation of present exchange’ rate relationshi,ps 
and the present policy .stance. In the current situation, such 
adjustment should be brought about primarily by changes in domes- 
tic economic policiqs. In this respect, it .is of the utmost 
importance that the U..S..fiscal deficit be decisively reduced. 
A correction of external imbalances should take place along a 
high rather than a low growth path. In other words, changes in 
domestic economic policies. should aim at faster growth outside 
the United States rather than slower growth in ‘the United States. 

Provided there are sufficient’ changes in domestic economic 
policies, a further depreciation of the, U.S. dollar does not seem 
appropriate. It could. involve. a .risk of overshooting and even of 
renewed protracted misa,lignments’ between major .currencies. Such 
misalignments would have negative effects on investment decisions 
and would increase the threat of protectionism. 

.’ 
Lower oil prices and falling interest rates ,in connection 

witb adjustments in exchange rates have considerably improved 
the situation in ‘many ‘oil importing industrial countries. It is 
highly desirable that domestic demand in these countries be 
stimulated’to contribute. to a re.duction of the external imbal- 
ances. ,Monetary poli.cy ‘in, the, industrial. countries has been 
given a more expansionary role during ‘the ,last’ year but there 
are limits to ,how .far:mnetary,.expansion can be used ,to’ provide 
stimulus to growth in, the period ahead.‘.’ Fiscal policy can and 
should be used .to a greater extent to shift, the distribution of 
demand in order to help’ reduce external ‘imbal-antes. ‘, 

‘. ‘. 
Like all previous’ speakers, I have stressed the. importance 

of.a vigorous 'reduction of the U.S. .fi&al deficit. 'Prompt'and 
determined, action to that, effect would les’sen :uncertainty in’the 
currency markets and lead ‘to a long-awaited improvement. in ,the 
climate for business investment. Based on the "current services" 
assumption used by the staff, the fiscal deficit .in'the United 
States will readh $180 biilion in fiscal year(FY)'1987,'and will 
only be reduced to $164 bill,ion in FY.1988. This illustr,ates. 
the need for further measures if the:f.iscal.deficit is ,to be 
reduced at an acceptable pace. Failing.such a reduction, confi- 
dence in U.S. economic ‘policies could falter with’ continued 
pressure on the U.S. dollar as a likely result. In such a 
situation, a tightening ,of monetary poli,cy would seem probable, 
leading to,higher interest rates with deflationary effects 
inside a’s well,as outside the United .States. 
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A’more restrictive .fiscal .policy in the United States must be 
accompanied by-measures aimed at ‘stimulatingdemand outside the 
United States. Even’if this results in only a relatively modest 
contribution toward a reduction of the U.S. current account defi- 
cit, it’ is important that surplus countries’ demonstrate their 
willingness, to ‘contribute to a lessening of gl’obal ~disequilibria. 
For’, Ja’pan and Germany, 

. weakening of .exports‘; 
currency appreciation has resulted in a t ‘the improvement in domestiC demand ,resulting 

from lower oil prices’has not been large enough to offset the 
‘reduction i’n economic growth stemmi’ng from, the declining export 
sector. -As the.staff points out, a principal reason for the’ 
limited impact ,of ~terms ‘of trade gains on demand is ‘that a con- 
siderab,le part ‘of these gains never reached final consumers. This 
is particularly true ‘for Japan,. where lower world energy prices 
‘did not”lead -to’ a.proportionate drop inend-users’ prices of 
energy ‘products., The staff proposes structural reforms that 
encourage private,investment and action to offset the withdrawal 

‘of stimulus to economic ‘growth stemming from ;the ‘proposed budget 
’ for 1987188. ‘,We doncur with the-‘staff in these recommendations, 

‘but at ‘the same.‘time we want to underline the ‘desirability of a 
more expansionary, fistal, policy ‘in Japan ,as a dontribution- to 

’ the stabiliza’fion. of .the world economy. Taking into account the 
savings surplus”in ‘the private sect’or, the general government 
financial balance should,be maintained at a deficit corresponding 
to about ‘2 perdent of .GNP throughout the medium-term period. . . . 

_- ‘. . As :for Germany,; 
of’ sioti growth. 

recent’ indi~a’tions point’ in the direction 
:Against’ this ‘background, the German ‘authorities 

would seem’.to be ‘overly hesitant’in using’fiscal politiy to 
stimulat’e domestic demand. Germany; with a fiscal’defidit of 
just above‘ 1. percent of GNP ‘and an unemployment rate’ of almost 

- 8 ,percent in 1986,’ .should be in‘ a position ‘to adopt a ,iess 
restrictive’fistal’policy ‘in 1987; Furthermore, the possibility 
of an ‘earlier implementation of ‘the tax reform planned for 1990 
should be kept open; Over. the medium-term period ‘to 1991, a 
deficit corresponding to approximately 1 percent,of GNP should 9 
‘be maintained’to facilitate a necessary‘balance of payments 
adjustment.., ‘. 

‘, . . j ‘. 
. .-1 .. ‘. .’ . 

Despite ‘a’ long period of steadily declining inflation; 
’ unemployment is still ,at .unac$eptably high’ levels, mainly because 

growth--albeit’ relatively stabie--has been subdued.’ In ‘its ’ 
interesting .study’on poteti,tid output in’fhe major industrial 
c‘ountries, the. staff concluqes that the possibility of reducing 
these high ‘unemployment rites witliout risking an acceleration of 
inflation’.over the medium term is’ limit,ed. In this, respect.we 
take ‘a iess’ negative view. In effect, some .cduntries would seem 
tobe’ i’n a”position to reduce unemployment thr’ough ‘a more’ stimu- 

‘lative fisial’ policy without’risking cost’increases. 
: . I . 

.I + ‘. . . 
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Turning now to the developing countries, their prospects as 
portrayed by the staff are generally bleak. It needs to be 
re-emphasized that the aggregate figures conceal a considerable 
diversity in the situations facing individual countries or groups 
of countries. This diversity seems to have increased in 1986 
not only between fuel and non-fuel exporters but also within the 
latter group. The newly industrializing countries in Southeast 
Asia have during recent years run large ,current account surpluses, 
thereby contributing to balance of payments strain and protec- 
tionist pressures. These countries have an important role to 
play in the adjustment process, particularly by appreciating the 
exchange rate of their currencies. 

The major share of the deterioration inexternal balances 
has fallen on developing countries with serious debt problems. 
The difficulties of many of these countries are further exacer- 
bated by the significant terms of trade losses also expected for 
1987. With these prospects in mind, we are not fully convinced 
that the medium-term scenario presented by the staff implies a 
reasonable balance between adjustment and financing . 

This conclusion does not mean that we question the staff’s 
general policy recommendations. Obviously, in order to avoid 
serious adverse consequences for economic development and to 
allow for rising investment, developing countries have to adopt 
policies aimed at mobilizing domestic savings. But the ‘increasing 
magnitude of the debt burden has to be borne in mind, and, as 
pointed out by the staff, the debt overhang negatively affects 
incentives to invest both by contributing to lower growth pros- 
pects and by creating expectations of higher future taxes and 
interest rates. The staff also points to the resource transfer 
fram developing to industrial countries and raises the question 
of the effects of’“these changes in the location of savings and 
investment.” This is an issue one would like to see pursued 
further. Mr. Sengupta did so by implication in a central part 
of his intervention. .It ,would be interesting to have a staff 
response to his questioning of some implicit assumptions under- 
lying the medium-term scenarios. 

Taking into account .the difficulty of, achieving sufficiently 
high and sustainable domestic savings .and -low external financing, 
the increases in investment indicated in the scenario seem opti- 
mistic. It follows that, in our view, a GNP growth rate of 
4.5-5 percent a year hardly seems realistic without a much larger 
than expected net capital inflow from-abroad or a much better 
external environment than assumed in the baseline scenario. 

. Against this background our conclusion is that determined 
adjustment efforts by the debtor countries must be supplemented by 
additional external financing., The very bleak prospects in this 
regard must be viewed with great concern. All parties involved 
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must cooperate in implementing a coherent’ debt strategy and in 
arresting the decline’ in’ financial flows. The commercial’ banks 
have to play their part. It is, as the staff puts it, a question 
of the proper al,location of :the costs of paying for past finan- 
cing mistakes, which are reflected in the substantial discount at 
which the liabilities of indebted countries .are trading. Qthi- 
ously, commercial’ bank lending cannot be replaced by ‘other forms 
of financing. A reasonable increase in the banks’ lending should 
be in their own interest. 

As regards the poorest countries--mainly those in the 
sub-Saharan region--I want to’ emphasize the paramount importance 
of additional official development assistance in support of 
medium-term’adjustment programs. Further measures may also be 
necessary to reduce the debt overhang. The,seriousness of the 
situation is underlined in a 1986 World Bank report: for, about 
a dozen countries, rescheduling alone would imply ‘little possi- 
bili’ty of a, return to, normal debt servicing. or growth by the end 
of the decade. Even with very ‘de,tennined adjustment e’fforts, 
those countries would seem unable to ‘meet their debt-servicing 
obligations without external assistance. But this is a question 
we shall deal with more fully during the Board’s upcoming dis- 
cussion,of the debt strategy. ” .: . . . 

In concluding, I fully agree that ‘the efforts to strengthen 
international cooperation should concentrate on fostering policy 
coordination, managing the debt ‘crisis, and resisting’ protec- 
tionist pressures.. In this context,, we’ welcome the indications 
provided at the recent meeting of major industrial’countries 
with regard to the priority they accord to intensified economic 
policy co,ordination,. As for the part to be played ,by the Fund 
in this field, like Mr. Bye, I share the views, expressed by 
kr. de Groote on the importance of a closer association of the 
Fund with the deliberations of th’e major industrial countries, 
even by way of ‘providing a secretariat function. As noted on 
earlier occasions, we ,also attach great importance’ to the pres- 
ence of the Managing Director at major industrial countries’ 
economic coordination meetings.. The’ analytical framework and 
the procedural mechanism fo,r enhanced policy coordination are 
being progressively developed. It is to be hoped that, these 
improved premises are matched by the necessary political will. 

: 

Mr. Yamazaki made the following statement: : 

“The world economy is in a difficult transitional phase as it 
adapts to a large shift in the pattern of exchange rates and a 
sharp decline in oil and other’commodity prices. These.changes 
have both’ Fjositive and-negative effects, depending upon the trade 
pattern of’ a ‘particular country and the’ exchange “rate development 
of a particular currency. ” Strengthened polidy coordination among 
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industrial countries since the 1985. Plaza agreement, however, ‘has 
contributed to reducing, majo’r uncertainties in the world economy. 
In particular, the expressed intention by the U.S:authorifies 
to reduce the fiscal deficit and the, reduction in the level of 
interest rates have considerably brightened the prospects for 
private demand expansion. 

It is, therefore ‘)’ somewhat disappointing that the positive 
effects of these changes .in relative. prices and in ~policies have 
not been fully reflected in the economic’grow.t,h of industrial 
countries ‘in 1986. The staff lists a .,number of factors’ behind’, 
this outcome and I am in broad agreement with its analysis. Of 
particular relevance at this juncture is the asymmetry’of invest- 
ment response to exchange’ rate movements.. ,While investment plans 
in, the tradable goods sector 1.n Japan and Germany have been 
scaled back, they have ‘not, shown, strong buoyancy in the United 
States. Such an asymmetry seems to suggest the importance ,of 
exchange rate stability for:global stabilizati.on at this time: 
The Louvre agreement in February was a significant step in this 
context, and it is essential that.,the policy c,ommi.tment made in 
that meeti,ng be .carried out.’ 

The U.S. fiscal position remains the focus of attention, and 
while welcoming the renewed commi,tment ,by the U.S.. authorities at 
the Paris meeting to reduce the U.Sr’ fiscai deficit, I would 
like,to emphasise the need for a steady reduction and ultimately’ 
‘its elimination by 1991. ., 

WI th respect to the immediate prospects for %economic. activi- 
ties in industrial’ countries,, I am somewhat more optimistic than 
the staff,? based on such favorable factors, as intensified policy 
coordination among industrial. countries, t,he delay,ed effect of 
terms of trade gains, .and the investment response to exchange 
rate changes in a. country wit,h a ,depreciated currency and, low’ 
interest rates. As far as ‘,the economy of’ my own country, Japan, 
is concerned, .as was extensively discussed about a week.ago, my 
authorities project a, steady growth rate for.1987. Continued ,: 
expansion in private consumption and residential construction, 
as well as capital investment in the nonmanufacturing sector is 
expected to sustain priva.,te domestic demand.’ .Maximum efforts . 
were made, in the initial budget pr.esented ,to the Diet, to. 
incorporate measures to support the ‘expansion ‘of domestic demand, 
but they will’ be canplemented by a compr,ehensive economicpro- 
gram, .which will be prepared, after- the approval, of the 1987 
budget by the Diet, duly. taking in.to account .the’ prevailing : 
economic situation. ,’ ..’ ,: 

Incidentally, I am somewhat. disturbed by. a reference on 
page 10 of EBS/87/39, where it issaid that the budget deficit 
of Japan as well as that of other countries, .has already been 
reduced. This’chair has repeatedly co’ntended that the fiscal 
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position of each country should be assessed taking into account 
all the relevant factors. In the ‘case of Japan, because of, the 

‘_ immaturity of social security’ funds whose, financial balance is 
‘at present in surplus but is expected to deter’iorate rapidly’in 
coming ye’ars, strong attention needs to ,be’ paid to the* central 
government deficit, particularly the General Account of the 
Central Government which indicates the underlying budgetary trend 
situation rather. than t’he’ general ‘government fi’&al deficit. The 
central government debt of,my country will reach’Y 153‘tr’illion, 
equivalent to’43.5 percent of ‘GNP, more than Y ,lO trillion having 
been add’ed annually. Debt servicing will account for more than 
20 ,percent of total government ‘expenditures’ in*FY 1987/88.’ I 
cannot see ,how the staff can conclude that Japan has already 
reduced its fiscal deficit. *Fiscal consolidation needs to be 
pursued’further, and this will be done in coming ,years. 

“_I : 

With respect ‘to the prospects for,ihflation, .my authorities 
.do not see an immediate risk of rekindling inflation .as far as 
:Japan is’ concerned, where the wholesale pr’icP index ‘remains 
10 percent below that of the previous y&r. Monetary policy 
will continue to be conducted appropriately- with due regard to 
the development of domestic and external economic conditions as 
well as’ international monet’ary conditions. ‘_ 

. ,/ 
I find the .general assessment of the balance of payments, 

on ‘page -13 (EBS/87/39) rather .unsatisfactory. By saying that 
*‘despite this large correction in exchange rates, current account 
imbalances among the major industrial countries have widened,” 
the staf’f fails to appreciate the ,progress in external adjustment 

‘that has been taking pla.ce in real terms in some ‘countries 
including Japan.‘ I do not think that this is a trivial defi- 
nitional matter, but 1. believe that it ‘rela’tes to ‘the basic 
perception’ of whether the external adjustment. has ‘started or 
not. By’focusing attention on external balances in U.S. dollar 
terms, ‘the general public has tended to have misperceptions of 
external ad jus’tment’in response to recent exchange’ rate changes. 
And it i’s highly undesirable for the Fund, as an’organization 
specializi~ng in external adjustment; to ‘magnify such ‘mispercep- 
tions: The extent to which there ‘has been a certain’ degree of 
difference in external adjustment ‘in real terms among countries, 
may also be an interesting subje’ct for further a’nalysis. Never- 

‘theless,’ it ‘is not appiopriate to ignore important progress 
tqward the- correction of ‘external imbalances in certain ‘coun- 
tries. .I might also mention that’ ‘under- present circumstances, 
with import prices’ of‘most industrial countries having fallen 
significantly owing to a decline in oil and other commodity 
prices, even the ratio of the current account balance to GNP may 
not be a .good indicator of th,e progress of .external adjustment 
in response to’ exchange rates: My authorities .believe that our 
cur’rent account surplus; even .in dollar’ terms, ‘will’tend to 
de&line ‘in i’987 and wili continue its declin’ing trend in coming 
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years. My authorities are, therefore, puzzled by the staff 
estimates for 1988 and would like a detailed explanation for 
this forecast. 

The medium-term outlook is an interesting exercise, but given 
the uncertainties surrounding forecasts for the relatively long 
run, it would not be prudent for the Fund to publish projections 
for individual countries. The need for such prudence can easily 
be understood, if one looks back and asks who could have predicted 
the present economic environment five years ago.. My authorities, 
therefore, request the deletion of medium-term forecasts for 
individual countries, as in the previous World Economic Outlook 
publication. 

As regards the methodology used for projecting medium-term 
developments of current account balances, it is not clear what is 
meant by "trend factors" and how .they are defined. Moreover, the 
staff makes an important and,untenable assumption on these trend 
factors by saying that they will operate in the same way as in the 
past. Rapid structural changes are taking place in the Japanese 
economy in response to recent exchange rate changes, and they will 
lead to a substantial transformation of trade patterns and to a 
change in export and import elasticities in a few years. My 
authorities are, therefore,' very much disturbed by the staff's use 
of these trend factors and cannot associate,themselves with the 
conclusion reached on that assumption. 

The chapter entitled "Economic Interactions and Policy Issues" 
in the main paper incorporates a response to the request of the 
Interim Committee to develop further the applicat,ion of indicators 
in the context of the world economic outlook. The staff analysis 
in this regard, however, is basically an.extension of that in the 
previous World Economic Outlook, and 'several issues raised by this 
chair at the time of that discussion remain relevant. For exmple, 
while accepting the importance of an analysis of the balance of 
payments, my authorities would have preferred a more balanced 
analysis using a wider range of indicators rather than concen- 
trating on the balance of paymentsalone. Also, in analysing 
savings and investment balances, the s.taff has tended to focus on 
fiscal positions and to overlook the dynamic relationship between 
public and private sectors and the vitality of'the private sector 
itself, .thereby falling into the pitfall of advocating fiscal. 
expansion elsewhere in response to iJ.S. fiscal consolidation. In 
my authorities' view, such an analysis is tantamount to linking 
the fiscal position directly to the balance of payments position 
and does not represent a useful application of the savings and 
investment relationship. I' will come back to this point in a 
moment. 
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With respect to ‘the ,balance of payments ‘prospects’ for my own 
country, on the occasion of the 1987 Article IV consultation, I 
elaborated in depth on the rapid changes in the in’dustrial’ struc- 
ture that are taking place in response to the recent exchange 
rate changes. I partitiularly emphasised the progress in shifting 
productive capacity abroad in the manu’facturing sector and an 
increase in domestic investment in the nonmanufacturing sector. 
Such a change, together. with sustained domestic demand and 
improved access to the Japanese market, should. contribute to 
reducing the, current account surplus to a much’lower level than 
that. forecast by the staff in the medium term. 

The magnitude of the exchange rate changes since the Plaza 
agreement has been unusually large and perhaps unprecedented. 
Given the uncertainties involved with respect to the size and 
the pace of adjustment associated with such large exchange rate 
changes, any projection of the future pattern of external balances 
will remain highly conjectural. Moreover, a judgment on the 
sustainability~‘of~ cumulative external positions is extremely 
,difficult. The magnitudes of the creditor and debtor positions 
of Canada and the United Kingdom testify to that diffic’ulty.. It 
should also be noted that the external position of a country is 
only a statistical concept and that creditors and’debtors are 
indeed quite diversified’. ‘The depth and breadth of financial 
markets, which function as an intermediary,between creditors and 
debtors, may have been considerably expanded as a result of the 
global integration and liberalization of financial markets. For 
these various reasons, ‘my authorities have strong. reservations 
about the staff analysis and assessment of the medium-term balance 
of payments prospects and related policy recommendations. I do 
not believe that publication of this section would serve any 
constructive purpose, although I do not’deny the usefulness of 
an exchange of views in the Board as part of the’ surveillance 
exercise. The Jpossibility that projections by a responsible 
institution like the Fund could become, a self~fulfilling prophecy 
also argues for caution in publication. 

t 

With respect to the implication of the staff projections on 
exchange rates; I would merely add that the exchange rate as well 
as the external balances are,determined as a result of complex 
interactions. among output growth; interest rates, and other fac- 
tors, including ‘structural ones, and narrowly ‘focused attention on 
external balances and exchange. rates would not be justified. 

‘. 
Based on a.sectoral analysis of savings and investment, the 

staf’f has drawn a rather pessimistic conclusion on the prospects 
for private i.nvestment growth, ‘which has led the staff to ‘suggest 
a relaxation of the fiscal stance in some countries other than 
the United States. But no detailed analysis of the strengths 
and/or weaknesses of investment or the factors behind them are 
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given in the staff paper. .Is there not a possibility of medium- 
term growth of private investment in response to technological 
progress? Might not the high level of fiscal deficits be curbing 
private investment because of the expectation of a .more stringent 
fiscal stance in the future? These are the ‘questions that war- 
rant more detailed analysis. Particularly relevant. is the latter 
question,. since, if the answer to that question is affirmative, 
the possibility exists that the short-term relaxation .of the fis- 
cal stance may not lead to,.medium-term growth of private ‘invest- 
ment or total demand. This ‘point should: be pursued furt,her in 
the studies for the next world economic ‘outlook exercise. 

., 
With respect to the fiscal sta,nce of Japan, I have already 

touched upon the need for focusing on central government rather 
than general government expend1 ture. I also. explained in detail, 
on the occasion of the .1987 Article IV cons’ultation, the reasons 
why we did not agree to the staff calculations, which put the 
withdrawal of fiscal’stimulu’s ‘for 1987/88 ,at’ 314 of 1 percent of 
GNP. ,I be’lieve that the points I made on ‘that. occasion remain, 
val,id. : 

.’ 

I understand that that .part of the staff paper relating to 
policy recommendations for each country will .not. be published, 
and I would like to have .~onfirmation from ‘the staff on this 
point. 

: “. 

Mr. Dal made, the followi’ng statement:, 
. . 

: 
I am in general agreelnent with -a number of the main points 

in the ana1ysi.s of the w.orld.economic outlook and the ‘topics 
suggested for, discussi,on by th,e staff. The .is.sues put befo’re us 
are major causes of concern in today’s world economy, and they 
are closely interrelated. I shall concentrate my. intervention 
on a few points a’rising f.rom these. issues.‘; 

My general viewon the world economy.‘for the foreseeable 
future is that the growth of industrial~countries, will continue 
at a relatively slow pace.. The developing countries as a whole 
will~continue~ to ‘face a, difficult external environment without 
signs .of fundamental improvement in the, terms of trade, .in access 
markets in the industrial world, in rolling back, protectionism, 
and in net capital out flows. The ,debt problem in many. debt-,laden 
developing countries will r’&ain acute. The ;tensions among the 
major industrial countries ‘and bet&en the,creditor and debtor 
countries will emerge from time to time;, sometimes :intensified, 
as a result of the bleak situation.,of. world growth and trade, the 
lack of. effective policy coordination among the largest indust.rial 
countries; and the ,uneasy path of adjustment. in many d.eveloping 
countries. 
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,On -some specific.‘points, first, the ‘current .account imbal- 
.‘ances among the-largest industrial countries.will, in my view, 

. .remain sizable and a source of instability in the international 
‘monetary system. and the world economy’. There’ are two reasons 

. for this. view. The first is .that .the payments imbalances among 
* the largest industrial .count.ries, which. have been aggravated in 

recent years since’ the ‘recovery from the last recession, are not 
a’temporary cyclical phenomenon but are rather of ,a structural 
nature with deep-rooted ,indigenous and exogenous. causes. For 
this reason the sharp depreciation. of the U.S. dollar has not 
brought about. a reversal of ‘the continuing ‘trade deficit trend 
after two years of a weakening dollar. Recently, 1 t has again 

.been reported that the,U.S. trade deficit rose to a rebord 
$38.4,.billion .in the ‘fourth.quarter in i986 from $37.1 billion 

.in the third, quarter, raising the whole year’s deficit to .*. 
r $147.7 billion from. $123.4 billion ‘in 1985. The’ stubbornness of 

the ‘trade, imbalance .fully reflects ‘the ‘structural distortion in 
* the deep-rooted deficit and surplus countries. WI thout courageous 

’ ‘and ef.fective structural reform- in. their economies, it would be 
very difficult to solve the imbalance problem in a short’period. 
This requires not only an appropriate adjustment policy but, more 
important, farsighted determination ‘on the part of.:policymakers. 

:’ 1 . 
The second reason is ‘that so’ f,ar, the’xeconomic policies of 

these industrial countries are not sufficient to carry out the \ 
necessary adjustment in their economies. Since the imbalances 
are of a structural nature, the realignment of the major curren- 
cies did not and will not bring about .a smooth and rapid adjust- 
ment process. The structural nature of the imbalances limits the 

’ effectiveness of the exchange rate adjustment. ., Moreover, the 
inconsistency of national.interests has’made policy ‘coordination 
among the major industrial countries mores difficult. . The clouds 
of increasing protectionist .pressures have always drifted above 

. the negotiation table.’ For :different political~ reasons, however, 
it is easier for the policymakers to pursue a strategy of applying 
protectionist pressures rather than undergoing internal structural 
reform. 1 / 1. ‘. 

I’ ._ .; e 

I Economic developments and <growth in indebted countries are 
greatly hampered* by pressures stemming from terms of trade deterio- 

.’ ‘y. ration, balance of ‘.payments difficulty, curtailment of external 
f iiiancirig , and the heavy burden of debt service since strong 

:‘ . . ‘ad justments’by many countries ‘in recent years were carried out 
: mainly through a “belt-tfghteni.ng” approach: In other words, 

external and fiscal * imbalances have been reduced at the ‘<expense 
of investment a’nd growth. In turn, a sharp cutback of .imports by 
indebted, developing countries has been’ a major fac’tor adversely 
affecting the -:growth of world ‘trade and resulting in sluggish 
e’conomic .activity in both the industrial and ‘developi,ng countries. 
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It has been widely recognized that the solution to debt 
problems depends on the effectiveness of a growth-oriented. 
adjustment policy, which requires concerted action by all ,the 
parties concerned. The experience of the past few years has not 
been satisfactory, however, partly because of the reluctance of 
the commercial banks to provide new’ financing to indebted coun- 
tries, which has resulted in. the decline of the financial flows 
that are necessary to revive the economic growth of these coun- 
tries. One contributing factor could be that the weak economic 
performance of indebted countries in the past failed to provide 
assurances to commercial banks. However, the inability of the 
international financial markets to .meet these countries’ needs 
for financing undoubtedly also resulted from such factors as the 
sharp fluctuations of major currencies, a slowdoti. in world 
economic growth, and uncertainty in the international’financial 
system. Past experience also shows that commercial lending was 
not a stable source of financing. There fore, we cannot place 
too much hope in a change of attitude among commercial banks for 
an improvement in the debt sit,uation. Against’ this background, 
the governments of creditor countries and international financial 
institutions should bear the major responsibility for revitalizing 
the debt strategy. I will elaborate on this matter in more detail 
in our upcoming Board meeting. 

As regards international coope’ration, I agree with the three 
key areas pointed out in the paper. Policy coordination among 
major industrial countries is the core issue. In today’s world, 
the macroeconomic policy of the major industrial countries has a 
significant impact on economic developments in the developing 
countries and the stability of the world economy. In addition, 
external imbalances and budgetary constraints resulting from 
policy failures of major creditor countries’would prevent them 
from increasing their financial support to the international 
community; It is therefore of paramount importance that the 
major industrial countries coordinate their macroeconomic policies 
in a context of international stability in order to create a 
sound environment for sustained growth of the world economy and 
the management of the debt situation. Any negative measures, 
such as protectionist measures, will lead to nothing more than a 
vicious cycle of domestic and external difficulties. It is 
still the responsibility of the international community to call 
repeatedly for the political will on the part of the governments 
of major industrial countries to roll back protectionist pres- 
sures, strengthen policy cqordination, and speed up structural 
reform. 

In .this regard, one point I would like to emphasize is that 
action is much more important than words. I welcome the fact that 

a few donor countries have committed themselves to contributing 
funds to the international financial institutions which, I believe, 
will lead to more lively growth in the world economy and help to 



EBM/87/47 ‘- 3116187 - 42 - 

solve th’e world debt problem. ‘As I see it, one of the central 
factors .in further invigorating today’s world economy is to revi- 
talize the recycling of capital flows from the surplus countries 
to the developing countries, especially indebted countries. There 
are ‘bottlenecks in the recycling of the flow of funds which 
obstruct the smooth operation of the world economy,. In, ‘this cir- 
cums tance , any action by the international community to remove 
the bottlenecks or promote’ the recycling is ‘very’ much needed. 

I I .I 1 

With ‘regard to: policy coordination, we are more concerned 
with actual action than with ccmmuniqui5s. True, cooperation and 
coordination should .be based upon the principle of- equality and 
mutual. benefit. Each party concer’ned must not only fully realize 
the responsibility af the impact of ‘its polici’es ‘on the world 
economy, but must also take fully into account the interests ‘of 
other parties., Otherwise, there, is ,no way to achieve true 
coordination. The use of the indicators approach could serve as 
a complement to multilateral surveillance. But, if it could not 
bring about ‘any atition in practice, then the role of indicators 
would be nothing ‘more’ than “to indicate.“. 

It has always been our view that the. Fund’s role should and 
could be enhanced. It is hoped that the Fund will be more active 
and effective in multilateral surveillance. Its capital base 
should be increased if it’ is to play a larger and more significant 
role in financing, adjustment, a’nd tackling the debt problem in 
the developing world. The’ design of adjustment programs should 
be further improved on the basis of recent years’ .experience. 
The Fund’s programs should not be aimed only at’ balanCe of pay- 
ments problems in the short run, ‘which usually call for a demand- 
management ‘approach. More emphasis should be placed on structural 
problems , especially .those of -medium-term strategic significance, 
to ensure sustained development in these countries. Bowever, t hi s 
strategy ‘should be carried out in’ a pragmatic manner and”on the 
basis of full consultation and mutual’, understanding between member 
countries and the Fund. 

’ 

Mr. Santos made.,the following statement:’ 
: 

Although industrial countries, have entered their fifth year 
of uninterrupted etionomic growth following “the 1980-82 recession, 
I note with great concern that in these ,countries the year 1986 
was character’ized by a continued high level of unemployment, by 
skewed external imbalances, and by a lower level of economic 
growth than expected . . This performance is all the more disturbing 
because the price ,of oil fell sharpiy and prices of non-fuel 
pr’imary commodities weakened further. However, benefiting 
largely from the lower prices of primary commodities, the rate 
of inflation continued to decline. The economic situation of ( 
developing coutitries’was marked by a deterioration in the terms 
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of trade that led to a widening of: their external current account 
deficits, &en though their export,volume grew faster than envis- 
aged. Nevertheless, ‘with the adjustment efforts that most of 
them implemented, their economies continued to expand while the 
‘rate of inflation droptied significantly. 

I will continue my remarks by,commenting on the economic 
and financial developments in.the major industrial countries and 
then examine their impact on the growth prospects of developing 
economies in general, and of sub-Saharan African countries in 

‘particular. ; .. 

The large domestic and ‘external izibalances..of, industrial 
countries are a source of increasing concern ,for a number of. 
reasons. First, they have led to, an increase in protectionist 
pressures. Second, a large misalignment ,of exchange rates has. 
developed with’ some implications for competitiveness. The long 
lag between changes in exchange rates and the ,desired changes’ in 
external current, accounts has had some destabilizing effects on 
the foreign exchange markets, given that. exchange rates have a 
strong tendency to qvershoot, It is,’ therefore, unfortunate that 
major industrial countries have continued to.rely essentially 
on exchange’ rates to resolve the problem ‘of external .imbalances. 
Besides the fact that ,the rapid dqpreciation ,of the U,:S. dollar 
‘has been harmful to many developing countries, .in’ particular ‘to 
those in my constituency, I also doubt whether a continued. depre- 
ciation of the U.S.,,,dollar would make a significant contribution 
to the reduction of the .current account deficit of the United 
States; Furthermore,’ if, as stated ‘by the staff,” the exchange 
rate realignment has contributed to the weakness in investment 
spending, then continued exchange rate volatility will undermine 
the growth prospects of many ‘countries. ‘, : ,. 

In light of. this assessment,, the persistence of: large imbal- 
antes represents a ,threat ‘not only to the internatibnal monetary 
system but also to’ world ,economic growth. It is therefore urgent 
for major industrial countries to address this fundamental prob- 
lem. ,Encouraging steps have already been taken t’o .coordinate 
the economic policies of the major industrial ,countries, and I 
will urge, the authorities. to intensify. their efforts. In this 
respect,,. I associate myself with the ‘call that ,has been made for 
appropriate policy changes, espetially in the United States, 
Germany, and Japan. The extensive reliance of the United States 
on the exchange rate to,.correct the, large’external imbalance has 
proved somewhat inef feet ive, and other approaches need to be’ 
considered. Since t’he major cause of the ext’ernal deficit seems 
to be the excessive deficit’ of the Federal Government, steps to 
address this seemingly intractable problem should, be taken. 
Until this problem is addressed, the current account deficit will 
persist. Efforts already started in that direction should be 
strengthened. While reductions in expenditures seem appropriate, 
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,. the U.S. authorities should consider measures’ for raising reve- 
nue, as suggested by some Directors. In Germany and Japan,. 
emphasis needs to be. placed. on fiscal stimulus. to increase’ domes- 
tic. demand. It is apparent from the staff,analysis that the 
persistence of the internal and ,external imbalances.,. if not, 
corrected, will become unsustainable and will lead to an intensi- 
fication of protectionist I pressures,, thus .adversely affecting the 

‘,. growth prospects.. of, the world-.economy and. ldeveloping countries 
in particular. .. q _: ‘.I .’ 

. . , 
This leads me to developments and prospects faci’ng developing 

countries, which were confronted with an unfavorable economic 
environment o,wing to the- sharp deterioration of their terms of 
trade. The relief from external pressures that was- expected 
because of the. sharp ,d,rop in .oil’ prices’ did .not materialize. The 
prices of their primary~commodities., the main source of foreign 

.exchange, remained very weak; as a- result, export earnings fell 
and government :revenue,was adversely. affected.,: These developments 
also had an unfavorable impact on their ability to service their 
external debt. ‘, 

I ; ,1 ‘I . I. 
Of grave concern to my.authorities is the. staffks ,assessment 

i of the continuation’ of .a slow pace of domestic demand in major 
- developed ,countries, which does not.give us much hope for. future 
economic growth.. For suksaharan .African countries in particular, 

.the de,terioration of. the terms of trade is expected to continue 
in 198.7 and. 1988. ..Furthermore, their export markets are;not 
expected to expand significantly. The adverse economic impact 
of these factors will contribute further to a worsening of the 
debt situation. In. light of. this consideration, I find the 
staff projection of.growth for the developing countries rather 
optimistic, especially since I expect investment in relation to 
GDP to fall in 1987 and 1988 because of the reduced inflow of 

., foreign capital and the low level of domestic savings. 

The staff’s call on, developing countries. to rely more on 
themselves in order to improve their growth prospects has some 
merit. ., In particular, I.share the .-view ,that a higher proportion 
of domestic production should-be allocated to investment and 
that the efficiency of investment also needs to.be increased. 
However, we should.guard against generalizing t.his concept of. 
self-reliance. In fact;.the .economy of many, of these countries 
is influenced largely by external factors. such as the terms.of 
trade and the availability of external financing... . . 

- ._ 
As the staff mentioned , ,the past year has seen a significant 

reduction in the exposure of commercial financial ~institutions in 
developing countries.... This has made it all the more ‘difficult 
for Lthose countries to .increase the level of inves.tment’.and lay 

. . / .’ 
. . . . :. 
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the basis for future economic growth. A more active participa- 
tion by both official and private creditors through an increase 
in concessional loans will help to revive the growth process of 
developing countries. 

In sum, the medium-term prospects of the world economy are 
not encouraging. Like other Directors, this chair is concerned 
about the situation. I hope that industrial countries whose 
economic policies have such important implications for the rest 
of the world will take the necessary measures to ensure a stable 
international environment conducive to noninflationary growth. 

Mr. Dallara made the following statement: 

Reviews of the ,world economy are welcome--particularly this 
one--as they are taking on increasing importance as part of the 
exercise of our responsibilities for Fund surveillance. 

I will concentrate my remarks on the interactions of indus- 
trial country performance and policies, touching only briefly on 
developments in developing countries in light of 'the Board's 
upcoming concentrated discussion on prospects and policies in 
those countries. 

Looking back on the performance of the world economy during 
the past year, we share the,sense of disappointment that has been 
expressed today that the developments in oil prices, interest 
rates, and exchange rates have not had the positive effects on 
growth in the industrial countries, or on reductions in imbalances 
among those countries, on a scale or with the promptness that had 
been anticipated earlier. Clearly, policy reactions in key coun- 
tries have not always been as helpful as possible, such as with 
respect to the pass-through of oil price changes. Yet the impor- 
tant point is not to reflect on what could have been done differ- 
ently or better but to recognize that the policy and performance 
slippages of 1986 place's greater burden on corrective policy 
measures in 1987 and 1988, if an acceptable medium-term outlook 
for the world economy is to be achieved. 

I enjoyed very much the agricultural analogies which were done 
this morning and, in reflecting on this past year, I hope you might 
indulge me if I make a sailing analogy. We could have allowed the 
current of interest rates and oil price declines, coupled with the 
breeze of exchange movements, to move us downstream this past year. 
But I am afraid we did not do much to allow that to happen. As a 
result, we will have to rely on our own skill in sailing and our 
own inboard or outboard engines to avoid going aground. 
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There have been numerous ‘positive developments’., and there 
are positive aspects of the outlook. I‘will not concentrate on 
those today--Mr; Nimatallah, as well as other’s, has done a good 
job in focusing on these more positive features--but I would make 
three brief points. First, U.S. external trade developments are 
perhaps a’bit’more positive than suggested by,‘the staff analysis. 
To give one, example, there was a rise in nonagricultural export‘ 
volume on the order of 13.5 percent wh’en measured from the fourth 
quarter of 1985, to the fourth quarter of 1986; Second’, some of 
the impediments to external adjustment which appeared last year 
can be expected to recede in 1987, such as the. scope for further 
reduction in profit margins in surplus countries. Third, concerns 
about the U.S. fiscal position in FY’1988, the fiscal year now 
under discussion in our Congress; should not obscure the fact 
that we are in the middle of a fiscal year that will produce a 
major reduction in the U.S. fiscal deficit; I think the Fund 
staff ‘estimates this to’be something on the order of more than 
1 percent of ‘GDP, from 5.3 percent to about 4 perc’ent. This’is 
a significant reduction. .. 

These and other..developments notwithstanding’, important 
questions remain .about the medium-term outlook. 

Before turning to the policies of the industrial countries, 
let me say a few. brief words on, developing countries’ policies. 
First, we were somewhat disappointed that so little attention 
was given to the effect of developing country policies and per- 
formance on the rest of the world, both on industrial countries 
and on other developing countries. We and other Directors have 
sugges.ted on’s‘ number of o’ccasions that it may .be heipful to 
give more attention to this question., and we cannot help but 
feel that ‘that continues to be justified. 

One’ group of developing economies, perhaps, merits particu- 
lar attention at this time, the’ so-called, newly’ industrialising 
economies ‘of Asia. A number of these economies have taken 
advantage of the U.S. dollar depreciation against other indus- 
trial country currencies to enhance their own competitiveness. 
While the U.S. dollar depreciated in nominal terms by some 
41 percent against the yen and ,46 percent against the deutsche 
mark since February 1985, -the dollar hasdepreciated by no more 
than 12 percent against any’ of the ‘currencies ‘of these economies 
during that period. This has contributed to the large external 
imbala’nces’which have grown in the past few years. For example, 
two key economies in the region--Korea and.Taiwan--had trade 

‘surpluses ‘as .a percent of GDP which were higher than those of ’ 
Japan and Germany, even though this tis’Korea’s first year in 
current account surplus. Both the size and rapid grotih of these 
surpluses call for urgent action. We strongly believe that the 
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newly industrializing economies should assume greater responsi- 
bility for preserving an open world trading .system by reducing 
trade barriers and pursuing policies that allow their currencies 
to reflect more fully underlying economic’ fundamentals. 

‘. 
With regard to other ‘issues concerning the developing ,toun- 

tries, I would only make one further point. We .were a bi’t ” 
concerned to see the repeated use ‘of the term “debt overhang” in 
the staff paper. We ‘recognize that adequate levqls and forms of 
external financing for both middle-income and, low-income debtors 
are critical to sustaining investment and growth ‘in these coun- 
tries, but we found the concept ‘of a de,bt overhang to be’ somewhat 
unhelpf,ul and potentially misleading. It .could, .in fact, divert 

-attention not only from the, need, for sound policies but also .from 
the .need to mobilize and ‘catalyze new financing. In addi tiori, 
prices determined in the secondary markets for debt reflect 
numerous ‘operating imperfections and a iack of market depth, and 
we are not at all convinced that this secondary market currently 
is a reliable indicator of the underlying value of the debt.. 
Accordingly, we found, the emphasis on .page 92 of SM/87/54 on “the 
lack of an appropriate international,‘mechanism for writing down’ 
the’ book value of debt to a level, more’ reflective of. its .market : : 
value” to be inappropriate. 

On’the medium-term outlook for the industrial countries, we 
found the use of in’dicators to be an important step foward in our 
surveillance activities. In addition, we found the analysis of 
potential savings and ,inves tment balances help,f ul. However, we 
would express caution about undue reliance on this particular 
framework, and about confusing statistical identities with cause- 
and-effect relationships. I must say that, in this particular 
case, we felt that the staff did a good job of steering clear of 
both of those potential pitfalls. 

Nevertheless, we were disappointed that only one scenario 
was presented .in, any quantitative fashion. There was clearly a 
sense in the mid-January discussion on indicators that we would 
move in the direction of, the use of alternative scenarios. We 
recognize that there may be good logistical and .timing Ireasons 
why this ‘was not easy to ,do on this occasion.’ We, also recognize 
that the ,use of alternative scenarios could’expose’ the staff to 
criticism for getting into forecasts that are not appropriate, 
or for using rigid models that, may not reflect the variety of 
factors and variables that operate in reality. These difficulties 
notwithstandi,ng; we would reiterate the desirability’ of their 
use .in’ the context of the Fund’s multilateral surveillance. I 
would add that we hope. that the Fund could ,advance the use’ of 
indicators also by working. toward ,establishing a framework .for 
developing performance norms, or benchmarks., When viewed ,against 
medium-term objectives, thes,e norms,could be a basis for- judging 

‘. . . ‘, ‘., i : 
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the appropriateness or inappropriateness of short-term external 
policies: These objectives could perhaps be hypdthesized, if 
they are not availabie in a form agreed to by countr’y authorities. 

. 

It should be recalled that one particular emphasis of the 
Tokyo’ summit agreement. in May’1986 was the need for authorities 
to consider taking, remedial action, when ,appropriate. Yet we 
are still a long way’ fran developing the analytical process which 
would bring to the”attention of the authorities at any early 
stage the need to consider”such actions. I am not suggesting 
that ‘the Fun’d develop with detailed precision fine-tuned recom- 
mendations for those actions. But certainly there is a job for 
the Fund in develop:ing an analytical framework that ‘could help 
authorities to better understand the medium-term implications of 
their policy options.and t’o recognise circumstances that may tail 
for remedi’al action. 

With regard to’ the, outlook for external imbalances among the 
industri&l countries, there. is little need to debate the view 
that the estimated current account positions of the United States, 
Japan, and’ Ge’rmany in 1991, based on, the.staff’s medium-term 
analysis,’ are unlikely .to be sustainable. When considering these 
outcomes in nominal, and not just in percentage-of-GDP terms, one 
gains an even clearer view that these outcomes are not sustain- 
able, either politically or economically. A 2.9 percent of GDP 
current account.deficit for the United States would, in 1991, 
involve a deficit of approxititely $165 biilion. That alone 
suggests the unsustainability of that particular scenario. 

Of Course, since the scenario was developed; it is fair to 
say’ that there shave been’some economic developments, modest, 
extihange rate’ changes; and, perhaps’ more important, a’ meeting in 
Paris involving important cooperative’ &mmitments. At that 
meeting, the authorities of major industrial countries underscored 
the high’ priority that they attach, to reducing these imbalances 
and committed themselves to measures toward.‘th’at end. Whether 
the measures’ taken and .currently, envisaged are ‘fully sufficient 
is a’question ‘that,‘remains ‘unanswered. 

I 

For’the United States, the ‘current staff forecast, when 
compared .with’ the.world economic .outlook’ forecas’t last fall, 
involves a deterioration in the projected’deficit ‘from 2.1 per- 
cent to 2.9 percent’ of GDP in 199’1. This r’ests partly on a 
pessimist,ic assumption regarding’ adjustment in the private 
savings’ratio3’ Net private savings, ‘while still negative, would 
be a somewhat ‘smaller negative. However, such a private savings 
posit’ion .would ,nevert’heless be historically ‘rare and undesirable. 
Morebve r; my authorities clearly believe the scenario to be too 
pessimistic‘with regard to’U.S. fiscal adjustment over that 
period .: Nevertheless., it is clear that full achievement of the 
Gramm-Rudman-Hollings deficit targets may be difficult. Indeed, 
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the fiscal year currently under consideration in our Congress, 
FY 1988, will be a key year for testing the efficiency of U.S. 
corrective fiscal action. Furthermore, although the historical 
evidence suggests that we should be able to increase our level of 
private savings’ above 17’ percent, an increase from 16.4 percent 
to the 17.8 percent average of 1975-84 may well not be an easy 
accomplishment. Thus, even ti,th appropriate action on the fiscal 
front, it is not entirely clear ‘from this scenario that appro- 
priate external adjustment can be accomplished without some 
further exchange rate change, in addition to the assumption of 
active policy steps by other countries. 

Japan’s current account surplus of 2.9 percent projected for 
1991 is also, in the view of my authorities, an unsustainable 
prospect. There are, perhaps, some factors already in train 
which operate to mitigate the size of that surplus, such as 
demographic developments. But my authorities are of the view 
that it will take substantial additional policy action by the 
Japanese authorities to support a significantly larger reduction 
in Japan’s external surplus. Thus, we welcome the commitment of 
the authorities in the.recent Paris communiqu6 to prepare a 
comprehensive economic program to support and stimulate domestic 
demand in the Japanese economy. As I indicated last week during 
our discussion of the Japanese economy, we hope that this would 
involve a supplemental budget. 

With regard to the Japanese fiscal position, I was somewhat 
puzzled by, and would be interested in a clarification of, the 
point made earlier by my Japanese colleague that his authorities 
took exception to a statement in EBS/87/39 that there had been a 
reduction in the fiscal deficit. Perhaps I misunderstood the 
point, but I thought that the data clearly indicated that, mea- 
sured on either a general government or a central ‘government 
basis, the deficit has been reduced--from about 5.4 percent to 
3.7 percent of GDP for the Central Government, and more substan- 
tially for the General Government. However , if that particular 
statement bothered my Japanese colleague, my view of the state- 
ment on page 35 may, unfortunately, bother him somewhat more. 
The staff indicates that the “scope for easing fiscal policy is 
limited if, as the staff believes appropriate, the goal of 
medium-term budgetary strengthening is to be adhered to.” This 
is a statement which I believe reflects staff views regarding 
both Germany and Japan, perhaps in a general way. 

I must say that I wonder whether the time has come to ask 
ourselves just what wemean by medium-term budgetary strength- 
ening for Germany, and Japan today. If the implication is that 
there needs to be a continued effort and continued progress by 
both authorities in reducing the oveall size of government in 
the economy and the level of expenditure, then I have no problem. 
But if the notion of fiscal consolidation involves further 
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reductions in the net fiscal position, then it is not entirely 
clear to me that any further net reduction in fiscal deficits, 
in either case, over the medium term is appropriate. Indeed, I 
would think that the medium-term analysis prepared by the staff 
argues rather forcefully for some modest increases in the size 
of,the fiscal deficits of Germany and Japan in the short term, 
not through additional expenditure, but through a combination of 
further cuts in expenditure and aggressive tax reform. 

With regard to the other aspects of Japanese'policy that 
may be relevant for successful aticomplighment of medium-term 
objectives, we would cite the need for housing, and other 
Mayekawa-type structural policies, to receive considerably more 
attention than currently. We find the savings and investment 
framework used by the staff at times a bit bothersome, but.with 
regard to both the United States and Japan, it can sometimes 
bring home some basic truths. One of those truths,may be that 
the savings-investment imbalance that exists in Japan may not be 
easily correctable without some fundamental changes with regard 

'to a whole range of policies, including zoning, taxes, and 
housing. A function of the kind of analysis we have today is 
that it can bring such matters more to the forefront. 

In the case of Germany, we recognize that a current account 
surplus of about 1.3 percent of GDP in 1991 may appear to approxi- 
mate sustainability much more than the projected surplus of Japan 
and the projected deficit of the United States do. But there 
are reasons to be concerned. Our information suggests that since 
the world economic outlook forecasts were made--and Mr. Grosche's 
comments earlier today tended to confirm this--there have been 
some more troublesome signs in the German economy than had been 
forecast this past fall. While we recognise the tremendous effort 
that goes into the staff papers on the world economic outlook, and 
the difficulties of timeliness,, it might have been helpful if we 
had been provided with an update of recent economic developments 
in Germany for today's discussion. For example, for the six 
months through January 1987, industrial production fell 4 percent, 
while building permits and industrial orders are down. The 
German economy was flat in the fourth quarter, and there appears 
to be a fair question as to whether it may again be nearly flat, 
if not flat, in the first quarter of 1987. 

Two consecutive quarters of stagnation would have to be a 
matter of the utmost concern not only to the German authorities 
but to all of us. And it is in that light that we not only wel- 
come the commitments made by the authorities in Paris but see 
the need for an aggressive implementation and follow-through on 
those commitments.' We certainly welcome the tax reduction that 
now has been enlarged and is to be implemented in early January 
1988. But if recent developments are validated with further 
data in the first and second quarters of 1987, a question must 
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arise once again about whether there is a case for accelerating 
that tax reduction. The German authorities have rejected that 
measure on a number of other occasions, but it may nevertheless 
be fair to raise the question once again. 

In addition, and consistent with my earlier view concerning 
the appropriate medium-term stance, one wonders whether there 
might be a case'for a larger total net reduction in taxes through 
the medium-term tax reform package that has just been announced. 
Let me make clear that we welcome the authorities' tax reform 
plans, but one does have to wonder about its size and, perhaps, 
its timing. Most of the tax reform is envisaged to enter'into 
effect in the 1990 time frame. In light of the lags involved, 
and in light of the potential difficulties of achieving a sustain- 
able payments position in the early 199Os, again a question can 
be raised about whether or not an earlier implementation, or an 
earlier phasing, of that basic package might be helpful. 

We believe that the major industrial countries, and indeed 
the entire world economy, now face a challenge. This challenge 
was clearly recognised in the Louvre agreement and was, in effect, 
put to themselves by the authorities participating in that 
agreement: it concerns the best way to accomplish an orderly 
reduction in external imbalances while sustaining world economic 
growth. These officials indicated in their communiqug that the 
reduction in these imbalances would be a matter of high priority. 
They even suggested that the policy emphasis in accomplishing 
that reduction should not be on further exchange rate changes. 
Yet it is difficult to escape the implications of the staff's 
analysis here today. Based on current exchange rates, and 
current policies, the imbalances may not be reduced in an orderly 
fashion. 

Let us hope, therefore, that the authorities understand the 
seriousness of the challenge that they face and, in the case not 
only of my own authorities but of other key countries, that 
actions are taken in 1987 that are necessary to make 1989, 1990, 
and 1991 prosperous years for the world economy. As Mr. Dai very 
bluntly but eloquently stated, most countries are not so much 
interested in communiqu&s as in policy actions. It is our 
obligation to follow through. 

I would hope that the Fund could, through the Managing 
Director, bring home clearly to the Ministers and Governors par- 
ticipating in the Interim Committee meeting the need for clear 
and decisive action if an orderly evolution of events is to 
follow. I would also add that the Governors and Ministers par- 
ticipating in the Louvre Accord acknowledge another challenge, 
one that Mr. de Groote cited earlier. This is the challenge to 
move the process of cooperation and coordination away from ad hoc 
meetings and ad hoc efforts toward a more systematic improvement. 



EBM/87/47 - 3116187 - 52 - 

I would, perhaps, not fully associate myself with some of 
Mr. de Groote's assessment of the earlier G-5 and, as he refers 
to it, G-2 efforts; I would also put somewhat more hope than he 
does in indicators to strengthen the system. Nevertheless, I 
would fully associate myself with the thrust of his analysis 
that it is important, in the current effort to improve coordina- 
tion, not only that immediate difficulties-Tsuch as payments 
imbalances and growth difficulties be addressed but that the 
needed.systemic discipline be achieved to ensure more effective 
coordination over the medium term. Again, the Interim Committee 
discussion might provide an opportunity for the Fund to .further 
that objective as well. 

Mr. Yamazaki, in response to Mr. Dallara's comments, remarked that 
the change in Japan's fiscal balance from minus 6.2 percent to minus 
4.3 percent of GDP was not necessarily large. Furthermore, he was not 
aware that the Japanese Government had indicated any changes in medium- 
term policies to which Mr. Dallara had alluded. 

Mr. Grosche noted that Mr. Dallara was correct in stating that 
Germany's "Law on Growth and Stability" facilitated the parliamentary pro- 
cedures for changes of up to 10 percent--in either direction--of income 
tax obligations depending on-the economic situation. Therefore, a broadly 
based legal framework existed, should it become necessary to help to. 
sustain domestic demand; that would faci1itate.a speedy implementation of 
tax cuts. 

The Executive Directors agreed to resume their discussion the follow- 
ing day. 

APPROVED: October 16, 1987 

LEO VAN HOUTVEN 
Secretary 


