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From: Huw Evans 
Date: 5 September 1989 

CHANCELLOR CC 

 

Sir Peter Middleton 
Mr R I G Allen 
Mrs M Brown 

HIGH LEVEL GROUP 

First reports of today's meeting from Nigel Wicks: chaotic, only 

UK and Netherlands against setting up/continuing of group, but - 

and this is good - it was agreed that the work of the group should 

be remitted to Antibes. 

The task of the group, the Presidency argued, was to 

prepare a list of questions relevant to the proposed IGC, not to 

answer questions of substance. 

We shall get a fuller report tomorrow. 

H P EVANS 
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THE SECRETARIES AUGUST 23, 1989 

TE FROM THE SECRETARIES 

MR. OTTO STICH, CHAIRMAN OF THE 8-10 MINISTERS AND GOVERNORS, 
HAS INFORMED THE SECRETARIAT THAT HE WISHES TO CONVENE A MEETING OF 
THE 6-10 MINISTERS AND GOVERNORS ON SEPTEMBER 24, 1989, AT 8:00 AM 
IN THE EXECUTIVE BOARD ROOM OF THE IMF IN WASHINGTON D.C. THE 
MEETING IS EXPECTED TO LAST ONE AND HALF HOURS. AN  AGENDA WILL BE 
CIRCULATED IN DUE COURSE. - 

WE WOULD APPRECIATE YOUR COMMUNICATING TO US THE NAMES OF THE 
MEMBERS OF YOUR DELEGATION (INTERFUND PARIS, TELEX NO. 610712). 

WITH HIND REGARDS, 

THE SECRETARIES 
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FROM: D I SPARXES 
DATE: 18 SEPTEMBER 1989 

MR EDMONDS (IF2) 

aCi9 

cc Sir T Burns 
Mr Sedgwick 
Mr Hibberd 
Mr Melliss 

  

  

INTERNATIONAL COMPARISONS OF GROSS FIXED CAPITAL FORMATION 

The Chancellor has seen the attached article by Gerald Lyons that 

appeared in this morning's Times. The table purports to show that 

over the period 1960 to 1987 Britain had the lowest level of 

capital formation as a proportion of GDP of all the G7 countries. 

The Chancellor would like to know how the table would look (a) if 

housing is excluded, and (b) if it were confined to business 

investment only. I would be grateful for advice. 

DUNCAN SPARKES 

UNCLASSIFIED 
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A high risk policy for sterlin' 
T he 	United Kingdom affecting UK output and not to be 

so well diversified level of past investment in the short-term capital funds. With economy is set to investment intentions, 	
internationally and are thus UK. As shown in the table, the a current account 

deficit of experience a hard land- 	
In the second quarter, for more exposed to a domestic latest comparable figures from f14.6 billion last year, there 

ing over the next year. Eco- instance, manufacturing out- slowdown. Also, they are the OECD show that over the was no 
evidence of net inflows nomic growth will slow sub- put growth was flat, while more likely to borrow funds at period 1960-87, Britain had oflong-term capital. Last year. 

stantially. The trend for un- industrial production fell I per the high level of domestic the lowest level of capital for instance, longer-term c 
derlying inflation will be up- cent. Over this quarter, it was interest rates. Larger firms formation as a proportion of itsl flows were leaving Bri wards and the current account noticeable that there .was a 2 tend to be more cash-rich and GDP amonvst the 07 
will remain in sizeable deficit, per cent fall in the output of borrow at lower rates in the counties. 
This economic scenario is chemicals, textiles and cloth- international capital markets. 
unlikely to allow sterling to ing. 	 As Britain does not produce 

If investment is curtailed goods of the right-mix of remain stable and a sharp fall 	
The •latter industries are and smaller firms cut back on product type to solve the in the currency is likely,  clearly being hit by a loss of expansion plans, then this current account deficit, in 

Financialmarkets have ten- cost competitiveness, asso- could emerge as a longer-term creased investment is required 
ded to focus on the positive ciated with sterling's strength. problem for the economy. The in order to produce better 
aspects of the policy stance. In A slowdown in manufacturing balance of growth in future quality goods. While import• 
particular, high interest rates is not good for the economy. years will not be as desirable ing inverdment goods is pref- have slowed consumer spend- As domestic demand slows, 	

 erable to importing consumer ing and have led to a stagna- what is needed is for output- 
tion in the housing market, growth to be maintained, GROSS FIXED CAPITAL goods, it begs the question 

why we can't produce them Now, mainly on account of through production being FORMATION (% of GDP) ourselves. 
the mortgage rate effeet, retail switched to meet overseas 	 60-87 '&1-67 price inflation has started to demand. 	 USA 	 18.2 	17.9 	At present, exchange rate 
fall. 

However, there are poten- that investment intentions 
Another major problem is Germany 

, JIDIM 

	

22.6 	20.5 

	

31.4 	29.0  movements are being i ncreas- 
Frenc. 	22.e 	20.5 ingly determined by capital 

	

UK list 	18.9 	flows, seeking out hIgh-yield- tial problems in the outlook have been reduced. For in- 
ing currencies. However, curs for consumer spending and stance, according to the latest citasinisda 	 22.3 	21.3 rencies do eventualy move in 

	

23.a 	21 9  
inflation. First, overall con- CBI survey In July, the bal. Source:OECD 	

response to underlying fun- turner spending has not ance of firms expecting to 	
damentals. On this basis, the slowed as quickly as wished, authorize more capital spend. as one would wish. Further- fundamentals for sterling are 

and the growth of earnings ing on plant and machinery more, it makes it more difli- not favourable. Eventually, 
and the impact of National over the next year fell 1o3 per cult to envisage a significant sentiment towards sterling is 
Insurance reductions could cent from 

•18 per cent In April. Improvement in the current likely to change. 
mean that spending rebounds In the survey before the account outlook. 

It is difficult to envisage the in the run-up to Christmas. tightening in monetary policy 	
The current deficit was Chancellor wanting to allow Second, underlying inflation took place last year, the corres- exacerbated by the strength of sterling to fall. A depreciation 

has continued to pick up and ponding figure was 32 per domestic demand last year, would add to inflationary 
with earnings growth rising cent.  

but the poor underlying trend pressures and may be damag-
fears of a wage-price spiral • As in the early 1980s, It is was clearly in evidence long ing at this stage of the electoral remain, 	

more likely to be smaller before 1988. The underlying cycle. Instead, it is more likely 
Negative effects of policy companies that are adversely picture of a worsening deficit that interest rates would be 

are already being seen in other affected by a tight monetary appears to be explained by kept high to support the 
areas of the economy. High policy stance. Unlike the structural problems in the currency. However, sterling 
interest rates are adversely larger companies, they tend economy, in particular the low has 

been supported solely by -- 	 - 	- 

Identified flows of dir 
and portfolio investment 
overseas exceeded inflows in-
to Britain by £13 billion, and 
after taking into account valu-
ation changes the net effect 
was an outflow of E20.5 bil-
lion. Thus short, funds attrac-
ted to the UK had to offset the 
current account deficit and the 
outlfow of longer-terrn capital. 

Even allowing for the balan-
cing item this meant there was 
a substantial flow of short-
term funds that was financirl 
the current account deficit. 

s European interect 
rates rise over the next 
few months these spe-

culative funds are likely to lie 
increasingly attracted over- I 
seas. Financial markets are 
likely to demand ever-higher 
British interest rates to sup- , 
port sterling. The problem 
though is that high domestic 
interest rates are not improv-
ing the underlying fun-
damentals in the economy. 
Eventually, sterling will come 
under downward pressure, 
with a negative impact for the 
economy and the gilt market. 

Gerard Lyons 
DKB International 
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FROM: N L WICKS 
DATE: 19 SEPTEMBER 1989 
Ext : 4369 

cc 	Sir P Middleton* 
Sir T Burns* 
Mr Evans* 
Mr Scholar* 
Mr A C S Allan* 
Mr Mountfieldt 
Mr Peretz 
Mr Walsh" 
Mr Melliss§ 

Of 	
Mr Pickeringt1 

Mr Crockett - B/E* 

Whole document 
t Debt 

Markets 
§ Surveillance 

Money Laundering 
1 IMF Quotas 

MEETING OF G7 DEPUTIES IN PARIS ON THURSDAY 14 AND FRIDAY 

15 SEPTEMBER 1989 

Attached are notes on the subjects covered at this meeting of G7D. 

Could recipients please keep knowledge of discussions on a strict 

need-to-know basis. 

N L WICKS 

PERSONAL 
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18.2 	17.9 
31.4 29.0 
22.8 20.5 
22.8 20.5 

	

18.1 	18.9 
23.6 21.6 
22.3 21.3 
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USA 
Japan 
Germany 
France 
UK 
Italy 
Canada 
Source: OECD 
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T he United Kingdom 
economy is set to 
experience a hard land-

ing over the next year. Eco-
nomic growth will slow sub-
stantially. The trend for un-
derlying inflation will be up-
wards and the current account 
will remain in sizeable deficit. 
This economic scenario is 
unlikely to allow sterling to 
remain stable and a sharp fall 
in the currency is likely. 

Financial markets have ten-
ded to focus on the positive 
aspects of the policy stance. In 
particular, high interest rates 
have slowed consumer spend-
ing and have led to a stagna-
tion in the housing market. 
Now, mainly on account of 
the mortgage rate effect, retail 
price inflation has started to 
fall. 

However, there are poten-
tial problems in the outlook 
for consumer spending and 
inflation. First, overall con-
sumer spending has not 
slowed as quickly as wished, 
and the growth of earnings 
and the impact of National 
Insurance reductions could 
mean that spending rebounds 
in the run-up to Christmas. tightening in monetary policy 
Second, underlying inflation took place last year, the corres-
has continued to pick up and ponding figure was 32 per 
with earnings growth rising, cent. 
fears of a wage-price spiral 	As in the early 1980s, it is remain, 	

more likely to be smaller 
Negative effects of policy companies that are adversely 

are already being seen in other affected by a tight monetary 
areas of the economy. High policy stance. Unlike the 
interest rates are adversely larger companies, they tend 
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affecting UK output and 
investment intentions. 

In the second quarter, for 
instance, manufacturing out-
put growth was flat, while 
industrial production fell 1 per 
cent. Over this quarter, it was 
noticeable that there was a 2 
per cent fall in the output of 
chemicals, textiles and cloth-
ing. 

The latter industries are 
clearly being hit by a loss of 
cost competitiveness, asso-
ciated with sterling's strength. 
A slowdown in manufacturing 
is not good for the economy. 
As domestic demand slows, 
what is needed is for output-
growth to be maintained, 
through production being 
switched to meet overseas 
demand. 

Another major problem is 
that investment intentions 
have been reduced. For in-
stance, according to the latest 
CBI survey in July, the bal-
ance of firms expecting to 
authorize more capital spend-
ing on plant and machinery 
over the next year fell to 3 per 
cent from 18 per cent in April. 
In the survey before the 

as one would wish. Further-
more, it makes it more diffi-
cult to envisage a significant 
improvement in the current 
account outlook. 

The current deficit was 
exacerbated by the strength of s 
domestic demand last year, 
but the poor underlying trend p 
was clearly in evidence Nil i 
before 1988. The underlying c 
picture of a worsening deficit t 
appears to be explained by k 
structural problems in the c 
economy, in particular the low h 

- - 

balance of growth in future 
years will not be as desirable 

intonational capital markets. 	As Britain does not produce and portfolio investment S 
If investment is curtailed goods of the right-mix of overseas exceeded inflows in- ra. 

and smaller firms cut back on product type to solve the to Britain by 1 3 billion, and 
expansion plans, then this current account deficit, in- after taking into account valu- tc70,  1 
could emerge as a longer-term creased investment is required ation changes the net effect Co 
problem for the economy. The in order to produce better was an outflow of f20.5 bil- co ; 

lion. Thus short-funds attrac- 	, 

not to be so well diversified 
internationally and are thus 
more exposed to a domestic 
slowdown. Also, they are 
more likely to borrow funds at 
the high level of domestic 
interest rates. Larger firms 
tend to be more cash-rich and 
borrow at lower rates in the 

quality goods. While import-
ing investment goods is pref-
erable to importing consumer 
goods, it begs the question 
why we can't produce them 
ourselves. 

At present, exchange rate 
movements are being increas-
ingly determined by capital 
flows, seeking out high-yield-
ing currencies. However, cur* 
rencies do eventualy move in 
response to underlying fun-
damentals. On this basis, the 
fundamentals for sterling are 
not favourable. Eventually, 
sentiment towards sterling is 
likely to change. 

It is difficult to envisage the 
Chancellor wanting to allow 
terling to fall. A depreciation 

would add to inflationary 
ressures and may be damag-

ng at this stage of the electoral 
ycle. Instead, it is more likely 
hat interest rates would be 
ept high to support the 
urrency. However, sterling 
as been supported solely by 

level of past investment in th 
UK. As shown in the table, th 
latest comparable figures from 
the OECD show that over the 
period 1960-87, Britain had 
the lowest level of capital 
formation as a proportion of 
GDP amongst the 07 
counties 

ted to the UK had to offset the 	(•°._, ' 
current account deficit and the , 
outlfow of longer-term capital. 	a) 

• Even allowing for the balan- 
cing item this Meant there was 	co 
a substantial flow of short- 	(c.  
term funds that was financin# 
the current account deficit. 

s European interest 
rates rise over the next 
few months these spe-

culative funds are likely to be 
increasingly attracted over-
seas. Financial markets are 
likely to demand ever-higher 
British interest rates to sup-
port sterling. The problem 
though is that high domestic 
interest rates are not improv-
ing the underlying fun-
damentals in the economy. 
Eventually, sterling will come 
under downward pressure, 
with a negative impact for the 
economy and the gilt market. 

Gerard Lyons 
DKB International 

short-term capital funds. With 
a current account deficit of 
£14.6 billion last year, there 
was no evidence of net inflows 
of long-term capital. Last year, 
for instance, longer-term c 
ital flows were leaving Bri 

Identified flows of dir 
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MEETING OF G7 DEPUTIES IN JEAN-CLAUDE TRICHET'S OFFICE  

AND IN THE RESTAURANT AT THE MINISTRY OF FINANCE  

RUE DE BERCY ON THURSDAY 14 AND FRIDAY 15 SEPTEMBER 1989  

The meeting began at 12.30 pm after Trichet had welcomed Utsumi to 

the group in place of Gyohten. 

Markets  

Trichet argued that a decline in the dollar would be both 

compatible with the control of inflation in Europe and helpful in 

dealing with trade balance disequilibria He suggested if it was 

agreed that some moderate decline in the dollar was appropriate, 

the discussion should concentrate not on theory, but on practical 

means for achieving that end. 

Mulford thought that there was a real problem of credibility 

for the G7. He posed three questions: why was the dollar so 

strong? what should be done now about it? and what should be 

said in any G7 communique. 	His preference was to avoid any 

communique, but he doubted whether Ministers would be able to get 

away with that. 	He believed that some deterioration in the US 

trade figures was close, though he did not know whether that would 

be evidenced in Friday's figures or later. Trichet interjected at 

this point that there seemed to be an asymmetry in intervention 

policy. 	Governments were more ready to accumulate assets through 

intervention than to use them. 

Utsumi agreed that the dollar was too strong. 	Japanese 

companies were now not so keen to shift production abroad. He 

thought a G7 communique was unavoidable. The Japanese authorities 

were most reluctant to see any reference to any target zone type 

arrangements. 

Tietmeyer ascribed the strength of the dollar to expectations 

about US interest rates. 	In the early summer there had been 

expectations of a fall in US interest rates and the dollar had 

SECRET & PERSONAL 
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Oweakened. 	There was now no such expectation and the dollar was 

stronger. He did not put as much emphasis on the uncertainty in 

Eastern Europe as an explanation of dollar strength, though 

uncertainty in the Far East over China and Hong Kong 

view a factor. President Bush's good performance was 

up the dollar. But all this was surmise and there was 

explanation. He saw no likelihood of the Fed relaxing 

future. 

As regards action, intervention day after day undermined 

credibility. The steady decline in the Bundesbank reserves 

certainly had an effect on the market. If dollar strength was due 

to interest rate differentials, there were two options. First, 

the Fed could reduce interest rates, but he saw no likelihood of 

that in the immediate future. 	Second the FRG could increase 

interest rates again. He was not in favour of that. Yet if the 

dollar rose, that question would come up again: it would be 

argued that while Germany had no domestic source of inflation, it 

was importing inflation through deutschmark weakness. The 

Bundesbank would be happy with a change in the alignment of the 

franc in the EMS. This might be justified in economic terms. But 

he would not press for it. Even if there was a big realignment in 

the EMS, it would not change much the pattern of imbalances in 

Europe. The German trade balance could be ascribed, in large 

part, to their exports of investment goods and they were not price 

elastic.' 

He saw advantage in a G7 communique. There would no doubt be 

something to say on the world economy and IMF matters. He had not 

made up his mind what it might say on exchange markets. He would 

be happy if a formula could be found which would push the dollar 

down a little. 

Dobson said that there was a fog on prospects for the US 

economy. The economic fundamentals suggested it might weaken so a 

turning point might be near. 	This uncertainty suggested that 

Ministers should avoid fundamental decisions. 	In her view a 

communique was unavoidable. But it was important to avoid falling 

into the trap of giving the market the impression that it was the 

SECRET & PERSONAL 
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411G7s job to manage the dollar. Something should be said on the 

US's commitment to reduce their budget deficit. This prompted 

Mulford to ask what. Their commitment was already clear. 

Tietmeyer responded that there was increasingly concern about in-

year growth of the deficit and the likelihood that it would 

increase if the economy slowed down. 

Sarcinelli had no new views on the dollar, though interest 

rate expectations were certainly a factor. 	If interest rate 

differentials were to change, this should be done through the Fed 

reducing, rather than the Bundesbank increasing. He was not in 

favour of large interventions for long periods. He believed that 

a communique was unavoidable. 

Wicks, picking up Tietmeyer's reference to Hong Kong and 

referring to Mulford's at the previous day's GlOD, stressed the 

importance of avoiding public, or semi-public statements which 

in Hong Kong. 	The fact was 

it was important to sustain 

could undermine confidence 

confidence was recovering and 

Mulford indicated their 

that 

it. 

assent. Wicks then Both Tietmeyer and 

described the course of UK policy over the last few months, 

emphasising that it was now apparent to everyone that a 

significant slowdown had, as intended, taken place in the UK 

economy. He referred to the background of the substantial 

intervention undertaken by the UK in recent months. 	He reported 

the Chancellor's firm view that a communique was unnecessary with 

a warning to the market that one would not be forthcoming, as had 

happened in February. 

Trichet then circulated some charts which drew attention to 

lack of coherence between Bundesbank and US intervention, with 

US intervening substantially recently as the dollar rose and 

Bundesbank noticeable by its absence. Tietmeyer said that the 

intervention had had little result. Trichet  

chart which purported to show little correlation between changes 

in interest rate differentials and changes in the dollar/ 

deutschmark rate. 
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41011. Mulford said that G7 Deputies seemed to agree that the dollar 

was too high and that some decline, though not a precipitous one, 

would be helpful. There was some agreement too that the 

fundamentals pointed to a lower dollar in due course. Ministers 

faced a difficult operational problem in deciding whether to have 

a G7 communique, and if so what to include in it. He suggested 

that against that background Ministers should agree to intervene 

strongly, over a 6-8 week period, and in very large sums. They 

would justify such intervention by statements in the communique 

that it reflected a general view of dollar overvaluation. He did 

not suggest that interest rate policies should be changed. 	The 

communique might also announce that G7 Deputies and Central Bank 

Governors Deputies should meet regularly to discuss macro-economic 

and exchange rate issues. 	This would, he thought, create an 

impression in the market of renewed co-operation. In answer to a 

question, Mulford said that Secretary Brady agreed with the 

suggestion regarding meetings of Deputies, but he had not 

discussed with him his proposal for intervention. 

Wicks said that he was sure that the Chancellor would want to 

consider most carefully Mulford's suggestion for intervention. He 

was sure that he would agree with the proposal about Central Bank 

Governors. 

Tietmeyer argued that the intervention would not succeed in 

its objective unless the Fed signalled an interest rate reduction. 

Care was needed to avoid action which pushed the dollar into a 

free fall. 	Mulford thought that Greenspan would resist cutting 

rates. Utsumi thought Mulford's suggestion about intervention 

worth thinking about, but suggested the agreement might last for 

only 3-4 weeks. He was opposed to meetings with Central Bank 

Deputies. That might raise awkward issues about who was in charge 

of policy. The Japanese Central Bankers were also talkative. 	If 

there were to be meetings of Central Bank Deputies, it should not 

be mentioned in the communique. 	Dobson had no problem with 

meetings with Central Bankers. Sarcinelli saw force in Utsumi's 

arguments about Central Bankers. Their attendance might also 

irritate G10. 	But he did not think that either his Minister of 
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411Central Bank Governor would oppose the proposal. 	He favoured 
Mulford's proposal regarding intervention. 

14. Tietmeyer had reservations about inviting Central Bankers, 

but seemed ready to accept the possibility of totally informal 

talks. 	Trichet strongly supported the proposal for meetings with 

Central Bankers three or four times a year. He saw advantages in 

Mulford's suggestion for intervention, but warned that France 

would not participate in a loose operation which lacked coherence 

and credibility. 	There needed to be a clear understanding of 

action if the dollar moved either upward or downward. 	Wicks  

agreed with Trichet's point about the need for a credible 

operation. Tietmeyer repeated his doubts about intervention, 

though he saw advantages if the tactical situation was right. But 

that could be not judged in advance. Intervention would be useful 

if the dollar was already on the way down, for example following 

some bad news. He wondered whether Bundesbank reluctance might be 

overcome if they intervened as agents for the Fed, not on their 

own account. 

Following further general discussion, the Deputies identified 

four options. 	First, there was the option outlined by Mulford. 

Second, the communique could try to create an expectation of a 

reduction in interest rate differentials, coupled with 

intervention to capitalise on the favourable market perceptions 

which might thereby result. Third, the present stance could be 

maintained where Central Banks intervened if circumstances seemed 

right. 	Fourth, there should be no communique, and the market 

should be allowed to run. 	If the dollar strengthened, the 

authorities should surprise the market by not intervening and only 

intervene when the market turned. Both Utsumi and Trichet  

expressed strong opposition to the fourth option. It could leave 

the dollar much higher, especially if the market interpreted it as 

the reintroduction of the policy of benign neglect. Tietmeyer 

expressed further hesitancy about the first option and thought 

that there was a low probability that Poehl would support it. 

This part of the discussion concluded with the Deputies 

undertaking to report the discussion to their Ministers and let 
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411Mulford know their views by Tuesday at the latest. He would 
prepare the first draft of a communique in case it was needed. 

The Deputies should meet at 6.00 pm on Friday in Mulford's office. 
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MEETING OF G7 DEPUTIES IN JEAN-CLAUDE TRICHET'S OFFICE  

AND IN THE RESTAURANT AT THE MINISTRY OF FINANCE  

RUE DE BERCY ON THURSDAY 14 AND FRIDAY 15 SEPTEMBER 1989   

Money Laundering 

In a brief discussion over lunch, Mulford explained the background 

to the decision to nominate the Deputy Secretary to the Treasury, 

John Robson, as the US representative on the Money Laundering Task 

Force. 	This reflected the political importance attached to the 

issue in Washington and the need to have a senior official in 

charge in the Treasury in order to resolve fights over turf. 

Tietmeyer believed that Hong Kong, Madrid and Vienna were 

important centres for laundering drug money. Hong Kong should 

have been invited to join the group. Wicks explained that the UK 

would represent Hong Kong at the meeting and would be ready to 

follow up the German points if they were made there. 

RESTRICTED & PERSONAL 
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fe 	MEETING OF G7 DEPUTIES IN JEAN-CLAUDE TRICHET'S OFFICE  

AND IN THE RESTAURANT AT THE MINISTRY OF FINANCE  

RUE DE BERCY ON THURSDAY 14 AND FRIDAY 15 SEPTEMBER 1989   

Surveillance   

The meeting had before it a paper circulated by Frenkel, to which 

was annexed a commentary on structural measures in each G7 

country. 

involved 

Ministers 

Other G7 

Utsumi registered strong objections to G7D becoming 

in structural issues. That would only encourage other 

in Japan to seek to become involved in the G7 process. 

Deputies reminded Utsumi that his predecessor, Gyohten, 

had agreed that the IMF should produce such a list. 

Frenkel briefly described his paper. 	It was clear that 

monetary tightening earlier in the year had reduced the risk of 

inflation getting out of control, though risks still existed in 

the UK, Canada and the US. The IMF's assessment was that the 

current account imbalances would remain. That was, in their view, 

a cause for concern. The continued patience of the markets could 

not be relied upon. This was not to say that all imbalances were 

in themselves bad. 	But the size of the US, Japanese and German 

imbalances undoubtedly made them a cause for concern. The 

 

shortage of world savings clearly suggested that the policy 

response to the imbalances was not to reduce savings in, for 

example, Japan or Germany but to seek to increase them in the 

deficit countries. Structural policies were beneficial whatever 

their effect on the balance of payments. By making economies more 

flexible, they would reduce the degree of exchange rate adjustment 

necessary for improving current accounts. 

Utsumi repeated his objections to G7 Ministers discussing 

structural issues. His Minister was not responsible for these 

matters. Dobson said that most Ministers were responsible for tax 

issues. Wicks pointed out that many Ministers of Finance could 

become involved in structural issues through their control of 

public expenditure policy. Sarcinelli said that arguments such as 
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illthat had overcome his initial view that G7 Ministers should not 
discuss structural issues. 

4. 	After further discussion it was agreed that the Deputies 

should present three simple questions to Ministers on inflation, 

imbalances and structural reform. 	Deputies should ensure that 

Ministers had in their briefing pack the background paper by the 

IMF which was at Annex A of Frenkel's paper. 
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IMF Quotas   

Mulford said that Secretary Brady intended to resolve the quota 

issue by the end of the year. But he would not be able to focus 

the Administration's attention on the matter until after 

15 October when an important decision would be taken on the 

budget. It was already clear that there was a very substantial 

difference of opinion in the Administration on the case for a 

quota and on its timing. Those opposed to a quota argued that if 

the Administration committed themselves publicly to one by the end 

of 1989, legislation would have to be put up during the following 

year's election period. Even though the quota increase would not 

add to budget totals, the fact that it required authorisation 

would force difficult political discussion. Some in the 

Administration thought that this would cause problems for the 

Article 150 	account which was used to finance various aid 

policies. Others argued that the Democrats would want an 

assurance that they would not be attacked in the 1990 election by 

the Republicans if they voted for the quota increase. 	Such an 

assurance could neither be made nor delivered. 

2. 	Key players were likely to be Scowcroft, Baker, Darman and 

Brady. Secretary Baker was also arguing against the precedent of 

funding an institution which was in surplus. He believed that a 

quota increase would hurt the President, though he might change 

his mind when diplomatic representations had been made to him by 

friendly governments. G7 Foreign Ministries might wish to write 

to him with that in mind. His concern was the principle of a 

quota increase, not so much about its size. Indeed, some argued 

that if there was a quota, it should be larger rather than 

smaller. Secretary Baker also believed that the decision could be 

delayed until late in 1990. This would be an easier time, both 

for the legislative programme and for politics. By then the tax 

issue would have been faced. Darman had similar views. 
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li Scowcroft's were unknown. Baker saw the case for moving Japan 

into second place. Camdessus would shortly see the main actors. 

A decision was expected some time in the period 15 October- 

10 November. 	After that it might be necessary to have a special 

meeting of the Interim Committee. Meanwhile it would be important 

to avoid a row at the Annual Meetings. A row would simply raise 

the political temperature unhelpfully. 

Mulford went on to say that many were associating the quota 

increase with the IMF's growing arrears. That issue had to be 

resolved. The existing approach, based on support groups, would 

not work. 	Other approaches needed to be considered, including 

gold. Level of access also needed reconsideration. 	Asked by 

Tietmeyer to explain his reference to gold, Mulford said that one 

possibility was to sell gold to clear the arrears. It was always 

possible that Congress might mandate the US to press for such a 

policy as part of the quota legislation. Wicks suggested that the 

G7 Deputies ought to look at all the options to see whether they 

could agree a way forward. 

Dobson asked whether the US's attitude on quotas was 

connected with their views on IDA 9. Mulford replied, "not yet", 

but the two issues could become linked; it would be impossible to 

pass legislation on both matters within the same year. Mulford 

concluded his presentation by saying that he agreed that Japan 

needed a special increase so that it went into second place. 

Tietmeyer said that on the basis of Mulford's presentation, 

he assumed that there would be no real discussion at the Annual 

Meetings. The FRG still favoured an increase of some 50 per cent, 

though they would be ready to move up to, say, a 66 per cent 

increase if that was the consensus. They accepted that Japan 

should move to second or third place. They could live with Japan 

in second place and themselves in third place or with both Japan 

and themselves second equal. The clear priority was to improve 

Japan's position. 	His Government were ready to talk about the 

ranking issue in advance of decisions on quota size. 
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6. 	Sarcinelli reminded Deputies that Italy sought a doubling in 

the size of the Fund, but were ready to compromise in the range of 

66-70 per cent. He agreed with Tietmeyer that Japan needed to 

move into second place and the rankings he had suggested. 

Utsumi agreed that a special Interim Committee was likely 

later in the year. He too was not optimistic that the support 

group approach would be successful. He was ready to study other 

possibilities, especially for those countries which were not co-

operating with the Fund. He saw no reason for making the solution 

of the arrears problem a precondition for a quota increase. 	On 

size, his personal view was that the quota increase might be 

around, say, 50 per cent. Regarding ranking, the Finance Ministry 

were increasingly under criticism in the DIET and in the Upper 

House, which was now outside LDP control, for failing to secure 

second place in the IMF. Against such a background, he could not 

guarantee that aid bills would pass unless Japan moved into second 

place. 	He could agree that Germany and Japan should share second 

place with the French and the United Kingdom sharing third. 

Wicks said that the UK favoured a moderate increase in quota 

size of up to 25 per cent. It was not sensible, in their view, to 

discuss rankings until decisions on quota size were nearer and 

more was known about the US's position. But it was already clear 

that no normal distribution of quotas would bring the UK below its 

present second place. That was not to say that the Japanese case 

had gone unnoticed in London. 	But decisions on rankings were 

inevitably politically sensitive. Whatever was decided for Japan, 

it was difficult to make a case for the UK to fall below third 

place. 

Trichet said that he was averse to selling gold for settling 

arrears. He agreed with Tietmeyer's solutions on quota rankings. 

This prompted Tietmeyer to intervene to say that his Government 

wished to reduce enlarged access. 	Since enlarged access was 

financed by borrowing, that would enable borrowing to be 

eliminated. Wicks argued that elimination was not necessary. 

Sarcinelli, Trichet, Utsumi and Dobson were all in favour of 

reducing borrowing, but not eliminating it. 
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Trichet undertook to report the outline of the discussion to 

G7 Ministers, but would probably not go into details regarding 

ranking. He would suggest that the Deputies considered arrears. 

The discussion concluded at 23.00 hours. 

• 
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The Debt Strategy and Problem Countries   

Discussion resumed at 7.30 am. 

Mulford said that with the Mexican term sheet out, it was 

time to take stock. The Philippines had been given disappointing 

terms by the banks and the country might be obliged to reopen the 

agreement reached. It was unfortunate, too, that some banks were 

refusing to go beyond the terms agreed for Mexico. 	Some bank 

advisory committees, though not the Mexican one, were proving 

inadequate to their task. 	They were staffed with too junior 

officials and were in effect no more than listening posts. 

G7 Deputies should keep in close touch with the details of each 

negotiation. G7 regulators too needed to keep in close touch. He 

would circulate information to the Deputies on a regular basis 

showing the state of play on each deal outstanding. The US would 

use the Annual Meetings to try to push forward the debt strategy, 

and particularly to make contact with the European Banks with whom 

the US Treasury felt cut off. 	To that end, the Treasury had 

considered various options - another meeting with G7 Deputies, US 

Treasury Secretary meeting European Chairmen, and meetings of 

G7 Deputies, Banks and particular countries. After consideration, 

Secretary Brady had decided to make an effort to meet the European 

Bank Chairmen one by one in the same way that he saw the US 

Chairmen. 

Mulford then said that President Bush was very interested in 

a debt strategy. He was therefore going to give a small reception 

in the White House during the Annual Meetings, at 5.30 pm on 

Tuesday 26 September, to which would be invited leading bankers 

from all countries, G7 Ministers, Governors and Deputies. Utsumi, 

after commenting that this timing would raise acute difficulties 

for his Minister who was seeing 20 senators at that time, said 
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O that those Japanese bankers not invited would be very angry. 

Regarding Mulford's comments on the Philippines, Japan was ready 

to put $600 million into that country's financing package when the 

time was right. He agreed that the terms negotiated by the 

country were not sufficiently generous. 

Sarcinelli reported that Italian bankers felt some resentment 

over the US Treasury's tactics in the debt strategy. 	Tietmeyer 

reminded Mulford that it was not the German Government's practice 

to press the banks to enter into deals, but he was already ready 

to remind them to behave responsibly. After Mulford had indicated 

that the general impression in the US Administration was that the 

criticism of the Brady Plan by UK bankers was government inspired, 

Wicks explained why this was not the case. 

Trichet then asked whether Morocco could qualify for Brady 

Terms. 	The Deputies agreed that it could qualify if it met the 

conditions. They noted that its economic performance, 

particularly regarding the exchange rate parity, had not been 

satisfactory recently. 

Tietmeyer asserted that some IMF Executive Directors were 

reneging on the compromise agreement reached among the Deputies in 

the spring regarding Brady terms, in particular regarding the 

escrow account. The Italian and Canadian Executive Directors were 

the main culprits. The Japanese Executive Director had also been 

unhelpful in seeming to suggest that both the Fund and Bank should 

become well involved in debt and debt service reduction 

negotiations. 	The relevant G7 Deputies said they would speak to 

their EDs. [No criticism was made of the UK ED!] 

Trichet reported that he was opposing, within the French 

Government, suggestions of highly concessional terms for Poland, 

including concessional interest rates, very long term rescheduling 

and extensive new trade credits. 	Too much generosity would 

destabilise the debt strategy. 	Fortunately, it seemed to be 

accepted that new credits and rescheduling should not take place 

until an IMF programme had been agreed. At some time it would be 

necessary to have a stand-up fight with the banks in order to 
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0 prevent them pre-empting the funds available. 	Tietmeyer agreed 
that the key was an IMF programme. His Government had a special 

bilateral problem involving the Jumbo Credit. This would be dealt 

with outside the Paris Club. Trichet feared that this would have 

a contagion effect. Tietmeyer responded that it was linked to 

German language negotiations. Germany would also make substantial 

amounts of new money available in due course - probably at a 

higher level than any other country. He believed that it would be 

necessary to find some new co-ordinating machinery, once an IMF 

programme had been agreed, to advise and encourage the Polish 

Government in their reform efforts. Sarcinelli discerned signs of 

friction between the European Commission, in their role as 

Chairmen of the Co-ordinating Group, and the IMF. Besides Poland, 

Ministers should discuss 

issue was, in his view, 

community should be more 

were moving from a state 

orientated approach. 

whether the international 

Yugoslavia and Hungary. The central 

financial 

Utsumi argued strongly against action which would spread 

contagion to other countries. Japan would not make their 

recycling money available to the Communist countries, except to 

Yugoslavia. Mulford observed bitterly that the prospect of IMF 

lending to Poland underlined the importance of establishing a new 

policy for arrears. Lending to countries like Poland could lead 

to the destruction of the IMF some 10 years out. Aid to such 

countries should be made through donor countries' budgets, not 

through the subterfuge of the Fund. Trichet, after welcoming the 

resolute passage in the Prime Minister's letter regarding Paris 

Club terms, said that he could not see how the UK could oppose EIB 

lending to Poland in view of the terms of that letter. 

Mulford reported strong opposition in the US Administration 

to the proposed support group for Vietnam and for an IMF programme 

for that country. His Government would vote against it. 	Utsumi 

shared US views. The political situation had become more 

difficult since the breakdown of the Paris Conference on the 

future of Cambodia. Sarcinelli had an open mind. They would be 

willing to join the support group if Somalia gained support. 
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el Wicks spoke according to his brief. Trichet thought that Vietnam 

had tremendous potential and urged membership of the support 

group. 	Tietmeyer reported German hesitations for the time being. 

Dobson said that Canada would participate if the support group met 

all the normal criteria. 

Dobson then announced that she would be leaving the Canadian 

Ministry of Finance in October to return to the private sector. 

The meeting concluded at 9.45 am. 
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• FROM: JOHN GIEVE 

DATE: 20 SEPTEMBER 1989 

MR WICKS 
	

cc Sir P Middleton 
Sir T Burns 
Mr Scholar 
Mr Peretz 

G7 STANCE ON THE DOLLAR 

This note is a record of the discussions you have had with the 

Chancellor on this issue over the last few days. 

Friday 15 September 

You reported on the discussion of markets at the G7 Deputies' 

meeting in Paris on the lines of your note of 19 September and 

asked for the Chancellor's reaction to the four options set out in 

paragraph 15. The Chancellor said he was happy with the option 

outlined by Mulford. However, it was of the first importance that 

any such action should be properly prepared and agreed before the 

meeting of G7. 	In particular, it was very doubtful whether the 

Bundesbank would agree to this option. The worst outcome would be 

a long wrangle in G7 itself followed by a fudged communique and 

inevitable leaks of disagreement. Unless the communique was 

clearly going to say something definite about exchange markets, he 

would much prefer there to be no communique at all; but again the 

fact that there would be no communique would need to be announced 

before the G7 meeting. You agreed to report this reaction to 

Mulford and to discuss with other Deputies as appropriate. 

Tuesday 19 September 

In the morning, you reported to the Chancellor the results of 

your contacts with other Deputies. 	It seemed likely that the 

French and Italians would go along with Mulford's plan although 

this was not completely clear (and Carli was less of an 
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interventionist than his predecessor). Mulford had said that both 

Brady and Greenspan fully supported the option and so did the 

Japanese. Their plan was to exert maximum pressure on the Germans 

at the G7 meeting. You and the Chancellor agreed that this was 

not the right way to proceed and that Greenspan should speak to 

Pohl in advance. You agreed to relay this. 

Last night, you rang to say that Mulford had accepted this 

advice and Greenspan was prepared to talk to Pohl. However, he 

wished to be able to say that the UK were fully behind the option 

(rather than that we would play if Pohl agreed). Mulford 

acknowledged, however, that if Pohl resolutely refused to play, 

the other participants would need to consider whether to go ahead 

without him. 

I consulted the Chancellor who said that he would not commit 

himself in advance to join the Americans in an attempt to force 

the dollar down if the Bundesbank refused to play. However, 

Greenspan could say that we stood four-square behind the option in 

the sense that we fully supported the proposal that all G7 

countries should join in the action. Clearly we would have to 

reconsider the position if Germany refused to agree. Even if they 

did agree, the 	 amounts and duration of intervention and 

target ranges would all need to be discussed at G7. 	I relayed 

this to you and you spoke to Mulford in those terms. 

You and the Chancellor agreed that a communique was now 

inevitable and you said you would prepare a draft for the 

sensitive sections. 

JOHN GIEVE 
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FROM: P EDMONDS (IF2) 
DATE: 21 September 1989 

X5546 

cc 	Sir T Burns o/r 
Mr Sedgwick 
Mr Hibberd 
Mr Melliss 
Mr Deane 
Mr Hurst 
Mr Hennebry 

INTERNATIONAL COMPARISONS OF GROSS FIXED CAPITAL FORMATION 

1. 	The Chancellor asked for tables showing gross fixed capital 

formation, gross non-residential fixed capital formation, and 

gross fixed capital formation by the business sector, as 

percentages of GDP, for each of the G7 countries. I attach tables 

showing averages for each country for 1960-87 and 1980-87. 	The 

source is the OECD Annual National Accounts database. The 

business sector includes corporate and quasi-corporate 

enterprises, including public sector corporations, but excludes 

unincorporated business (e.g. many farms), which cannot be • 	separated out from the household sector. 
Excluding residential investment moves the UK's investment 

GDP ratio above than that of the US over the whole period 1960-87, 

and equal to the US ratio for the 1980-87 period,but it is still 

below those of the other G7 countries in both periods. 

The ratio of business investment to GDP in the UK is above 

the US and France, and probably Italy (Italian data incomplete) 

for both periods, but below Japan, Germany and France. 
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1960-1987 

GDFCF GDFCF 
less residential 

Business 
Investment 

US 18.2 13.5 9.0 

Japan 31.4 25.1 17.7 

Germany 22.8 16.1 19.4 

France 22.8 15.6 10.6 

Italy 24.5 17.6 7.0 (1970-84) 

UK 18.1 14.4 10.9 

Canada 22.3 16.5 12.3 

• 

1980-1987 

GDFCF GDFCF 
less residential 

Business 
Investment 

US 17.9 13.4 9.6 

Japan 29.1 23.4 15.6 

Germany 20.5 14.5 17.9 

France 20.5 14.3 9.6 

Italy 21.7 15.5 5.4 (1980-84) 

UK 16.9 13.4 10.5 

Canada 21.3 15.6 12.5 
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Gross Investment in the G7 Countries 

(All figures percentage of GDP) 

Source: OECD Annual National Accounts 
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DRAFT 

STATEMENT OF THE GROUP OF SEVEN 

 

The Finance Ministers and Central Bank Governors of Canada, 

France the Federal Republic of Germany, Italy, Japan, the United 

Kingdom and the United States met on 23 September 1989, in 

Washington for an exchange of views on current international 

economic and financial issues. The Managing Director of the IMF 

participated in the multilateral surveillance discussions. 

The Ministers and Governors reviewed their economic 

policies and prospects. They noted that their economies were 

• experiencing further solid growth this year and that the current 
1417$16°A 2 

expansion was expected to continue at a teutotwitara4 rate in 1990. 

There are signs that the rise in inflation has now ended, thanks  

to the tightening of monetary policy over the past year.  

Ministers and Governors agreed that monetary policy should  

continue to aim at a sustained reduction in inflation. Further 

progress is also being made in reducing large external imbalances 

although adjustment has slowed. 

3. 	Ministers and Governors reaffirmed support for the economic 

policy coordination process and stressed the importance of 

continuing to implement the economic policies which have 

contributed to more than 7 years of sustained growth with low 

O
inflation. They note the continuing efforts of the United States 

to reduce the Federal budget deficit by implementing measures 



• 

• 
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aimed at achieving the Gramm-Rudman budget deficit targets. Japan 

and Germany will continue to undertake economic policies aimed at 

sustaining an adequate growth of domestic demand. Ministers and 

Governors reaffirmed the need to move ahead on structural reforms 

that will: increase national savings where there are impediments; 

open our economies to foreign goods and services; and improve 

efficiency by curbing subsidies and excessive regulations. 

	

N_ 	 
The Ministers and Governors agreed 	a rise of the 

dollar above current levels 6ould threaten to undermine the  

adjustment process; and thal)/an excessive fall would similarly be 

counterproductive and damage growth prospects for the world  

J,f0 
economy. 	yeiterated their commitment to cooperate closely on 

exchange markets. 

1 	-‘1  
The Ministers and Governors p-xpressed their support for the 

strengthened debt strategy and recognised the substantial progress 

which has been achieved. They commended the Fund and the Bank for 

their prompt and effective response in developing the operational 

guidelines governing support for debt and debt service reduction. 

They also welcomed the progress by debtor nations and commercial 

banks in negotiating financial packages that incorporate debt and 

debt service reduction. The Ministers and Governors re-emphasised 

the central importance of sustained implementation by debtor 

countries of macro economic and structural policy reforms in order 

to achieve sustainable growth, viable balance of payments 

positions and restoration of normal access to private credit 

markets. [omits references to capital flight, inward investment, 

urging banks etc to cooperate] 
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• 	6. 	[The Ministers and Governors reaffirmed the importance they 
attached to steady progress in the Uruguay round of trade  

negotiations. They expressed their determination to halt and  

reverse all protectionist tendencies and strengthen the open 

multilateral trading system. They urged all parties to fulfil  

their Punta del Este commitments on standstill and rollback. The  

Ministers and Governors called upon all participants, in developed 

and developing countries, to make the most constructive  

contribution possible to a successful outcome.] 

• 
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* with attachment 

G7 SURVEILLANCE DISCUSSIONS 

I now attach a copy of Camdessus' paper for the G7 

surveillance discussion on Saturday, annex B of my note of earlier 

today. 

The paper gives a brief description of main developments in 

the world economy, Camdessus' own responses to the issues for 

discussion and the usual surveillance tables. 	The surveillance 

tables are the same as those recently seen by deputies: annex E 

applies. 

Camdessus' remarks on the issues for discussion are 

generally uncontroversial. On the external balances the calls for 

'an appropriate sharing of the burden of adjustment between 

surplus and deficit countries', without being specific what he has 

in mind for surplus countries. He endorses the need for some 

exchange rate adjustment and for US fiscal adjustment. You will 

want to emphasise the good fiscal position in the UK. 
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trc 

C MELLISS 

CONFIDENTIAL 



M242 
CONFIDENTIAL 

 

S FROM: C MELLISS (IF2) 
DATE: 21 September 1989 

X4700 

cc Economic Secretary 
Sir P Middleton 
Sir T Burns* 
Mr Wicks* 
Mr Evans* 
Mr A Allan* 
Mr Peretz 
Mr Riley 
Mr Sedgwick* 
Mr Gieve* 
Mr O'Donnell* 
Mr Hood* 
Mr Hurst 
Mr Edmonds 
Mr Gibbs* 
Mr Tyrie 

• 

  

 

CHANCELLOR 

   

* with all 
attachments 

G7 SURVEILLANCE DISCUSSIONS 

1. 	For the meeting on Saturday, surveillance and world economic 

issues will be discussed between llam and about 5pm. Camdessus 

will be present. There will be two papers on the table: 

the report by Deputies, including issues for 

discussion, and an annex by IMF staff dealing with 

structural policy issues in each country, 

the report by Camdessus, including surveillance 

tables. 

The first of these is attached as an annex. We have not yet 

received a copy of the second, and will prepare a separate note 

when it becomes available. The following briefing is attached: 

notes on the Deputies' issues for discussion, 

notes on the IMF annex on structural policies 

measures, including responses to the points on the UK and a 

reminder of the main areas where we press for reform in 

Germany and Japan (by Mr Edmonds and Mr Gibbs), 
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E. 	notes on the IMF surveillance tables as seen by the 

Deputies on 13th-14th September. 	(This may need to be 

updated when the Camdessus paper arrives.) 

Brief No. 1 for the Annual meetings, on the World Economy, is also 

relevant, and I am sending you separately a copy of the draft IMF 

World Economic Outlook, to be published to coincide with the 

meetings. 

Mr Peretz will be sending you separate material on exchange 

rates. 

World Economy since Spring Meetings  

• 

Growth in the G7 countries has slowed down less than was 

expected in April. 	The major surprise has been the strength of 

activity in the first half of this year, especially in Germany - 

GDP rose by 4.6 per cent in the first half - and in Japan, where 

it was also 41/2  per cent up on a year earlier. Even in the US, GDP 

continued to rise by over 3 per cent. For G7 countries as a whole 

the fastest rate of growth in the current upswing was in the first 

half of 1988, and growth has slowed down gradually since. 

Capacity utilization therefore remains at very high levels 

in all G7 economies, although comparisons with previous cyclical 

peaks is made difficult by the structural change that has 

occurred. A recession seems unlikely, and a gradual reduction in 

growth towards the growth of productive potential is a central 

projection. 

As annex E shows inflation has now moderated in most 

countries, and is expected by both the IMF and ourselves to fall 

back further through to the end of 1990, perhaps to about 4 per 

cent on average. 

411 	
6. 	The projected soft landing would, if it occurs, represent a 

remarkably good performance by the world economy. 	There are a 
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lik mber of factors, mostly on the supply side, which are providing 
more favourable conditions this time: 

growth has been sustained by investment and exports rather 

than consumption, and this has contributed to raising 

capacity; 

activity remains strongest in Germany and Japan, both low 

inflation countries; 

increased labour market flexibility has probably helped to 

prevent inflation rising further, especially in the US; 

supply conditions in commodity producing industries remain 

favourable; 

compared with previous upswings, the larger current 

account deficits have helped to reduce inflationary 

pressure; 

immigration into Germany is raising that country '5 

productive potential. 

External Balances   

7. 	Recent months show some reductions in the visible trade 

balances of both US and Japan, but not Germany. There may have 

been some underlying improvement, but there is also evidence that 

a J curve effect has contributed. As annex C makes clear, the 

best policy is a clear need to raise government saving in US, 

Italy and Canada, both to lower inflation and to contribute to 

current account improvement. The US, supported by France, will 

wish to make more of the slow pace of adjustment (especially in 

Germany) and t warn of the dangers of the adjustment process 

going into re e4e. 

• 
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0.ructural Reform 

The annex to the Deputies Report may be welcomed, although 

you may want to point out that the OECD remains in the lead on 

this topic by virtue of its greater expertise and experience. The 

issue of trade policy, is only mentioned specifically in relation 

to the US and Japan. Brief No. 10 covers trade issues, and you 

are planning to speak on trade to the Development Committee. 

Japanese concerns about finance ministers being involved in 

structural reform issues should be overridden. 

UK forecasts  

The IMF surveillance tables include figures for national 

forecasts. 	For the UK these are the FSBR figures. Mr Sedgwick 

will be providing you with his latest assessment on the UK and 

world economic situation and prospects. 

cktk 
C MELLISS 

CONFIDENTIAL 
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ANNEX A 

September 15, 1989 

Deputies' lippoxt to Miniltra 3nd Goveancaaa 

The Deputies have conducted an assessAent 	economic developments in 
light of the short-term performance indicatofs and medium-term objectives 
and projections. Our principal conclualcaas are: 

Pe:aformance_indicators 

Ecl2n2mic activity has remained robust, Output grawt:a in the G-7 
countries is expected to slow to a more svatainable pate during the period 
ahead, a tendency which has already been cbserved irL the 1Jaited Kingdom 
and in North America. The overall rate of rasonrca utilazation in 
expected to remain high in all countries, and the risk of a more 
significant slowdown is considered to be small. 

External imbalances. Since the middiu of 19EE pragress in reducing 
current account imbalances has been inadequate, arC. the recent 
appreciation of the dollar has reduced the likelilccd of lignificant 
fa:athex adjustment during the period ahead 

Inflation. There are signs that the anffiationary pressures 
renulting from transitory factors in the fj.rat yeast of the year (rising 
energy and food prices, and indirect tax innreases in. Japan, Germany, and 
Italy) are now beginning to abate. However, the acrtiluing high levels of 
capacity utilization in all countries suggest that inflation is likely to 
fall only slightly next year. The risks in the inflation outlook continue 
to warrant a cautious monetary stance. 

• 

The Deputies considered that additional policy measures continue to 
be required in both deficit and surplus countries to foster stability in 
financial markets, strengthen the basis for austaired non -inflationary 
growth, revive progress in reducing external imbalanaes to twre 
suatainable levels, safeguard an open inteanational trading system, and 
enliance the credibility of the policy coordinaticn process. 

In view of the high rate of capacity utilization in tany deficit 
countries, including the United States, Italy, and Canads, additional 
action to reduce fiscal deficits is esaant:al. such Action, together with 
some adjustment of exchange rates, would pa.:te rocm for an increase in net 
exports while sustaining the growth of inmstanent, thus paaviding a solid 
baais for long-term growth. Structural measures to reduce the distortions 
that affect the level. and the allocation of: saving alsa would be helpful 
in these countries, as well as in the Unitud KinEdom. 

In countries with. current account surpluses, poliaiea should seek to 
suatain adequate growth of domestic demand. While madium-aerm fiscal 
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objectives and the current buoyancy of demand suggest that the case for an 
expansionary shift in fiscal policy may not be compelling at present, 
chese countries should be prepared to take timely steps should the need 
arise. Prompt and decisive action in the area of structural policies will 
also be required. 

The need to improve the performance of Alvin& and investment in the 
industrial countries taken as a group suggests that the adjustment process 
should involve primarily a rise in national saving in the deficit 
countries rather than a decline in the surpins countries. The process of 
policy coordination would be considerably strengthened by efftrts to roll 
back restrictive trade measures and to make decisive progress in the 
current round of multilateral trade negotiations. 

Issues for Discussion 

In view of the objective of sustained grcuth with low 
inflation, do Ministers and Governors consider the present stance and mix 
of fiscal and monetary policies to be appropriate? 

;That should be done to resume progress in reducing the external 
imbalances to sustainable levels? In this •tontel:t, which measures should 
be taken to bring the exchange rate of the dollar into line with economic 
fundamentals? 

A number of areas of priority for additional structural reform 
have been identified (see Annex prepared by the EKF). How is it possible 
to speed up structural reform efforts gnven the political interests that 
are often associated with specific distortions? 

• 
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Structuralaklicry_nasures 

In response to the Deputies' request this annex includes, for each of 
the seven major industrial countries, a listriof structuraT neLsures which 
could contribute to an improvement of etonomic performance. The annex was 
prepared by the IMF staff, partly on the basis cr! Article IV consultations 
with the authorities of the C-7 countries. The list of mvasures provided 
sh)uld be seen as preliminary and does not aim al; being ci;haustive. 

To summarize, the most important measures that shou:.d now be 
considered in the structural area are: to reduce ol eliclnate rigidities 
and distortions in labor markets, including barriers to t':'e intersectoral 
and interregional mobility of labor; to riJuce industrial subsidies; to 
modify those feature of existing tax systeAs that affect the level and 
distort the allocation of private saving ale investment; to intensify the 
reform of social security systems; to reform land regulations and those 
aspects of the distribution systems that add to domestic •:osts and inhibit 
market access, and, to reduce the widespread subsIdion and restrictions 
that distort agricultural production and trade. Whi:e derailed vrade 
meesures are not specified separately for every country, it is clear that every effort should be made to counter prctectionist pressures, to roll 
batk existing restrictions and to move :oward an esrly and successful 
conclusion of the Uruguay Round of multilateral trade negotiations. 

Carta d.a 

1. 	Ipitiatives announced  in the_April 1S32 budjus 

Sales tax reform 

The new federal Coods and Service Tax is to reTlaze the existing 
federal manufacturing sales tax at the bee.nning of :_991, and will be set 
at a rate of 9 percent. The existing federal sales tax 	subject to 
various drawbacks: it applies to business inputs; favors imports over 
domestically produced goods; has a narrow '/ase; anO, has hq.cone an 
unreliable source of revenue. The new sales tax shculd reduce: these 
problems and produce significant effilency gains. This initiative salould 
be implemented as scheduled despite the strong oppcstion that has been 
voiced in recent months. 

ELL= of tbe_L.212praplornent insutarce_ittL) svstem 

This reform aims to achieve budgetari savings, pravide more training, 
and reduce disincentives to work. The Canadian UI system--in particular 
the' extended regional benefits scheme- -in the past as been criticized for 
hindering labor market flexibility, theI:ehy contravting to large regional 
disparities in unemployment rates and a high natural rate of 
unemployment. While the latest initiat'lve is welcone, additLonal steps 
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should be taken in the period ahead to reduce further the disincentive 
effects of the Ul system. 

Status o financ;„41),,_Deforrn 

In recent years, competition and tachnological ehangc have prompted 
Canadian financial institutions to divecsify%heir services, thereby 
blurring the traditior,e1 distinctions bateeen the various institucions. 
To address regulatory arid supervisory problems caused by these 
developments, the Government has undertaken phased legislative reform. 
The first stage of reform, which principally involved the securities 
industry, has now beer implemented. The second phaee involves drawing up 
legislation to cover the chartered banks, trust and mortgage loan 
co epan:.es, and insurance companies, and te Government is counittod to 
conpleting this phase as soon as practiat.le. 

Other areas in which structural reforms wou1.1e desirable include 
the following: 

At present c0Cporate tax policy is used tc proexte investment in 
manufacturing, in small businesses, and i particulgr preinces. A more 
neatral acproach would yield efficiency geins. 

Government subsidies for agriculture, which havu increased 
rapidly in the 1980s, should be sealed baize. 

Protection accorded to the clothing and textileu industries 
should be curbed or eliminated. 

france 

Labor maekets 

A mueber of measures could be considered to increase labor 
prNductivity and the flexibility of labor laarkets, First, there could be 
a ;till greater and more broadly based em1,711asis on Nocational training and 
geaeral education. Vocational training s)7oeld ideally be coordinated with 
official employment schemes and should dev,tlop intc a general and nation -
wile system, similar to that existing in Clrmany. Second, the wide array 
of often temporary labor market schemes cc-1111 be simplified and 
steeamlined to reduce uncertainty. Third, conditions for part-time 
em?loyment need to be improved, partly by adapting regaletory conditions, 
but also through a review of pertinent :ax and soc151 security' legislation 
and regulation. Fourth, profit sharing and oarticication could be 
promoted further to raise incentives and enhance the flexibility of wages. 

Isix reform 

The tax system is in need of rationaltzation and sin?lification, 
es?ecially in the area of savings. In par-tieular it would be desirable 
to "level playing field to achieve a more efficient allocation of ,private 
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savieg Also, efficient and least-distorting war e cf raiaing direct taxes 
will have to be explored, as the role of indirect texes will diminish as a 
result of fiscal harmonization within the EC. Penally, the variability of 
tae legislation needs to be reduced to ereluee a Mvla stable tax 
environment. 

Modernizat'eon of  the social secuL,L%4 syrtem 

The scope and structure of the social securety 	tetL raises 
questions of efficiency and equity. Efforts to control eIpenditures need 
to be intensified. Ov the revenue side, t better bElance neecis to be 
foand between sources of finance--away Ercoe taxaeior of labor income and 
toeard a broader incore base; this would 'ellb to recuee dsincentLeres and 
to contain labor casts. 

P.pmestic and international celepetitiel 

Domestic competition needs to be stringthened mostly through policies 
ained at facilitating entry, by removiez (or at least reviewing) 
restrictive legLslatice and/or "corporatist" mechanisms. The balance 
between ccnsumer protection and domestic competitior could be 
reeonsideted. international competition is still impaired by outright 
protection, including public procurement rules, and by subsidization. 
While the French authorities have started to dismantle peetectionlsm, 
their timetable implies long delays, at least in some areas like 
automobiles, agricultural products, and textiles 	speedier 
implementation of measures to liberalize trade woule be desirable. 

Federal Relic of Gennanv 

In recent years, the Germany authorities have made ;ame progress on 
structural poLicies—first in facilitating youth and part. time employment 
and curtailing social transfers, and, later, in arces such as 
telecommunications, health insurance, and the deeign of a pension reform. 
In addition, the govetrment's privatizaticre peogram has been virtually 
completed, and a three -step tax reform has been enacted the third step is 
to take effect in 199C) which contains im,vartant st4p1y-side elements 
aimed at reducing disincentives in the tae, syeteu crd raatting subnidLes in 
the form of tax preferences. However, in some important areas (including 
subsidies and protection of certain indusn:le3) :j.tt%e oY no progress has 
been made, and staff studies continue to 5how potential for large benefits 
from policy actions in the areas of com7etition, protection, subsidies and 
regulation. In particular, these studies suggest that, with appropriate 
eacroeconomic support, actions in these ataas would yield large gains in 
output, employment, and domestic demand, a substantial reduction in the 
price level and, at least in the first Eew years a significant narrowing 
of the current account surplus. 

The staff recommends action in the fellowing areas: 
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In auiculture, there is a need for a more market-oriented 
pricing approach, rather than the policy of price ta:pport-cum-production 
control pursued by the German authorities in the fri4nework of the Common 
Agricultural :Policy of the EC, 

In the coal sector, the present approach based on 
subsidization, is inefficient and shoul. be foolished. Av in the case of 
agriculture, coal mining is effectively insulated fro u exchange rate 
changes and support is given to a relatively small industy at a high cost 
to the rest of the economy. 

3, 	There woulc also be significant sains—in Germany and abroad- • - 
from a reduction of protection in areas such as .Lrov 
shinbuiAdimg, and clot.ting and textile. It would be appropriate for 
Germany to play an active role in promotin3 free trade in there areas 
within the responsible EC and GATT forms. 

In the .1.abcI_Jnarket, changes are; needed in the institutional 
framework governing hiring, firing, and wage deternination so as to 
increase wage differentiation and impro,re labor narbet flexibility. The 
Employment Promotion Act (1985) contained important tempoLary measures to 
facilitate part-time and youth employme7At; these proved effective and they 
have recently been extended through 1993. But much more will be needed to 
bring the level of unemployment back into the range that prevailed before 
the 1980s. 

The economy would benefit from liberalnatien of rules and 
regulations covering se0:1:e_industries (notably retail trade, financial 
services, transportation and energy distribution), The report of the 
Deregulation Commission is expected in thv summe:: of 1990 

6, 	In addition to action in the abnve areas, further-=eform of the 
tax system is warranted to eliminate distnrtions facing hcsinesse3. The 
authorities envisage a reform of business taxes in the peLiod through 
1992. 

1. 	Real  s_sctolz 

The relative underdevelopment of S:Atthern ItaV fMe:!;oztorno), and 
Its high unemployment rate, are major structural problems for which there 
are no easy solutions, The policies followed it the past, based on public 
investment and subsidies, have turned out to be inadequate. Although the 
issue clearly cannot be settled solely y economic measures, greater 
emphasis on tax and employment incentivEs could make a veil),  positive 
contribution to regional development. The enIEJEL mg*4or is also in need 
cf structural reform: the energy plan, submitted 1);' the Covernment to 
Parliament in 1988, targeted a reduction in energy deven6unce in general 
(and oil dependence in particular), and the strengthening of the 
electricity supply system. This plan should be apprwoed without further 
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delay. In this connection, a major role could be played by a 
transportation policy (for which a Pier hed been approved in 1986, but 
ncver implemented) aimed at reducing road transpoctat:.on in favor of 
reilway transportation. Finally, ecolegkoLcoo4ittoom in Italy are 
deteriorating rapidly with adverse consesearaces on :he tourist industry; 
improvements in this area are highly recoutnended, 

Fiscal sector 

The following structural measures weld help reduce Italy's large 
fiscal deficit. On the expenditure side: reform of the eocial security 
system involving an increase in retireaent age (ourrently 55 years for 
women and 60 for men), a lowering of the accrual ca:e (the highest in the 
G-7 at 2 percent a year) and a redueticn in the deg:ev of indexation of 
charges; in the railway sector, significant increases in :ares and a 
reduction in employment (which has been estimated t) exceed several times 
the actual requirements in this area). Local finan:ee could also be 
reformed to bring expenditure by local authoritlea more in line with their 
revenue raising capability. On therevereat.sl.gt, refnrm of tax 
administraticm to reduce tax evasion would he desirable, including 
simplification of the current tax structure and ezilincement of enforcing 
activities. An improvement of the ;alealitf  pulie services and 
promotion of labor productivity in the public sec''te: through mhancement 
of labor mobility and productivity-related forms of c:upertgatLon would be 
helpful. Finally, improvement in the earLizementoof_poblle debt: to this 
end, the role of institutional investors (e.g., pea;ion funds) could be 
enhanced; the reduction of debt through tl.e sale of publie seetor assets 
could also be considered. 

MoTottar sector 

Financial intermediaries are still relatively inefficiene and under-
sized and financialamarkets suffer from a lack of transparency. The 
following measures, which are awaiting Faaliamentary approval, would be 
most appropriate: a change in the form of organizaeion of public banks, 
allowing reeapitalization partly through orivate participation; the 
provision of incentives for mergers leading to the creation of financial 
conglomerates; the introduction of regulaton on ta7ceover bide, closed-
end investment funds and insider trading; and the introduotion of an 
antitrust legislation. Financial regulation. also needs to be adapted tg 
the requirements of European integration, which will involve sreater 
hermonizatien not only in the tax treatment of financial assets, but also 
in xeserve reauirements on bank deposits (at present aveeagins 21 percent 
in. Italy, against 6.percent in Germany. and 3 percent in Franc0. 

Jtp.9,r1 

The importance of structural reforms La well recognieed in the 
current Five-Year Economic Plan, which 118.4 fully Incorporated the 
recommendations of the Mayekawa and other COZMiSSIAMS. Foogress in the 
implementation of these recommendations hen been most evident in the areas 
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of tax and financial reform. The implemeneatior of strucural reforms in 
ether areas, however, has been more 	 In parl:iculir, it would be appropriate to move fcrward in the areas of land managemeLt, agriculture, 
and the distribution system. 

Lgnd  manegement f,n Japan presents a complex anc politically difficult 
problem. Regulations covering the use 

an tikatoon of lard have distorted 
the allocation of this scarce resource, ani have restricted the supply of 
land for •nonagrLcultural purposes. Rental laws, building codes, and 
zoning regulations have hindered urban renewal and develcTment. Property 
and inheritance taxes are substantially lower for agricuural land than 
for residential land, thus providing a dieincentove to reOeveloping urban 
agricultural land for housing or business use. The; Five- 'ear Econorec 
Plan recognizes the need for the implementation of prompt and forceful 
measures to ratjoonalize the use of land, but such measure:; are yet to be introduced. 

Imports. oiagr_icyltural oode remain subject tc quots and htgh 
tariffs. The lowering of administered prices for acme covmodities, as 
well as the decision to gradually abolish !c000rt yoctas fer beef, oranges, 
and other products are important first stels. But a much fuller agricultural reform is needed to promote internaticral ad.:astnent and harmony as well as to improve domestic resource allocatior and consumer 
welfare. In addition to liberalization of agricultural forports, there is 
scepe for stepping up the pace of deregulation of the agrieultural secterr 
more generally, in particular with respect to the marketirg and distribution of rice. 

Access to :apan's markets would . 1;t furth er erlAnced by a 
streamlining of the diAtrution  systeu. To be t:uxe, the distribution 
seotor is already undergcoing significant adjastmcot it reeponse to market focces, but this adjustment would be accelerated by tha relaxation of 
go-7ernment regulations, notably the Large-3cale Retail Store Law, that may 
be restricting competition. This Law has zestrieted the opening and 
expansion of large stores. It is necessary to relax the implementation of 
tht Law by simplifying and shortening the process; ef approval of new 
st)res as soon as possible and eventually :o abolish tae Law itself. 

United Kinrdoes 

1. Taa_Igform 

The authorities have actively pursued tlx refcem in :ecert years. In 
particular, the number of tax brackets was roducucl and'bo;le the basic rate 
and the top marginal rate were lowered, The lower ntrzinal rates have 
reduced the incentive for tax evasion and avoidance and have improved the 
climate for enterprise. In the 1989 budge.;, a mejor reform of the system 
of employees' national insurance contributions wes anneunced; the changes 
involved a simplification of the system, and further reduced the 
co:Itribution payable at the lower earnings Unit. These changes reduced 
discontinuities in marginal rates and dosincenttves to work, but reform of 
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the system could be extended, for examelt to cover the atructure of 
employers' contributions. 

-In recent years the tax treatment of savings and investment has been 
made more. neutral. The 1989 budget introduced improvements in the 
taxation of life insurance and pensiona, involvieg lower tax rates on a 
broader tax base. Nevertheless, distortioneaffecting the allocation ce.F 
saving and investment remain. Tax incentives heee been aimed at 
seimulating, home and share ownership, business enterprises, private 
peemiees, and profit-related pay. As a result, a. large proportion of 
capital income is exempt from tax. As regards leeusing, in the absence of 
a tax on imputed rent and a capital gains tax, the tax deductibility of 
mortgage interest represents an impoZtant distortiee. The planned Tpmenral 
Qf local property taxes, which have tended to offset .this distortion, 
makes reform of the taxation of owner-occupied housing more uegent. 

2. 	Labor markets 

Labor market relaeicns are in a stat.E of transiteon owing partly to 
ehe legislative changee adopted in the mi.f1-1980s. Positive changes in 
workplace practices in areas such as manning demareation and work hours 
hive- together with substantial labor she,fding--boosted productivity in 
recent years, especially in manufacturing. However, the continued 
eeisteece of labor market rigidities is seggested by vide disparities in 
regional unemployment rates. 

The functioning of the labor market could be improved by proceeding 
with announced plans te further lationaline empleymen1 training schemes 
and preventing pre-entry closed shop arraegements. In adAition, 
restrictive practices within self-regulateng proreaeicns should be 
terminated. The 1988 Housing Act introduced referma to increase the 
availability of housing, especially in the priva:e ranted s'ector. 
Acceleration of these reforms to phase out rent eestrictions and protected 
tenancies on existing lettings would help improve lehor mnbility. 

3. leadeepraceices 

The authorities eeeain committed to ehe prenervation and extension of 
an open trading system However, a num'aer of vo:.untazy eNpoet reetraint 
arrangements are maintained, including those operated andur the EC 
framework. The Goverteene should also move to increase cmpetitiveness in 
the tender system in the areas of health end defense purceaees. 

United leetes 

1, 	Zerivese saving 

Tax provisions thee distort saving decisioec include: the 
deductibility of interest on home equity loans, the proceeds of which are 
used for purposes other than home purchases; the deductibility of mortgage 
interest and property tax on owner-occupied homes; the texation (and the 

c‘r - 
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deduction from the tax base) of nominaL inCerest rather 11,an interest in 
zeal terms; the taxation of capital gaias based on tomrin.O. gains rather 
than on gains in real terms; and the double taxal:iou of dlvidends. 

In varying degrees these provisions tffect both the vverall level and 
allocatior, of private saving. There is s,c,Ime uncertsinty about the effect 
that the removal of these distortions would nve on the overall level of 
private saving. However, their eliminaticn shou].cl lead to a more 
efficient allocation of savings, in particular between the accumu%ation 
of tangible assets (e.g., houses) and ELnicial assets, with implj.cations 
for the private saving/investment balance (and therefore the exte::nal 
current acccunt). In addition, the elLmirAtion of some of those 
provisions (e.g., deductibility of mortgage interest or property tax on 
owner-occupied homes) would raise federal -evenue and thui, increase 
national saying. 

Hetalth care, 

Health care costs are rising rapid:Ly, at lesst in pt as a result of 
a range of impediments to the functioning of the .1prie methanism in this 
area. Policy should take these impediments into .scccdunt. As a first 
stop, the abolition of the exclusion from taxaticri of emloyer 
contritutions to employee health care insurance ;rograms Ivight be 
considered as this exclusion is exacerbatin the terui.enc) for medical 
insurance to lead to excess demand for hea:th care. More generally, the 
authorities need to reinforce their effort aimed at finag a way of 
resolving the dilemma posed by the tradeoff between .1-1,1 ..r:.nk spreading 
afforded by insurance and the need to esta:11:sh apprp':iata Incentives to 
re train health care expenditures. 

Ixade_noll.u.. 

It the trade policy area, the United :tates shoild start dismantling 
the long-standing protection accorded tc stevl and to textiles and 
clothing. As regards sizgar, the United St;tes shouli compLy with the 
recent cm panel ruling promptly. It is :lac, important to ensure that 
the Trade Act of 1988 is not implemented 1:: a protazionf.st war. Of 
particular concern are the dangers assccia:ed with Slpor 301, including 
its tendency toward unilateralism, its empasis on 3S. market share as a 
primary objective in negotiations, a possil:le prolifration of 
quantitative restraints, and the risk that dosignat?.1 c.ourie might 
attempt to divert the sources of their imptrts in favor of the United 
States. 

Agriculure 

On agriculture, steps should be taken:--for exam?le-, in the context of 
the 1990 Farm Bill--to continue the progress toward maing, the sector more 
market oriented. 

-OTAL P.11/11 
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CONflUNTIAL 

September 20, 1989 

World.  Eo2nomic  situat.lon and Psaja;..L;cssuct s 

Note by ifichel 

Managing Dizector, Intern 	cal Mcr7ke.tircf_ract 

This note and the attached indicator tables upaae the information 
provided in the note for the April meeting of Mininies and Governors of 
the major industrial countries in Washington. 

1. 	Recent economic developments and 
shor t-ILtm_prospeets_ 

The expansion of the world econom7 is expected tc be sustained this 
year and next, albeit at a more moderatn pace than 1•1 the past two years 
In most of tha major industrial countries (with the notab]e exception of 
Germany) there are signs Dr some slowda'an in the grow.th 	pouiRt.L_t in the 
first half of 1989, as the tightening oE mmetary conditions during the 
past year has begun to take effect. FDIC Cle aeven vajor countrie,s as a 
group, the Fund staff projects a modera:io, in the rate cc:. growth of real 
GNP, from 4 1/2 percent in 1988 to 3 1/2 Tarcent In 1989 	3 percent in 
1990. These projections are not very dlffrent irom the vfficial 
estimates prepared in early 1989 (Table A). 

Since the middle of 1988 progress in reducing Exterml tritalmces has 
been mixed. Germany's (seasonally adjuatel) current accotnt surplus rose 
sharply in the first cuarter of 1989, but Cell back somewLat in the second 
quarter; Japan's surplus declined markedly in the second quarter, after 
having risen in the two previous quarters. The curxent atcount deficit of 
the United States in the first half of 1931 was appaoximarely unchanged 
from its average level in 1988, while the deficit of the r,nized Kingdom 
fell slightly in both the first and second quarters. The most recent data 
suggest that the trade imbalances of the tlated Sta.tes and. Japan narrowed 
in the last few months. However, these developments are nsufficient to 
re-establish a trend toward lower imbalances, particularly since they 
appear to have reflected J-curve effects aasociate with the recent 
strengthening of the dollar. On the custom:17,r asstaption of unchanged 
policies and real exchange rates, the stafr expects the external 
id,alances of the major countries to remain large ir relation to GNP in 
the next several years (Table C). The projections prepared by the 
authorities in early 1989 envisaged a gradual narrcuing of the imbalances 
over the medium term. 

Comums_RAdAg in the seven major countries rose by about 4 1/2 
- percent in the first eight months of 1989 4cact the eamt -period a year 
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earlier, compared with an increaee of peacent in 1938. The acceleration 
reflected higher food. and oil prices 	wall as inczeeses in indirect 
taxes in some countries, but high rates of capacity utrneation and a 
tLghtening of labor aarkets also played a aole. Althou0 the Fund staff 
continues to expect inflation to slow next year, their projections for 
inflation are generally higher than those prepared iy the authorities in 
January 1989 (Table 8). 

Following a modest pick-up in the tette,: part ,f 1938, the rate of 
itcreese in non-oil commodity prices fell sharply Jar .na the first half of 
1989 (Chart 1). This development can be 'attributed mainier to a weakening 
oi prices for metals, minerals, and trcpi.:al beveraes, notably coffee. 
The broad commodity price index (includina oil) rosl ehaeely from late in 
1988 through May 1989 as oil Prices recovered (Chart 	Oil prices 
subsequently fell back significantly befe recovering pertiaLly during 
the past month. 

Exehange rate developments during the first eljn. anJ a half months 
of 1989 featured a censiderable strengthering of the lt.S, dollar, despite 
irdications of a slowdown in the pace of external ailjestm, elt. The recent 
aepreciation of the U.S. dollar began in lccember f last year and was 
halted in mid-June; from mid-June to early August :he dol.ar  depreciated th. arply, but it rose again during August, recover- the eost of the loss 
experienced since mid-June. In the first half of 3eptemt ,r, the real 
effective value of the U.S. dollar was 11 1/4 pereeet abeee ies level in 
December 1938 and almost 16 percent above its 	 treugh. The 
cppreciation of the do:.lar in nominal terns since aka end of 1988 has been 
most pronounced against the yen and the 'weed ster1.:q (shout 18 
percent), but it has aLso been significant againet 1.hs dsetacl%e mark, the 
franc and the lira (13, 11 1/2, and 9 3/4  ,ercen: eepe;:iively). The 
U.S. dollar changed little vis-à-vis the Canadian dotter :Table iri). 

Nominal laterest rate  differentials. in favoe oi eolier-denominated 
assets have remained positive vis-à-vis the yen and aeutehe mark, but 
they narrowed significantly since March (Table 1'1) 	The eomac.)site 
indicator of short-team inteaest  rates in :he seven mejo:.  countries rose 
by 230 basis points from the first quarter of 1938 to Auatst 1989 
(Table II). Over the same period the aemposite endicetoe! of Iona-term 
interest rates increased by only 10 basis points yield terve.% have 
continued to flatten everywhere and have become ernerted 	several 
countries. These developments suggest thst temporary price disturbances 
have not had a major impact on long-term Etpectatiors aboLt inflation. 

As regards fiacal  peklieles,  in the Ue:,ted Seates the 
Administration's latest eetimate of the feleeal deficit 	FY 1989 (the 
year ending September In, 1989) is $143 binion, eempared with a Gramm-
Rudman-Hollings (GR1.1) target of $136 bLiliere  and dawn fram $155 billion 
in FY 1988. According to the Administration's latest assessment, a 
nuaber of bills to implement the April bipartisan tedget agreement, which 
ara now before Congress, would bring the paojected deficit down to just 
below $110 billion (the GM target of $AC billion plus a $10 billion 
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ctshion allowed before automatic spending emts are roggered), but the 
ngrgin for slippage is very small. 

In Japan, the Fund staff projects that the c.erpLls of the general 
gcvernment sector woula increase by about S/4 percent4ge point of GNP 
between 1983 and 1990, reflecting the strongth Of: the eceftomy,  In 
Germany, the stance of fiscal policy in 199 is esomatea to be somewhat 
mcre restrictive than in 1988, owing mair%y to aidillonal revenues from 
new excise taxes; fiscal policy is expected to becene Sti=lative next 
year, as the third phase of the 1986-90 ineeme tlx :"eoucton and reform 
plan comes into effect.  In the United Kingdom a s.i;:al:le ii.scal surplus is projected for the next  few years. In Cankia, sulnseielTia: deficit-
reduction measures (prLmarily on the revenem side) ve,xe solnoenced in the 
April budget aimed at forestalling a near -term verseefng of the fiscal 
position and bringing about a significant reduction of tee deficit in the 
medium term. Relatively small changes in fiscal positionl aro exieeLed 
for France and Italy tn 1939-90 on the basis of earl emt eelictes. The 
Italian government is currently considering majoo or1tiatives to reduce 
its large budget deficit. 

There has been little change in tha staff's ouipl.t oc,jections for 
the develepf_n&o:ountries. After slowing from  4  1/Z1- percent in 1938 to 
3 1/4  percent in 1989, the growth of real DP is expected to recover to 4 
percent in 1990. However, significant iifferences in peTormance among 
countries will persist. Most of the exporters co! mantlfaeures should 
continue to grow at  a much faster rate than the other deocloping 
co entries. However, the economic performaece of the beavA.y indebted 
countries, especially Ln Africa and the Western Hemfspherl, is likely to 
continue  to be severely constrained by •axternal :!inancin6 difficulties 
and domestic problems, including very repil inflaticn in certain 
countries. The aggregate current accouet surplus of the :.our Asian NIEs 
is projected to decline from $28 billiel le 1988 to S25 bA.:ion in 1990. 

Issues ,for  Uscussion 

Recent developments have not altered ;ignificartly 1±e appra:sal of 
poLicy issues contaired in the note submitoed for fht kpr!1 meeting. The 
policy appraisal is therefore not repea:ec in detail here 	Instead, the 
following comments respond to the quest.Lors for discussior listed in the 
Deputies' Report to Ministers and Govecno;c3. 

(L) Regarding the appropriateness of the policy stace, Fund staff 
pr)jections suggest that current policies are compatible ..ith a 
coatinuation of growth close to the rate 	expansicn of yotential, and 
with an abatement of recent inflationary vessurts. Ftaweer,  a tighter 
stince of fiscal policy in the major deficit countries would greatly ease 
tha task of monetary management, contribute to an increase in saving4 	'7 
investment and potential growth in all countries, erzt facilitate tbi 
external adjustment process. In the aheenee of a substanttal fiscal 
adjustment (or a pronounced cyclical downturn) an easing of  monetary 
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conditions would be unwarranted as it moud involve the risk of a renewed 
pick-up in inflation“ 

Further progress in reducing external ImbalLnce., requires an 
aypropriate sharing of the burden of adjustment let.-wein sarplus and 
deficit countries. In this context, I basically wee,  wial the DeputieG' 
assessment, including the  need for Gome exchange ral,e adjastment. Of 
course, exchange rate changes should be accompanied by acLion in the 
deficit countries to restrain the growth of dome3ti eemaftd--including 
action to cut fiscal deficits, where appropriate—to Irir about a lasting 
inprovement in the external position while safeguardtg iveszment and. 
price performance. Indeed, to set in motLcn this process prompt and 
sizeable action by the United States in the fiscal 44rea would be essential 
as it would free resources and allow U.S. Interest razes o fall, thus 
creating the conditions for appropriate exchange rave ad:pLstments. As 
part of the process, surplus countries should ensuru that; the growth of 
domestic demand is sustained at a  pace consistent 	erLernsl 
adjustment. 

Together with fiscal adjustment, bold imp:enendtion of the 
structural measures listed in the Annex to the tepulis' .,epott should be 
viewed as essential. These measures shzuld be adopie promptly in all 
countries to improve economic performance ;rid to ast,L3t the process of 
international adjustment. I recognize the 	 difELculties involved 
in implementing these measures. But we all have  it  najor :take in 
removing these deeply rooted impediments tD growth crld employment and 
strengthening the credibility of the polic., coordmvtor process. We 
must therefore use this process to  help overcome opposition from domestic 
pressure groups to mtasures that are ciaatLy in the pne...-ol interest. 

• 
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TABLE I. PERFORMANCE INOtCATOSS FOR 1989-90 ARO DITTLFN roR 1/S8 Ak0 1lRsT HALF CF 1989 I/ 
CHANGES IN PERCENT, UNLESS OTEERwIsE 

REAL 

1988 

GAp/GDP 	REAL 
GROWTH 

1/89 	1190 	1988 
.111.1111=V•111iMa.., 

2.3 	2.1 
2.6 	2.0.... 
3.1 

3.3 	3.2 
2.9 	2.1%. 
3.2 

'P.O 	3.7 
4.9 	4.7% 
4.5* 

2.6 	2.8 
4.0 	3.0 \ 
6.7 

2.8 	2.9 
3.4 	3.0. 
3.5 

3.0 	3.1 
3.2 	2.9 
3.1* 

2.3 	1.9 
3.0 
1.5 

3.2 	3.1 
3.5 	3.1 
3.5 

CokEUmER P121 :F. 
01FLATION 

V9133. 	1989 	1990 

4.0 	3.8 	:;. 5 
4.0 	5.2 	4.9 
4.0 	6.8** 

3.9 	$.9 	.,3.7„ 
4.1 	!1..1 / 	6.9 
4.1 	5.04111_ 

0.7 	2.0 	1.5 
0.7 	2.2 	1.6 
O.! 	2.1** 

. .2 	2.3 	2.3 
1.2 	3.0 	7.7 
1.2 	2.1** 

2.7 	2.5 	2.3 
2.7 	3.5 	1.0 
2.7 	3.5** 

4.8 	6.0 	.3 
5.0 	6.6 	!A 
5.0  

; 
4 .9 	7.9 	5,i 

ax** 

3.1 	3.3 	2.9 
3.1 	4.4 	3.3 
3.1 	4.4 

CURRENT AccOUNT 
BALAKCE CS BILL.) 

	

1988 	1989 	1990 

	

-7.3 	-10.6 	-8.5 

	

-8.4 	-15.8 	-16.5 
-8.4 	-13.1 

	

-135.1/ 	.115.0 	-110.0 

	

-126.5 	.125.1 	-138.7 

	

-126.1i 	.122.4 

	

MA 	7I.11 	66.2 

	

nx 	89.7 

	

N.6 	73.2 

	

;8.0 	47.0 	45.0 

	

53.4 	56.8 

	

i8.6 	53.7 

	

-4.0 	-4.! 	-3.1 

	

-5.! 	-4.9 

	

-3.7 	-5.2 	-4.8 

	

.5.2 	-8.1 	-10.2 

	

.5.2 	... 

	

'25.4 	-20.0 

	

66.1 	-30.E 	-26.7 

	

-.16.1 	-31.4 

	

- 1 10.2 	-42.7 	-35.2 

	

-59.6 	-50.5 

TOTAL DOmESTIc 
DEMAND GROWTH 

1989 	TWO 

	

5.1 	2.7 	1.2 

	

5.8 	5.4 	2.1  \, 

	

5.8 	6.2 

	

2.9 	2.8 	2.6 

	

3..3 	2.3 	2.6\ 

	

3.3 	2.6 

	

6.7 	4.7 	4.2 

	

7.7 	5.2 	4.6%, 

	

7.7 	5.8* 

	

3.7 	2.9 	3.2 

	

5.7 	2.7 	3.1%, 

	

3.7 	2.9 

	

3.8 	2.7 	2.8 

	

5.6 	3.6 	3.0 ••• 

	

3.6 	3.5 

	

4.2 	3.5 	3.4 

	

4.3 	3.7 	3.4‘, 

	

4.3 	4.4* 

	

6.5 	2.5 	1.4 

	

6.2 	3.6 

	

6.2 	5.0* 

	

4.2 	3.3 	3.0 

	

4.6 	3.4 	3.0 

	

4.6 	3.8 

TRADE BALANCE 
IS DILL.) 2/ 

19813 	1989 	1990 

NADA 
kuTHORITIES1  PRoJEcTIONS 
MF STAFF, SEPT. 1989 
LITTURN 1988, N1 1989 

1ITED STATES 
IMHORITIES' PROJECTIONS 
mF STAFF, SEPT. 1989 
UTTURN 1988, HI 1989 

iPAN 
WHORITIES,  PROJECTIONS 3/ 
MF STAFF, SEPT. 1989 
UTTURN 1988, HI 1989 

RMANY, FED. REP. OF 
JiTH0RITIES,  PROJECTIONS 
MF STAFF, SEPT. 	1989 
UTTURN 1988, HI 1989 

ANCE 
UTHORITIEs 1  PROJECTIoNs 
RE STAFF, SEPT. 1989 
UTTURN 1988, 141 1989 

AL 
UTHORITIESt PRoJECTIONS 
mF STAFF, SEPT. 1989 
UTTURN 1988, H1 1989 

ITED KINGDOM 
uTHORITIESI PRo.p:CTIONS 4/ 
mF STAFF, SEPT. 1989 
UTTURN 1988, 111 1989 

JOR INDUSTRIAL C:X.INTRIES 
UTHORITIES 1  PROX:1CTIONS 
mF STAFF, SEPT. 	1989 
UTTURN 1988, Ni 	P989 5/ 

4.2 
5.0 
5.0 

3.8 
4.4 
4.4 

4.9 
5.7 
5.7 

3.4 
3.6 
3.6 

3.4 
3.5 
3.5 

3.6 
3.9 
3.9 

4.3 
4.2 
4,2 

4.0 
4.5 
4.5 

8.5 
8.0 
8.0 

-126.0 
-127.2 
-127.2 

93.0 
95.0 
95.0 

76.8 
79.1 
79.1 

-6.0 
-5.E. 

-2.E. 
-0.6 
-0.E 

-36.0 
-36.6 
-36.6 

7.7 
12.1 
12.1 

	

8.4 	12.0 

	

4.8 	5.1 
6.3** 

	

-100.0 	-85.0 
-113.5 -128.1 
-111.6** 

	

88.0 	84.2 

	

91.9 	105.9 
91.1** 

	

77.5 	76.8 

	

82.2 	88.2 
74.1** 

	

-6.8 	-4.1 

	

-6.8 	-6.8 
-7.0** 

	

-4.9 	-5.2 

	

-4.9 	-7.6 
-13.1** 

	

-37.4 	-36.4 

	

-40.6 	-36.7 
-40.8** 

	

24.8 	42.3 

	

13.2 	20.0 
-0.9 

THE AUTHORITIES" LATEST ESTIMATES WERE SUBMITTED IN EARLY 1989. ACTuAL DATA FOR THE RIRST FotE 041) OF 1989 ARE INDICATED 
AS PERCENT CHANGES FROM A YEAR EARLIER; =RENT ACCOUNT AND TRADE BALAFicE :DATA SNOW 14E CUMULATIVE OUTCOME FOR THE FOUR 
QUARTERS TO Q2 7989 SEASONALLY ADJUSTED. * INDtCATES DATA ARE AVAU.ABL THROUGH 01 11.789; ** INDICATES DATA ARE AVAILABLE THROUGH JULY, 1989. 
PROJECTIONS PROVIDED BY NATIONAL AUTHORITIES IN NATIONAL CURRENCY OR IP PERCENT OF MipiTop HAVE SEEN CONVERTED 	U.S. DotLARs 
USING NATIoNALLy PROVIDED EXCHANGE RATES. FOR THE UNITED STATES, TIE ErImATE FOR THE FOUR 0uARTERs To 02 1989 IS ON A CENSUS 
BUREAU BASIS; THE CORRESPONDING FIGURE FOR 1988 IS 51I9.7 BILLION. Fa: -HE FED. REP., OF GERPANY TEE ESTIMATE FOR THE TWELVE 
MONTHS TO JULY 1989 iS ON A TRADE RETURN BASIS; THE CORRESPONDING FIGUFE FOR 198E. IS B77.0 BRUIN. DATA FOR FRAKIE ARE ON A 
TRADE RETURN BAAS. 
DATA PERTAIN To FISCAL YEARS ENDING MARCH 14 OF THE FOLLOWING YEAR. 
CONSUMER PRICE FIGURES REFER TO THE RETAIL PRICE INDEX AND ARE ON A FOLRH-QuARTER TI FouRTH-QUARTER BASIS. 
WEIGHTED AVERAGE: OR SON OF MAILABLE DATA FOR INDIVIDUAL COUNTRIES. 
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DATE :SEPTEMBER 20, 1989 

TABLE it. COMPOSITE INDICATORS FOR MAJOR SEVat MATHES 	LAIEr INMATCCS 
(PERCENT cRAmGES AT ANNUAL RATES, UkLES1 VRERWI11E RUED) 

REAL GNP/GDP 

INDUSTRIAL PRODUCT:ON 

m0NSUMER PR10Es 

ImmmODITY PRICES 

BROAD INDEX, 1980=100 
PERCENT CHANGE 

NARROW INDEX, 3180=100 
PERCENT ORANGE 

MONETARY GROWTH 

MI 
M2 

iN 	ERM INTERES RATES 

NOMINAL 
REAL 1/ 

.ONG-TERM INTEREST RATES 

NOMINAL 
REAL 1/ 

.MPLOYMENT 

1NEMPLOYMENT RATES 

1987 1988 1989 

04 cm cr2 43 C4 01 412 PAY JUNE JULY AUG. 

5.8 5.8 1.3 4.6 3.0 5.7 

8.1 5.6 3.6 7.4 4.2 4.9 1.9 -.7 15.5 

2.8 2.0 3.7 3.5 4.0 
\\\,, 

4.2 	6 3.5 2.9 0.8 

76.1 72.4 75.6 76.7 74.8 80.5 	82.3 82.5 80.8 79.9 
10.0 -18.0 18.9 6.1 -9.7 34.1 	12..2 ?..0 -2.4 -25.3 -12.1 
91.9 89.7 94.2 97.5 96,9 99.1 	59,3 1:ic.1.4 100.4 97.9 97.7 
10.9 -9.3 21.9 14.7 -2.3 9.3 	2,3 24-7 0.7 -26.3 -2.3 

5.5 6.8 8.6 6.1 S.5 8,6 -e..7 .. 
7.7 7.4 8.4 8.5 7.5 5.2 	5.5 c..2 11.1 

6.3 6.0 6.2 7.0 7.5 8.3 	8.4 ;: .4 8.4 8.3 8.3 
3.1 3.2 3.4 4.0 4.? 4.4 	3 7  2.7 3.," 3.6 4.0 

8.4 7.7 8.0 8.4 8.1 3.3 	5 3 V.3 8.0 7.9 7.8 
5.2 4.9 5.2 5.4 4.? 4.4 	3 o 3.3 3.2 3.4 

1.1 2.2 2.5 2.1 1.1 11.2 

6.5 6.3 6.2 6.2 5.8 

I NOMINAL INTEREST RATE LESS INCREASE IN CONSOMER .PRICE INDEX FROM 1U10a. MONTHS EPRLAR. 

• 
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• TAELE III. 	SPOT EX'1'.4AN0F RATES, AND MINIMAL A10 FE4L El PECTIVIE EPI:ioNCE PUTS 
(PERIOD AVEUCES, 

 

     

     

     

1980 	1985 
	

1987 
	

193E 	1938 	 1989 

DEC. 	lAY 	JLNE 	JULY 	AUG. SEP. 1-15 

Or EXCHANGE RA"EI (CURRENCY UNITS PER U.S. DCLLAR EXCEPT AS NOTED) 

NADA 1.17 1.37 1.33 1.23 1.20 1.15' 1.1R 1.20 1.19 1.19 
PAN 227 239 143 128 124 132: us 144 141 147 

RMANY, FED. REP. OF 1.82 2.94 1.80 1.76 1.76 1.37' 1.95 1.98 1.89 1.98 ANCE 4.23 8,99 6.01 5.96 6.00 632 6.62 6.72 6.42 6.68 ALY 856 1909 1296 1302 1295 1572 1418 1436 1371 1421 ITED KINGDOM (US$/POUND) 2.33 1.30 1.64 1.78 1.83 110 1.63 1.55 1.62 1.55 

FECT1vE EXCHANGE RATES (INDICES, 1974-86=100) 

REAL TERMS If 

NADA 91.4 97.4 93.6 101.5 104.2 10 v.1 117.8 108.1 108.0 109.8 ITED STATES 85.7 124.6 87.3 82.6 81.3 8.,.7 88.0 00.3 87.7 90.4 PI& 93.1 92.9 115.1 121.2 124.0 121 9 117.7 1.3.1 112.1 109.7 

RarFED. REF.. OF 105.0 94.1 108.5 107.7 lor.s 106,9 105.9 106.5 107.5 105.9 ANCE 105.1 95.8 95.8 92.0 89.6 86.2 88.1 88.1 58.5 87.7 411 95.8 105.0 104.7 102.4 103.5 10:1.3 103.3 103.6 104.5 104.2 ITED KINGDOM 115.0 109.4 106.1 119.2 125.1 1213 123.6 119.5 121.0 119.0 

NOMINAL TERMS 2/ 

qADA 92.5 94,8 85.4 90.5 92.2 ?J.8 95.9 5.6.3 95.8 97.4 !TED STATES 85.2 127.2 91.9 86.5 84.9 3i'.0 92." 54.0 91.2 94.0 
?AN 92.9 116.1 161.7 179.2 '64.9 171.9 "73.2 168.2 168.4 164,8 

2MANY, FED. REP. OF 103.2 103.8 123.8 122.9 122.1 17(.0 '18.8 1'8.8 120.5 118.7 kNCE 117.5 79.2 86.0 84.2 82.9 3::.2 81.1 E1.0 32.2 81.5 tLY 99.8 66.9 70.7 68.1 63.0 5Y.3 67.3 67.5 68.5 68.3 [TED riNcoom 109.3 89.1 82.6 5%0 $8.8 36.4 85.4 82.5 83.8 82.4 

e BASED ON THE Fools oALOULATIONS OF RELATIVE NORMALIZED UNIT LABOR COi IN MANUFW:%12ING 	A COMMON CURRENCY. 
' BASED ON THE FUND$S PERM CALCULATIONS. 
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TABLE IV. NONAAL AND REAL SHOR1-TI:o 	INTERE31 RAlt.i: 1i 
CIN PERCENT, PERIDC Al/IRAGES) 

1989 

1986 1987 1988 FEB. MAI. APP. mA1 JuHE JULY AUG. SEPT. 15 

9.0 3.2 9.4 11.4 12.0 12.3 12.2 12.1 12.1 12.1 	12.2 
6.2 6.0 6.9 8.8 9.1 9.0 8.7 8.4 8.2 8.2 	7.8 
5.1 3,9 4.1 4.6 4.7 4,6 5.0 5.3 5.3 5.4 	5.6 

4.6 4.0 4.3 6.4 6,6 6.4 r.0 7.0 7.0 7.0 	7.4 
7.7 8,2 7.9 9.2 9.1 8,7 1.9 5.9 9.1 9.0 	9.3 
12.9 11.4 11.3 12.5 13,1 12.5 1 2.5 12.6 12.7 12.8 	12.6 
10.9 9.7 10.3 13.0 11.0 13.1 15.1 14.2 13.9 13.8 	13.9 

4,8 3.8 5.4 6.8 7,5 7.7 ''.3 1,8 6.7 7.0 	7.0 
4.3 2.3 2.9 4.0 4 3 3.8 1.4 3.1 3.1 3.4 	3.0 
4,5 3.8 3.4 3.6 .T i 2.2 1.1 2.2 2.7 2.6 	2.8 

4.8 3.7 3.1 3.8 5.. 	;? 3.4 .1.9 3.9 4.0 4.1 	4.4 
5.2 5.2 t.„9 5.2 5.8 5.7 5.' J.2 5.3 5.6 5.6 	5.8 
6.7 &.8 6.3 6.2 6.3 5.8 i.7 5.5 5.7 6.1 	5.9 
7.5 $.6 5.4 5.2 5.1 5.7 .8 5.P 5.7 6.5 	6.6 

• 

FAUNAL RATES 

:ANADA 
DIITED STATES 
!JAPAN 

;ERMANY, FED. REP. OF 
"RANCE 
TALY 

ANITED KINGDom 

:EAL RATES 2/ 

1.AMADA 
M1TED STATES 
IAPAN 

;ERMAN% FED. REP. OF 
RA 
Tall, 
WITED KINGDOM 

1/ INTEREST RATES ON THE FOLLOWING INSTRUMENTS CANADA AND THE UNITED BTArUS, THRFF-po,JTm TR:URT BILLS; JAPAN, DISCOUNT RATE ON TWO-MONTH PuVATE BILLS; FRANCE, THE nDERAL REPUBLIC OF GERMANr, ITALY, AND THE WTEC KINGDOM, THREE-MONTH INTERBANK LOAN RATES. 
2/ NOMINAL RATES 	INCREASE IN CONSUMER PRICE ENDEX FROM WELVE NCITIW aRLIER; ),CR THE MC11 RECENT PERIOD, 

STAFF PROJECTIONS OF THE DEFLATOR ARE USED. 

• 



12..1,1011 9131.1425g FR:3- BR11EM.E1 

• DATE :SEPTEMBER 20, 1985 
A. OUTPUT )1NO OEM1N3 

(ONAm:ES, IN PERCENT, EXCEPT IF OTHERWISE MUTED) 

( -0.6) DINER INDUSTRIAL COUNTRIES 

1 

NATIONAL ALTNCRITtEs ESTIMATES UHF E:WF ESTIMATES) 

1983 

1AL GNP/GDP 

CANADA 
UNITED STATES 
JAPAN 

GERMANY, FED. RE. OF 
FRANCE 
ITALY 
UNITED KINGDOM 11' 

MAJOR INDUSTRIAL COUNTRIES 

OTHER INDUSTRIAL COUNTRIES 

DEVELOPING COUNTRIES 

ZAL TOTAL DomEsTp; DEMAND 

111, A 
D STATES 

JAPAN 

GERMANY, FED. REP. OF 
FRANCE 
ITALY 
UNITED KINGDOM 

MAJOR INDUSTRIAL COUNTRIES 

OTHER INDUSTRIAL COUNTRIES 

NANGEs IN REAL FOREIGN BALANCE (IN PERCENT oF GNP/GOP) 

CANADA 	 -0.9 ( -1.1) 
UNITED STATES 	 1.0 ( 1.2) 
JAPAN 	 -1.6 ( -2.0) 

GERMANY, FED. RF1. OF 	 -0.3 ( -0.1) 
FRANCE 	 -0.4 ( 
ITALY 	 -0.6 ( -0.4) 

-4.5 ( -2.0) UNITED KINGDOM 

MAJOR INDUSTRIAL COUNTRIES 	-0.2 ( -0.1) 

/ AVERAGE MEASURE OF GDP. 

1929 1991 1992 

2.3 ( 2.6) 2.1 I 2.3) 3-4 ( 3.0) 3.5 ( 3.3) 
3.3 ( 2.9) 3.2 ( 2.1) 1,3. ( 2.6) 3,2 ( 2.6) 
4.0 ( 4.9) 3.7 ( 4d) 3.7 ( 4.2) 3.7 ( 4.2) 

2.6 ( 4.0) 2.8 ( 2.3) 2.5 ( 2.6) 2,5 ( 2.3) 
2.3 ( 3.4) 2.9 ( I.)) '1.9 ( 3.0) 3.0 ( 3.1) 
3.0 ( 3.2) 3.1 ( 2.9) 3.2 ( 3.0) 3.3- ( 3.0) 
2.3 ( 3.0) 1.9 ( z. r) 2.8 ( 2.7) 2.8,  ( 2.7) 

3.2 ( 3.5) 3.1 ( 1.0) 3.2 ( 3.1) 3.2 ( 3.1) 

( 3.1) ( 2.$) ( 2.8) ( 2.9) 

( 3.2) ( 4..)) c 4.9) ( 5.4) 

2.7 ( 5.4) 1.2 ( 2.1) ,,..2 ( 3.1) 3.6 ( 3.3) 
2.8 ( 2.3) 2.6 ( 2..) '...9 ( 2.6) 2.9 ( 2.6) 
4.7 ( 5.2) 4.2 ( 4..) ,.2 ( 4.3) 4.2 ( 4.3) 

2.9 ( 2.7) 3.2 ( 3.1) ::.,8 ( 2.6) 2.3 ( 2.3) 
2.7 ( 3.6) 2.8 ( 3.:.0 ?..8 ( 3.0) 2.9 ( 3.0) 
3.5 ( 3.7) 3.4 ( 3.,) :1,4 ( 3.3) 3.4 ( 3.2) 
2.5 ( 3.6) 	1.4 ( 1.1) ;,,A) ( 2.2) 2.1 ( 2.4) 

3.3 ( 3.4) 	3.0 ( 3.), ( 3.1) 3.2 ( 3.1) 

( 5.6) ( 2.1) ( 3.31 ( 3.4) 

-0.3 ( -2.5) 0.8 ( I C.9 ( -0.1: -0.1 ( 0) 
0.5 ( 1.5) 0.5 ( -0..1 1 F.5 ( 0: 0.3 ( 0) 
-0.7 ( -0.3) -0.5 ( 0. 	) -I..5 ( -0.1; -0.5 ( -0.1) 

-0.3 ( 1.3) -0.4 ( ..Q,: 4  4.3 ( 011  -0.3 ( 0) 

-g...11  .1 
-0,1) 0.1 

( --N:  -0.3 
( 	0 
C 	.0... 

1.1 ( 0.1: 0.1 
-0.1 

( 
( 

0.1) 
-0.2) 

-0.2 ( -0.51 0.6 : 1.0 -1(';:11,  (( -0.3) 0.5.1 1.0 ( 0.3) 

0 ( 0.11 0.2 C c.1 ( 03 0 ( 0) 

( -0.51 tr.t ( -0.53 ( -0.5) 

4.2 	e, 5.C) 
3.8 	( 4.4) 
4.9 	( 5.7) 

3.4 	e 3.64 
3.4 	4 3.5) 
3.6 	1 3.9) 
4.3 	1 4.2) 

4.0 	( 4.5) 

( 3.3) 

( 4.2) 

5.1 	( 5-8) 
2.9 	( 3.3) 
6.7 	c 7.7) 

3.7 	( 3.7) 
3.8 	( 3.6) 
4.2 	( 4.3) 
6.5 	c 6.2) 

4.2 	( 4.6) 

( 3.8) 

11,1 NOTE: THE ESTIMATES SHOWN REFLECT DOFERING NATIONAL PRACTICES. MR CHARA:TER I:AiloNs OF NATIONAL ESTIMATES, SEE THE 
ATTACHED GENERAL AND TOLE-SPEcIFIC NOTES. THE SAME DEuRE! or PRECISION IS APPL:ED FOR ALL COUNTRIES SOLELY AS 
A mATTER OF CONVENIENCE. THE pRoJECTIONS BY NATIONAL AuTKR)T:ES WERE 5UBmITTE0 IN EARLY 1989. 
THE IMF STAFF PROJEcTioNs IN THIS AND THE FoLLouING TABLES MAE FINA6IZEC 0 SEP'EMBER 5, 1989 AND RE;LECT THE 
FOLtowiNG WORKING ASSUMPTIONS OIL PRICES ARE ASSUMED TO AvITAGE $16.00 PER BARRIIL IN 1989, $16.35 IN 1990, AND 
TO REMAIN CONSTANT IN REAL TERMS THEREAFTER; EXCHANGE RATES ARE ASSUIED "0 REMAIN uNcHANGED IN REAL TERMS FROM THE 
AVERAGE LEVEL PREVAILING IN THE FOUR WEEKS ENDING Au0Us-  8, '989; opREs;),1),  EcONONIC POLICIES OF THE NATIONAL 
ALTHORITIES ARE ASSUME) TO BE MAINTAINED. UNLESS OTHERWISE NOTED, RF S"AFF PROJECTIONS REFER TO CALENDAR YEARS. 



BNP/GDP DEFLATOR 

CANADA 
UNITED STATES 
JAPAN 

GERMANY, FED. /EP. OF 
FRANCE 
ITALY 
UNITED KINOD0m 

MAJOR INDUs1R1AL CCUNTRIES 

XNSUMER PRICES 

CANADA 
UNITED STATES 
JAPAN 

GERMANY, Pm. REP. OF 

SMICE Y 
UNITED KINGDOM 

MAJOR  INDUSTRIAL COUNTRIES 

BR. I T Elfv1rd 1.).1.:•19-4 I 

C. 14F.AT:N 
	 DATE :SEPTEMBER 20, 1985 • 	(CHANGEs, IN PERCINT) 

NATIONAL AuT40RIflES ESTIMMES (NT STAFF viTIMATEs) 

188 
	

1939 	 IWO 	 1991 
	

1992 

4.1 4.1) 3.3 5.2) 	3.1 4.4) ?.8 ( 4.1) 3.0 ( 4.0) 
3.4 3.3) 4.0 4.5) 3.6 4.6) 3.2 ( 4,4) 2.7 ( 4.3) 
0.5 C 0.4) 1.2 1.C) 1.0 1.3) 1.0 1 1.0) 1.0 ( 1.0) 

1.9 1.5) 2.0 2-5) 2.0 ?.0 ( 2..T) 2.0 ( 2.3) 
2.7 3.1 ) 2.5 3.2) 2.3 	: 	1!.13) ?.1 ( 2.5) 2.0 ( 2.5) 
5.0 6.0) 4.3 6,6) 3.6 	5.1) ( 4.4) 3.1 ( 4.0) 
7.2 6.7) 5.4 7-5) 3.9 	: 	5.7) ( 4.5) 2.6 ( 4.0) 

3.0 2.9) 3.1 	( 2.7  ( 3.3) 2.3 ( 3.2) 

4.0 4.0) 3.8 	( 5.2) 3.5 	1 	i...! )) 1.2 ( 4.1) 3.2 ( 4.0) 
3.9 4.1) 3.9 	( 5.1) 3.7 	i 	1,9) :1.2 ( 4.6) 2.7 ( 4.4) 
0.7 0m 2.0 	( 2.2) 1.5 	4 	1 .6) 1.5 1 1.2) 1.5 ( 1 -2) 

1.2 1.2) 2.3 	( 3.CI 2.0 	4 	2.;') ?.0 ( 2.3) 2.0 ( 2.3) 
2.7 2.7) 2.5 	( 3,!) 2.3 	1 	:;.1) ?.1 ( 2.6) 2_0 ( 2.5) 
4.8 5.0) 4.0 	( 6,EI 3.3 	t 	5.1) :i.3 ( 4.4) 3.3 ( 4.0) 
6.5 4.9) 5.5 	( 7,” 3.3 	1 	5.3) ?.8, ( 4.5) 2.6 ( 4.0) 

3.1 3.1) 3.3 	( 4,4; 2.9 	( 	2.1) ?.6 ( 3.4) 2.4 ( 3.2) 

• 



1992 

-4 ( -22) 
-85 ( -169) 
6.0 ( 106) 

43 ( 65) 
0 C -3) 
-3 ( -13) 
-101 ( -24) 

C ( -62) 

( -25) 

( -17) 

-0.7 C -3.3) 
-1.3 ( -2.7) 
1.7 ( 2.9) 

2.9 ( 4.5) 
0 ( -0.3) 

-0.3 ( -1.2) 
-1.0 ( -2.4) 

0 ( -0.4) 

( -1.1) 

( -0.3) 

2.6 ( 0.8) 
-0.9 ( -2.3) 
2.2 ( 3.2) 

5.2 ( 7.0) 
-0.1 ( -0.6) 

( -1.0) 
:(1.. 	( -3.5) 

0.5 ( 0.1) 

( -1.5) 

( 1.0) 

" 
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DATE :SEPTEMBER 20, 1989 
C. CURRENT ACCOUNT ANC TRI)E EALWES 

NATIONAL AUTICRITIES ESTIMATS1; (IMF 	ESTIMATES) 

1988 1989 19100 1991 

URRENT ACCOUNT (14 BILLIONS OF U.S. DOLLARS) 

-0 
127) '11  -115 ( ..ig; ( -1i: --1:31;)) :94; C( 48) 

CANADA 
UNITED STATES 

-8 	t 
-135 

JAPAN 1/ 78 80) 71 ( 	724 66 ( 	9)) 62 ( 97)  

GERMANY, FED. R. OF 48 49) 47 ( 53) 45 ( 	57) 44 ( 60) 
FRANCE -4  -5 ( "5) -3 ( 	-5) -2 ( -4) 
ITALY -4  -5 ( -4 ( -12) 
UNITED KINGDOM -26 -264 -25 ( -31) 

-8)
- -g (( -:g -14 ( -24) 

MAJOR INDusTRIAL COUNTRIES -50 -42) -43 ( -60) -35 ( 	-5)) -14 ( -60) 

OTHER INDUSTRIAL COUNTRIES i -12) ( -18) C 	-19) ( -21) 

DEVELOPING COUNTRIES -9) ( "7) ( 	-1.i.) ( -18) 

CURRENT ACCOUNT 1. IN PERCENT or GNP/00P) 

-1.6 ( 	-1.7) -2.0 ( -2.9) -1.6 ( 	-2.:A -G.8 ( -3.1) .A 
D STATES 

j 	1/ 

	

-2.8 	( 

	

2.7 	( 
-2.6) 
2.8) 

-2.2 
2.2 

( 
( 2.5) 

-1.9 
2.0 

-2.4) ..6 ( 	-2.J) 
( 	2:.?) 

1  
1.8 
( 
( 

-2.7) 
2.9) 

GERMANY, FED. REP. OF 4.0 	( 4.0) 3.7 ( 4,5) 3.4 ( 	4 ..) :1 .2 ( 4.5) 
FRANCE -0.4 ( 	-0.4) -0.4 ( -0.6) .0.3 ( 	-C.'J) -Q.2 ( -0.4) 
ITALY -0.4 ( -0„6) -0.6 ( -1.0) -0.5 ( 	-1.1) -0.4 ( -1.2) 
UNITED KINGDOm -3.2 ( 	-3.2) -2.9 ( -3.7) .2.2 ( 	-3.11 -1.4 ( -2.5) 

MAJOR INDUSTRIAL COUNTRIES -0.4 	( -0.4) -0.3 ( -0.5) .0.3 ( 	-0.6) 4.1 ( -0.4) 

OTHER INDUSTRIAL COUNTRIES ( -0,6) ( -0.9) ( 	-0.) ( -0.9) 

DEVELOPING CouNTRIES ( -0.3) ( -0.2) ( 	-0.6) ( -0.4) 

TRADE BALANCE (Iti PERCENT OF GNP/00p) 

CANADA 1.8 ( 	1.6) 1.6 ( 0.9) 	2.2 ( 	0.n) .'.9 ( 0.8) 
UNITED STATES -2.6 ( 	-2.6) -1.9 ( -2.2) 	-1.5 ( 	2.:;) -'.2 ( -2.4) 
JAPAN 3.2 ( 	3.3) 2.8 ( 3.2) 	2.5 ( 	3.0 Z.4 ( 3.3) 

GERMANY. FED. REP. OF 6.4 ( 	6.5) 6.'i ( 6.9) 	5.8 ( 	7.11 !.5 C 7.0) 
FRANCE -0.6 ( 	-0.6) -0.6 ( -).7) 	-0.4 ( 	.0.:') -0.3 ( -0.6o 
ITALY -0.3 ( 	-0.1) -0.5 ( -).6) -0.5 ( 	n0.0) -('.5 
UNITED KINGDOM -4.5 ( 	-4.5) -4.3 ( -4.7) -4.0 ( 	-4.2 ) -:.i.4 (( 11 

MAJOR INDusTRINL COUNTRIES 0.1 ( 	0.1) 0.2 ( 1.11 0.3 (O.2 0.4 ( 0.1) 

OTHER INDUSTRIAL COUNTRIES ( 	-1.0) ( -1.4) ( ( -1.4) 

DEVELOPING COUNTRIES ( 	1.3) ( 1.3) ( ( 1.1) 

711,54TW5TEZTIEs,  ESTImATEs ARE ON A :sc.AL YEAR BASIS. 
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DATE :SEPTEMER 20, 1989 
D. FISCAL BAAAN:I!, 

   

1111•01111.• 	 11110•1. 

  

   

NATIoNAL AUTHORITIES ESTIMATES' (DIF STAFF ESTIMATES) 

1988 
	

1989 	 19)0 	 1991 	 1992 

3UDGET BALANCE 	NATIONAL CONVENTIONS (IN PERCENT OF GNP/GDP) 1/ 

• 
CANADA 	 -3.5 ( -3.7) 	-4.7 ( -3.7) 	-4.0 . -2.8) 	-.!, ...5 4. -2.4) 	-2.7 ( -1.8) 
UNITED STATES 	 -3.2 I -3.2) 	-3.2 ( .3.0) 	,1.7 i -2.6) 	-1.1 ( -2.7) 	-0.4 ( -2.3) 
JAPAN 	 -2.4 ( ...) 	-1.8 ( ...) 	.2.4 	 ..L3. ( ...) 	-1.9 ( ...) 

GERMANY, FED. NEP, op 	 -2.5 ( -2.5) 	-2.0 ( .•1.8) 	2.3 1 -2.2) 	-2.0 ( -1.8) 	-1.9 ( -1.6) 
FRANCE 	 -2.0 ( -2.0) 	-1.7 ( - 1.7) 	-1.4 1 -1.5) 	-1.1 ( -1.3) 	-0.8 ( -1.2) 
ITALY 	 -11.0 (-11.6) -10.1 (-11.5) 	-8.7 -11.5) 	-r.3 (.11.4) 	-6.1 (-11.2) 
UNITED KINGDOM 	 3.0 ( 3.0) 	2.7 ( 3.0 	1.9 	I!.1) 	1.1 ( 2.0) 	O. 	( 1.0) 

lENERAL GOVERNMENT BALANCE (IN PERCENT OF GNP/1•)15 ) 2/ 

CANADA 	 -3.1 ( -3.4) 	-4.0 ( 
UNITED STATES 	 -2.1 ( -2.0) 	-2.1 ( -24) 
JAPAN 3/ 4/ 	 ...) 	 ...) 

3.9 1 -;!.4) 	"E;_2 ( -2.4) 	-2.4 ( -1.7) 
-0.5 4 -IA) 	LI ( -1.7) 	0.8 ( -1.3) 
... 	4 	. .,) 	( 	...) 	 ( 	....) 

GERMANY, FED. REP. OF 3/ 	 ... .( -2.0) 	... ( -0.2) 	--- 4 -OM 	 ( -0.8) 	- ( -0.7) 
FRANCE 	 -1.6 : -1.4) 	_1.6 ( -1.4) 	-1.3 4 -'.'o) 	 ( -1.1) 	-0.7 ( -1.0) 
ITALY 	 -9.9 	-10 .6> 	.o ; 	-in AN 

	

,... e 
\ ..., I 	 -8.2 (.10.$) 	-%0 (-10.2) 	-5.8 ( -9.9) 

UNITED KINGDOM 	 1.0 .: 0.51 	1.1 	( 1.5) 	0.4 f ;'.1) 	. IA ( 1.5) 	-0.6 ( 0 -5 ) 

4111
oR INDUSTRIAL COUNTRIES -1.71 	 ( -1.3) 4 	 ( -1.0) 	 ( -0.9) 

I/ CANADA; CENTRAL GOVERNMENT (FISCAL YEAR 8AsIS); UNITED STATES: FEEERAL GVERNMErr (FISCAL IIPA1 BASIS); JAPAN: CENTRAL 
GOVERNMENT GENE1AL ACCOUNT (FISCAL YEAR BASIS) 	REFLECTS BOND FAANCING C) GDERAL %V:01.1ht: GERMANY: TERRITORIAL AUTHORITIES; 
FRANCE: CENTRAL GOVERNMENT; ITALY: CENTRAL GOVERNMENT; UNITED KINCD:ml PJBLIC SECFCR 3C:RO$1$O REQuIRmENT iFINANcIAL 
YEAR BASIS). 

1/ NATIONAL INCOME ACCOUNTS BASIS. 
I/ THE JAPANESE AlEI GERMAN AUTHORITIES DO NOT 1:040 THIS CONCEPT mEAN:NGFUL. 
./ IMF STAFF ESTIWITES OF THE GENERAL covERNMEN7 BALANCE (FISCAL YEAR 3A5 5) FOR JAPAI,  M, 1. 	ERCENI OF SNP IN 1988, AND 

2.1 - 2.3 PERCEAT OF GNP DURING 1589-92. 

• 
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DATE :SEPTEMBER 20, 1989 
E. MONETARY CDOITINiS 

1•1•1••••••• 

     

     

      

      

    

NATIONAL AUTH(RITIES ESTUWES (II F S7,11.4 ESTIMATES) 

 

       

   

19,15 	 1989 	 1990 	 1991 1992 

       

)NETARY GROWTH RATES: TARGET OR FORECASTED AGOREGUE (IN PERCENT) 1/ 

CANADA (M1)(M21 	 4.4 ( 10.4 ) 	2.9 ( 9.0 ) 	6.7 ( 3.5 ) 	21 	( 3.0 ) 	7.5 ( 7.5 ) UNITED STATES (tin 	 5.3 ( 5.2 ) 	3 - 7 ( 3 - 7 ) 2.5-6.5( 	- 7 ) 	2 - 6 (2.5-6.5) 1.5-5.5( 2 - 6 ) 
6.2 	 3.5-7.5 	 3 - 7 	 2.1-5.5 	 2 - 6 JAPAN (M24CD) 	 10.7 ( 10.4 ) 	9 	( 9 - 10) 	E 	( 8 - 9 ) 	8 	( e - 9 ) 	8 	( 8 - 9 ) 

GERMANY, FED. RP. OF (M3) 
FRANCE (M2) 
ITALY (M2) 
UNITED KINGDOM (MO) 

	

( 6.8 ) 	( 'S ) 	( 	) 	( 5 ) 	( 5 ) 

	

4 	( 3.7 ) 	4 - 6 ( 	4 	) 	5 	( 	4 	) 	5 	( 	4 	) 	5 	( 	4 	) 

	

6 - 9 ( 3.6 ) 	( 8.0 ) 	( 	) 	(5-5-8-5) 	( 5  ' 8  ) 

	

1 - 	( 7.7 ) 	1 - 5 ( 5.8 ) 	- 4 ( 	) 	0 - 4 ( 4.5 ) -1 - 3 ( 4.0 ) 

CRT-TERM INTEREST RATES -- NOMINAL 

CANADA 	 9.7 	 11.1 
UNITED STATES 	 6.7 	 7.4 
JAPAN 	 4.1 

GERMANY, FED. RE,. OF 
FRANCE 	 7,,9 	 8.0 
ITALY 	 11.2 
UNAI KINGDOM 

HG-TERM INTEREST RATES -- NOMINAL 

CANADA 	 11,3 	 11.6 
UNITED STATES 	 3.9 	 8.6 
JAPAN 	 5.1 	 ... 

GERMANY, FED. REP. OF 
FRANCE 	 9.0 	 9.0 
ITALY 	 12.1 
UNITED KINGDOM 

9.E. 
	

8.0 	 7.7 
5.: 
	

4.5 	 4.0 
• • 

7.( 
	

6.3 	 5.5 

• • 

	

10.; 	 9.9 	 9.4 

	

7.2 	 6.0 	 5.0 
... 

	

8.5 	 3.3 	 7.5 

• • 

NATIONAL AUTHORITIES DATA FOR THE UNITED STATES AND THE FEDERAL REPJBLF.: CF GERMANY JBC 	 :ATIMATES 
FOR ALL COUNTRIES REFER TO TFE RATE OF CHANGE DURING YEAR. 

• 
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Chart I, inflation Rates for 	Contlicolity Prices  
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1/ Commodity prices are denominated in SURs; ceim..raer priets t. usear.ired in local cm:rendes 
and are averaged using GNP weights. The top paeLel shows 3-mouth centered moving averages t)f 
12-month inflation rates. Cortstnner prices arc shown through Aurtst 196a Cammodity prices for 
September 1969 are estimates based on actual dt.ta cr F.:eptetn5er 1-15. 
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Notes to Ecanomic, Ind :Lc.. tor_T.p. 	; 

The national authorities' estimates sl.own in ra'Ais 4.E were 
submitted early in 1989 and reflect a variety of natLonal !onventions, 
forecasting procedures, and working assuropions. nl, fol:n./ing notes 
clarify the main differences in the varlow estinatea, fir rt by providing 
a general characterization for each aourtry, and seaana by listing some 
table-specific comments. 

1. 	GenerAl characteristic& 

Canada 

The estimates are on a calendar year basis. Thay wera propared in 
Deember 1988 and reflect the third quarter 1988 Iaaola anO Expenditure 
Accounts. The policy assumptions reflect status ;:ao fiscal palicies at 
both the federal and provincial 'evel and dc not p':oalce far Stage II of 
tha Tax Reform, the timing and ex-ct form of 	 uncertain. The 
estimated impact of the Canada/U.S. Free Trade Agretatart la reflected in 
thl! estimates. The exchange rate is assumk. to Eareaav,  Cl.22 per U.S. 
dollar over the forecast period. 

United Stat,11 

The economic forecast was updated in early F.?laaua:y L"85. Figures 
ar? on a calendar year basis. The Budget e$timatea aece vdated by the 
new Administration in February 1989 and pertain ta !!:saal eirla ending 
Se)tember 30 of the year indicated. For 1991-92, the qcoaamic indicators 
ar objectives, not forecasts or projections. 

man 

The estimates pertain to fiscal years ending Maval- 31 
foLlowing year. The •exchange rate assumption is 	yez 
avarage rate prevailing from end-November to and-Decaml:er 
exaeption of monetary conditions, data E;o: F 1983-81 ore 1 
1938 and FY 1989 budgets, and the Economic ,,.--ati.aaja_kaa: 

Monetary growth for FY 1988-52, real total domektLc d( 
change in the real foreign balance, the zurent accoma, at 
balance for FY 1990-92 were prepared by the Fand 	on 
bilateral discussions with the Japanese authorities. These 
preliminary technical figures and not objectives or paaject 
fiacal year. (See table-specific notes.) 

of the 
o_1 .r, the 

With the 
ased on the FY 

 

mand, the 
d the trade 
he basis of 
data are 
iona for each 

Federal F,tpublic of Germany 

The estimates are on a calendar year 'Lae's. For 1988 they reflect 
the publication of the Federal Statistical Office of January 'l989. The 
medium-term estimates have been prepared by the Fund staff on the basis of 
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tilateral consultations with the German autheritLes. The Pstimates 
therefore do not represent officially arncemeed proictionN. A new 
cfficial forecast was prepared in May 1989 in the cotixt f the medium. 
Lem fiscal plan covering the period 1989-93. The echanv rate is 
assumed to average DM 1.75 per dollar in 1989. 

Egance 

The estimates were prepared in early jenuary 1989. Ihey are based en 
the assumption of a constant exchange rate of FF i per dollar the average 
exchange rate of July 1988). Oil prices are assumed ti: . average $14 per 
barrel in 1988 and $15 per barrel in 1989. 

Italy 

The estimates are on a calendar year besis and Irne -,)epared on the 
basis of "Relazione Pxevisionale e Programnaticav ?ulAishzet at the end of 
September 1988. The conversion factor is Lit 130':. per 1.1.3 dollar 
throughout the projection period. 

12:11112A_Kingdom  

The estimates for 
GDP deflator, monetary 
filancial years ending 
es'eimates refer to fin 
the trade balance in 1 
coisumer prices, the c 
government balance for 
coisultation with the 
foecasts. Other data 
presented on March 14, 
will average $1.75. 

l988-89 pertain to calends.: :teats ,i.cept. for the 
growth and the budget indleator, YlIch refer to 
narch 31 of the fol1cwing :?ear. Fe:: 1990-92 all 

ancial years unless otherwi5e noted. Figures for 
989 and domestic demaed, the real fo:egn balance, 
urrert account and trade balance, anC the general 
1990-92 are Fund staff •estlmates pnpared in 
U.K. authorities. These fivres are not offcial 
are based on the L(...u.!,3k._ Stly:Agui:t ;:recast 
19E9. The estimate assume tla4 thy exchanv rate 

Other industrial countries and 
§sveluinz_eountries 	 

Estimates are based on Fund staff projections fer the October 1989 
WoA.d Economic Qutlook. 

2. 	Table-soecific notes 

Table  A--Output and Demand 

Ala' GNP/GD1. 	Estimates percatn to GNP fcr the United States, 
Japan, and the Federai Republic of Germany, and to CIP for other 
countries. For Japan, data for FY 1990-92 tre based on a 7echanical 
iar.erpolation of average annual figures for the pericd covered by the 
Fie-Year Economic Management Plan (May 083) and should net be 
interpreted as objectives or projections fcr each fiscal year. For the 
Unted Kingdom the compromise measure of Cl  is UNFC, 
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Aaal  total &matte demlng. For Japan, daut for 
based on the average annual figures for GNI growth ad the 
contribution of real total domestic demand aasumed ta the 
Economic Management Plan. For the United Kingdom, he est 
1990-92 are Fund staff estimates generated Vo as to be con 
arojected rate of growth of GDP and a gradual reduction of 
account deficit. 

FY 990-92 are 
growth 

Five-Year 
imates for 
is tent with the 
the current 

gnangat  in repl_foreign  lagange. For the United 'itares, data are 
calculated as the change in the share of the real n4st expoat balance fari 
real GNP. For other countries, data are calculateld as the difference 
between the growth rates of real GNP/GDP and real toaal domestic demand. 

Table,, -a/ flation 

 

GI;1210La4efla1 or. Estimates peraef.n to GW 
States, Japan, and the Federal Republic of Germanaa 
coantraes, For Japan, data for 1990-92 aro based on 
interpolation of the average annual figures for t:ae 
Flare-Year Economic Management Plan and should not be 
objectives or projections for each fiscal year. For 
th deflator is for GDP at market prices. 

for Ale United 
aL ta GDP for other 
a meahanical 
.e.A.cd, covered by the 
iaterpreted as 
t'ae 7Jni1:ed Kingdom, 

Conaumer  prices, For Japan, data for 1990 92 ar based on a 
me:hanical interpolation of the average annual fiapirea fo the perlod 
covered by the Five-Year Economic Manageaent Plan and 	not be 
interpreted as objectives or projections for each faaaaa yiar. For the 
Un:ted Kingdom, figures refer to the retail price. :Lnd4: an( are on a 
foirth-quarter-to-fourth-cuarter basis; the data :or 1990.q2 are Fund 
sttff estimates based on the projected rate of chanw 	GDP deflator. 

Table C--Current ailaunt and  =WI balance 

For the United States, estimates of current account acd trade 
baLances from 1989 to 1992 are indicated as mid-points of the ranges 
projected by the authorities. For the aarrent accourt theue ranges are 
(in U.S.S billicn): 	1989: -105 to -125; 1)90: -10C to -120 1991: -85 
to -105; 1992; -75 to -95; for the tradt balance the rangi, s are: 1989: 
-90 to -110;,1990; 	-75 to -95; 1991: 	-50 to -80 1592: 	.50 to -70. For 
Japan, data for FY 1990-92 are illustrativa Fund staH estimates 
consistent with the growth rates for real CF and re. toil domestic 
demand as explained above. The exchange rate assumption ail V123 per 
do-  lat. For the United Kingdom, the data for 1990-52 are Pand staff 
estimates. 

	 D—Fiacal balances and  monetary. aondit'...ima.  

Budget  balance—national conventions, ME data for the United 
States, Japan, and the Cnited Kingdom pertain ao the fiscal or financial 
years of each•country. For the United S-:ates, Japan, Canada, France, and 
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Italy, the data refer ro federal or ceetrai vovernmeet rer the United 
States, figures are on a unified budget halLs. For the Federal Republic 
of Germany, the data refer to the Territorial. Authoritees. For Japan, the 
budget balance refers to the general accourt of the eentree government. 
Data for FY 1988-89 are based On the Budget for FY 1188 ael FY 1989. Data 
for FY 1990-92, which are based on the Mediumi-Tern Fiscal Projection of 
the National Budget submitted to the Diet in Februaci 1989 are 
preliminary technical figures of the fiscal balance beeween total 
expenditure and revenue excluding bond issues, and not objoctives or 
Frojeceions of government bond issues for each fieeal year. The medium-
term fiscal objective at present is sumearieed in the Pive-Year Economic 
Management Plan as follows: "The government: will try to eilimieate the 
dependence on deficit financing bonds by 	'1990 and to reduce the ratio 
of government bond issues to total expenditures daring the time covered by 
the plan." For Italy, taking into account the estimetes of the State 
Seetor deficit available in early 1939 and the fa:r. 	at the rate of 
growth should be higher than expected, the euthorities estimate a State 
Se/tor deficit of around 11.5 percent of GDF in 1388 	For the United 
Kingdon, the data refer to Public Sector Dett Rede.ce:oe. 

General government balance. Exce;t: as eoted, 	imates are on a 
national accounts basis 	For the United States, Federel hedget figures 
are on a unified basis while figures for state and Leal :eveznments are 
Oft a national accounts basis. For the United KiNdot, the estimates refer 
to the general governmeot financial surplus, adjt.3ted Eor prLeatization 
proceeds; the estimates for 1990-92 are Fund staf! estmats ccnsistent 
with the projected changes in the PSDR. 

Monetary grpet:h. For Canada, the data are peojectiore rather 
than targets. For the United States, the data are or a focrth-quarter-
to, fourth-quarter basis. The growth rates ef M2 and 113 in 1988 conpare 
wi;11 target growth ranges of 4-8 percent fee both agEregaevs. The target 
ranges for 1989 are tentative and those . eyend ha,e,  rol; beyn considered 
of'icially by the Federal Reserve. The Eiprea shovr, are Lndicative cf a 
trend toward lower ranges over time, coaeieeene wLth the ejective of 
promoting non-inflationary economic growth. For ,rapzn, th data are based 
malnly on an extrapolation of the relatienClip between monPtary growth and 
tie change in nominal GNP observed between 1984 and 1987. 

_Interest rates. Short-term la:wrest rat On the following 
iaetruments: Canada, 90-day commercial pacer; United Stats, 91-day T-
bi:ls; Japan, the average of the discoun; tate on twc-mont:-[ private bills 
from April to December 1988; the Federa:_ 	 cf Oermw, Frankfurt 
inverbank offer rate for three-month funds; France, nenay market rate: 
Italy, gross rates on three-month Treasury lills. Ierueeteelmeleeerest 
rates on the following instruments: Canada, McLeod ILeuag 16air bonds; 
United States, 10-year Treasury bonds; japan, average cif 10-year 
goeernment bonds with longest remaining period to maturity, from April to 
December 1988; the Federal Republic of Germany. Fedexal berds with 7 to 10 
yeats to maturity; France, first-class bonds; Italy, grose average rate on 
bonds of industrial credit institutions. 

TOTAL P.21/21 
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ANNEX C 

111 	
SURVEILLANCE: DEPUTIES REPORT TO MINISTERS AND GOVERNORS: 

ISSUES FOR DISCUSSION 

I. 	.in view of the objective of sustained growth with low 

inflation, do Ministers and Governors consider the present stance 

and mix of fiscal and monetary policies to be appropriate?  

Line to take 

Latest figures show that in most countries consumer and 

producer prices have eased slightly since early summer. 	Oil and 

other commodity prices have fallen back since the first quarter; 

oil prices are now about $2 pb below their peak in April and the 

IMF commodity price index is now over 2 per cent below its March 

peak. Underlying inflation has probably changed little in recent 

months. 

Growth in Germany and Japan is proving exceptionally 

vigorous this year, and in US the slowdown is now less than 

expected. Capacity utilization remains at very high levels in all 

G7 countries. 

Prompt action by monetary authorities has contributed to 

halting the rise in inflation. But real interest rates average 

only 4.0 per cent in the G7, compared with 1984-88 average of 41/2  

per cent. No danger that monetary tightening has been excessive, 

but 	sum danger of_.prematiare---easirig—In 

l co,psuion expenditure now seems stronger than Øiigi 1 

hought. R.1T2c at p esent stance of policy will\ai1io d 11 

a significant reductio 	inflatio especial 

(iv) 	Mix of policies 	learly inappropriate in Italy, and to a 

lesser extent Canada, with arge fiscal deficits accompanied by 

highest nominal and rea in rest rates. US deficit also remains 

• 	too high. 
CONFIDENTIAL 

the US, _especially 
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II0,k v, 	Weakness of deutschemark, together with v 	strong growth 

and current account surplus may ,be indicat on both that overall 

stance of policy a little lax and rriix ,,Iliappropriate in Germany. 

Tighter monetary policy would educe inflationary pressures 

domestically and help reduce external surplus through stronger 

deutschemark. 	Prospectiv easing f fiscal policy next year 

(equivalent to 1% GDP and part of me um term fiscal strategy) 

looks inappropri 

policy. 

without compe ting tightening of monetary 

  

2. 	What should be done to resume progress in reducing the  

external imbalances to sustainable levels? In this context, which 

measures should be taken to bring the exchange rate of the dollar 

into line with economic fundamentals?  

No evidence that external surpluses and deficits are 

unsustainable, provided that appropriate policies in place. 

Policies for reducing inflation and ensuring that current 

account deficits are sustainable at stable exchange rates are 

complementary. Reducing the growth of domestic demand where it is 

excessive both bears down on inflation and decreases domestic 

absorption. Current UK policy is an example of this. -Tighter 	1M5- 

fiscal- policy would M44E-this requirement. It might also permit 

intert rates, taking pressure ff tho-dollar. 

Recent dollar strength not fully understood. 	Credibility 

of US monetary policy, reductions in US trade deficit and 

political risks in Asia and E Europe may all have had some effect. 

The dollar is now above its Louvre level against the DM and 

it is close to its Louvre level in effective terms - see chart 

below. Competitiveness, in terms of either relative unit labour 

costs or relative export prices is slightly worse than at the 

Louvre. So if anything the value of the dollar is somewhat above 

that justified by fundamentals. Therefore a case for some fall in 

the dollar - though not an excessive one. 

CONFIDENTIAL 
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IRA:NOMINAL EFFECTIVE EXCHANGE RATE 

120 	 

110 - 

100 

80 

70 

q,5 	_g5 	9,5 	.9„E3 	_9,6 	9,6 	_9,1 	.s1  19,IY vval ser 	1,se'l ser VZS' 1,10 Se? 'SSA 1,AO sar 	142.1 Sart.  

3. 	A number of areas of priority for additional structural  
111 	reform have been identified (see Annex prepared by the IMF). How 

is it possible to speed up structural reform efforts given the  

political interests that are often associated with specific  

distortions?  

(i) 	For each country to decide how best to proceed. 	All G7 

countries have had some success in structural reform. Need for 

progress recognized across political spectrum, a examples of 

Australia and New Zealand show. Need to point to wider benefits 

to consumers and society as a whole, and to show that those who 

oppose structural reform are often self - interested and benefit 

directly from the structural rigidity. 

• 
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G7 DEPUTIES REPORT TO MINISTERS: ANNEX ON STRUCTURAL REFORM 

The annex to the Deputies' Report to Ministers, prepared by 

the IMF staff, lists for each G7 country some structural reforms 

which have been carried out and others which are desirable. 	The 

paper identifies as key priorities labour market rigidities, 

industrial subsidies, tax and social security reform, land and 

distribution systems, agriculture and trade policy. These 

priorities are in line with ours and can be endorsed. 

This brief deals first with the section on the UK, including 

a number of points to make. It then deals with Germany and Japan. 

You may like to take the opportunity to emphasise the desirability 

of key reforms in Japan and Germany and some familiar points to 

make are listed. Finally the key points in the Deputies' Report 

on the other G7 countries are summarised. 

UK 

The UK section notes the extent of tax and labour market 

reform and the Government's commitment to free trade. 	It calls 

for reform of taxation of owner occupied housing, accelerated 

implementation of commitments on employment training and moves to 

increase competitive tendering in health and defence. It also 

notes that a number of VRAs remain in place. 

Points to make 

(1) On reform of employers' national insurance 

contributions: the UK rates of employers contributions are 

  

not high by international standards (they are higher in 

Japan, France and Germany). They have already been reduced 

for low-paid workers from 9 per cent to 5 or 7 per cent. 

(ii) 	On reform (i.e. abolition) of mortgage interest tax 

relief: 	this relief serves to encourage home ownership, and 

withdrawing it suddenly would cause hardship. 	However, its 

UNCLASSIFIED 
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nominal value has not risen since 1983, eligibility has been 

tightened, and the basic rate of income tax reduced. To have 

III
kept pace with house price increases since 1983, the ceiling 

would now have to be £70,000. Many mortgages now exceed the 

limit of relief, so for these people there is no additional 

incentive at the margin to borrow for house purchase in 

preference to other assets. 	Therefore distorting effects 

have been reduced. 

On accelerating plans to rationalise training: these 

plans are advancing at a rapid rate. The programme for 

handing over control of occupational training to 100 or so 

private sector Training and Enterprise Councils is proceeding 

faster than originally planned. But we must safeguard the 

quality of training. 

On reform of the professions: 	much progress has 

already been made, and reforms of the legal and medical 

professions are in progress. The UK is also working actively 

for mutual recognition of professional qualifications in the 

Single Market. We want to see this process largely completed 

by 1992, as a significant part of the preparation for Stage 1 

of European Monetary Union. 

On Voluntary Export Restraints: the UK Government 

has withdrawn support from most inter-industry agreements. 

We will be arguing that the role of VERs in the developing 

common external trade policy should be further reduced. 	The 

UK is in the van of promoting liberal trade views in the EC. 

A liberal common external policy will encourage 

competitiveness among EC producers and benefit EC consumers. 

On tendering in health and defence purchases: the 

principle of competitive tendering is being increasingly used 

in the UK: 50 per cent (by value) of defence contracts are 

now put out to tender. We welcome the opportunities created 

by a more international approach to procurement; this will 

help us improve value for money. The forthcoming reform of 

G3 
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hospital finances will increase the scope for competitive 

tendering in the National Health Service. 

Germany 

4. 	German policies in the labour market, on pensions, telecoms, 

health insurance and tax reform are noted with approval by the 

staff. The lack of progress in reducing subsidies, protection and 

also noted. Most of the reforms 

iron and steel, and deregulation 

trade, financial services and 

Germany 

protection 

of services 

transport.  

should undertake are 

to agriculture, coal, 

especially the retail 

The desirability of 

regulation in other areas is 

which the UK has argued that 

included: reduced support and 

reducing support to aerospace is an omission. You can support the 

need for Germany to take these measures, noting that such reforms, 

as well as being desirable in their own right, could, as IMF 

studies suggest, aid current account adjustments. 

PoinLs Lo make 

(i) 	Germany should reduce subsidies to agriculture. 

Overall transfer from tax payers and consumers to farmers, 

including CAP support, is DM3Obn, representing 90% of value 

added in agriculture and 11/2  per cent of GNP. 	Reform would 

increase imports, lower taxes as EC and national subsidies 

fall, lower food prices and raise real consumer incomes, and 

transfer resources from 

the economy. 

agriculture to more efficient uses 

elsewhere in 	 If Germany wants to support its 

farmers for social and environmental reasons it should do so 

by carefully targetted subsidies - at a lower level than 

current national subsidies. 

(ii) 	Germany should reduce large industrial subsidies to 

coal, aerospace, steel and shipbuilding. 

In 1987 the subsidy to coal was about DM3.0bn. It takes the 

form of compensation to the principal coal users (steel and 

electricity) for the difference between domestic coal prices 

and world prices of coal and oil, so support is effectively 

UNCLASSIFIED 
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open-ended. The German arrangements are guaranteed until 

1995 at least. Important to secure reduced levels of subsidy 

and of production. German industry would benefit from 

cheaper imported coal. 

Important to reduce subsidies to aircraft industry. Danger 

that support becomes institutionalised. 	Increasing German 

support may be used to bid up subsidies all round. Must 

resist protectionist arguments for support and press for 

progress in reducing subsidies. Federal support to aircraft 

mostly to Airbus, was about DM/11/2bn (£11/2bn) in 1986. Although 

a significant proportion of the Airbus support was in the 

form of loans, some of these have since been written off. 

The government has agreed to underwrite Deutsche Airbus' loss 

as part of the agreement to return Daimler Benz to the 

private sector. 

Japan 

5. 	Japan is acknowledged to have made good progress in tax and 

financial reform but little progress in other areas: 	reform is 

particularly needed in the areas of land taxation, agriculture and 
"NaRadaw--- 

the distribution system. These are the priorities we have 

identified for Japan: you can agree with them and call for early 

progress. As with Germany, reform could aid current account 

adjustment. 

Points to make 

Further structural reforms would promote efficiency 

in the Japanese economy and may, on balance, tend to reduce 

the current account surplus. 

Japan should alter its taxation structure to free the 

market for land, to reduce tax distortions that keep land in 

agricultural use, and to reduce regulations on urban 

development and construction. Support prices for 

agricultural products and restrictions on food imports should 

both be reduced. Japan will need to move in these directions 

UNCLASSIFIED 
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as part of its response to the GATT agreement in April. 

According to the OECD, government support accounted for 76 

per cent of farming income in Japan in 1987, compared with 51 

per cent in the EC and 41 per cent in the US. 	Yet Japanese 

agriculture accounted for only 3 per cent of GDP in 1986. 

Reform of Japanese distribution is needed. 

  

Government should pursue more competitive policies with 

regard to manufacturer/wholesaler/retailer relationships, 

with the emphasis on deregulation. Welcome existing plans to 

improve working of the Large Retail Stores Law: we hope they 

will soon be fully effective and that further reforms will be 

proposed. Inefficiency is indicated in several ways: 

- The number of retail stores per 1000 people in 

Japan is twice as great as in the UK or the US. 

- The very high ratio of wholesale sales to retail 

sales of consumer goods: 	goods are being re-sold 

more often before they reach the consumer. 

The Large Retail Stores Law protects small shopkeepers by 

allowing them to prevent or delay the establishment of large 

retail outlets: only 1/2  per cent of Japanese stores have a 

floorspace of more than 500 square metres. And retail price  

maintenance is widespread. 

There has been some liberalisation of air 

services but further liberalisation would 

competition, increase consumer choice, reduce 

reduce the current account surplus. For example: 

transport 

increase 

prices and 

- removal of restrictions on the number of services 

that can be operated, allowing the airlines more 

flexibility to respond to change in market demand. 

simplified arrangements for the approval of fare 

levels, allowing 

competitive fares. 

G3 
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- flexible arrangements for routeings. 

Other G7 countries 

The Report calls for Canada to move towards a more neutral 

treatment of investment by corporation tax reform and to reduce 

support and protection of textiles and agriculture. 

On France, the annex calls for action to reduce labour market 

rigidities, reform tax treatment of saving reform social security 

with a view to containing expenditure. 	It draws particular 

attention to the use of subsidies and protection to insulate 

French industry from international competition. 

Italy is asked to undertake tax and social security reform 

linked to reduction of the financial deficit. 

The US is asked to consider tax reform to remove distortions 

of savings behaviour and reform of health care. In a useful 

passage, particular attention is directed at US trade policy: 

protection of steel and textiles should be dismantled and the 1988 

Trade Act should not be implemented in a protectionist way. 	The 

dangers of Super 301 are highlighted. 

G3 
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• 	 ANNEX E 

• 	IMF SURVEILLANCE TABLES: WORLD ECONOMIC SITUATION 
The attached table summarises the IMF and national forecasts 

for the G7 in aggregate and the G3 plus the UK individually. The 

IMF staff forecasts for 1989 have becomP slightly more optimistic 

compared with those presented to the spring meetings as data have 

become available. Those for 1990 are little changed. The 

national forecasts are those submitted in the spring, for the UK 

the FSBR forecasts. The current staff forecasts were seen by 

Deputies at their meeting on 13th-14th September and a previous 

staff forecast discussed by Deputies on 12th July. 

Firm data for the first quarter National Accounts for France 

and Italy and provisional second quarter data for the US, Germany 

and Canada are now available. 	Data for Japan for the second 

quarter will be available this week. 

3. 	The IMF forecasts are based on the conventional assumptions 

of no policy changes and of constant real exchange rates at their 

May 1989 levels. Thus, for example, US interest rates remain at 

their current level and the US federal deficit is on a constant 

services assumption, and not consistent with Gramm-Rudman targets. 

The world oil price is assumed to be about $16, compared with a 

current level of some $16-17. 

4. Compared with the staff forecasts made for the spring 

meetings the main differences are on inflation in most countries 

and on GDP growth in Japan and Germany. 

- The higher than expected oil prices, and higher consumer 

taxes in Germany and Japan have contributed to an upward 

revision of 1/2  per cent to consumer price inflation in 1989 

for the G7 as a whole. The revision to the GNP deflator is 

much smaller. 

- The staff forecasts of GNP growth in Japan for 1989 and 

1990 have been revised up to 5 per cent and 43/4  per cent 
CONFIDENTIAL 
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expand by over 15 per cent in the three years 1988 to 1990. 

On Germany the staff have revised up GDP growth this year 

from 21/2  to 4 per cent. This is consistent with the data 

available for the first half of the year, and reflects strong 

investment and export growth. 

The staff forecast shows a soft landing for the G7 economies, 

with growth falling gradually back towards productive potential 

and inflation moderating but only to 3.8 per cent in 1990 and 3.2 

per cent by 1992. This compares with figures of 2 per cent and 

2.8 per cent in 1986 and 1987. It is an assessment with which we 

broadly agree. 

The main features of the staff forecast for G7 countries 

are: 

G7 GNP growth slows gradually through this year. In 1990 

it is forecast to be 3 per cent, still marginally above the 

estimated growth of productive potential. 

For most countries inflation is now thought to be around or 

a little past its peak. The IMF forecast, as in July, is for 

only a very small reduction in US inflation in 1990 from the 

1989 figure of 5 per cent. There is disagreement about this 

among forecasters, although we concur with the staff 

forecast. 

Latest figures on commodity prices suggest some easing of 

pressure. 

Recent movements of the dollar have given rise to largely 

unexpected reductions in the current account a of the US and 

Japan in the second quarter. This is reflected in the 

forecasts: the US deficit is now expected to be $125bn in 

1989 and $139bn in 1990, about $15bn and $20bn less than 

forecast in March. The figure for 1990 is a little more 

pessimistic than other forecasts. 
CONFIDENTIAL 
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Fiscal balances (general government deficits) show a 

 

• 

• 

• 

reduction of about 1/2  percentage point between 1988 and 1989 

for G7 as a whole. The general government deficit is now 

smaller than at any time since the mid-1970s. 

7. 	This favourable outlook rests on continuing good supply 

performance, with inflation declining as capacity utilization 

remains high, and growth continuing above the usual assessment of 

productive potential. Some favourable supply side factors may be 

mentioned:- 

oil prices are unlikely to strengthen. A significant 

increase in Iraqi export capacity later this year, and a 

gradual rise in non-OPEC production could put downward 

pressure on prices next year. Supply of other commodities is 

also strong. 

Immigration from all sources into Germany this year 

is expected to be up to 1/2  million, with similar increases in 

following years. This will add at least 1 per cent to labour 

supply and productive potential growth. 

Growth in business investment in the G7 has averaged 

81/2  per cent since end 1986, and is expected to hold up well 

over the next two years. 	This has helped to increase 

capacity. 

8. 	The Fund's forecasts for the UK are almost the same as those 

in March. The PSDR, which has been increased in both 1989-90 and 

1990-91, is now above the corresponding FSBR projection. 	The 

projection for domestic demand in 1989 is higher than our own 

forecast. But there is great uncertainty about the data for this 

at present. The figures given for inflation show a fall from 7.7 

per cent to 3;8 per cent between the fourth quarters of 1989 and 

1990. 	This is helpful, although the figure for 1989Q4 is too 

pessimistic. (These figures include MIPS: the RPI less MIPS was 

5.7 per cent up on a year earlier in August, compared with 7.3 per 

cent for the inclusive figure.) 
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(1) For the UK the consumer price 

of each year. 

(% of GDP) 

IMF 	National 

Inflation 

IMF 	National 

(-2.6) -135 	(-2.8) 4.1 	3.9 

(-2.4) -115 	(-2.2) 5.1 	3.9 

(-2.5) -110 	(-1.9) 4.9 	3.7 

(2.8) 78 	(2.7) 0.7 	0.7 

(2.4) 71 	(2.2) 2.2 	2.0 

(2.5) 66 	(2.0) 1.6 	1.5 

(4.0) 48 	(4.0) 1.2 	1.2 

(4.5) 47 	(3.7) 3.0 	2.3 

(4.5) 45 	(3.4) 2.7 	2.0 

(-3.2) -26 	(-3.2) 6.5 	6.5 

(-3.4) -25 	(-2.9) 7-1.7(7 	5.5 

(-2.7) -20 	(-2.2) --3-4C- Sli 	3.3 

(-0.4) -50 	(-0.4) 3.1 	3.1 

(-0.4) -43 	(-0.3) 4.4 	3.3 

(-0.4) -35 	(-0.3) 3.8 	2.9 

figures are for the fourth quarter 

• 	Real GDP 
Growth • 	IMF National 

USA 
	

1988 4.4 3.8 

89 2.9 3.3 

90 2.1 3.2 

Japan 1988 5.7 4.9 

89 4.9 4.0 

90 4.7 3.7 

Germany 1988 3.6 3.4 

89 4.0 2.6 

90 3.0 2.8 

UK(1)  1988 4.2 4.3 

89 3.0 2.3 

90 2.7 1.9 • 	G7 	1988 4.5 4.0 

89 3.5 3.2 

90 3.0 3.1 

Current Balance $bn Consumer Price 

-127 

-125 

-139 

80 

72 

90 

49 

53 

57 

-26 

-31 

27 

42 

60 

-51 
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G7 : EXCHANGE MARKETS 

It is uncertain how the G7 discussion on exchange markets will go. 

But in case there is detailed discussion, including discussion of 

intervention arrangements, you might find it useful to have the 

background material in this note, as well as in the attached 

standard MG1 Briefing Pack. 

411 	
Appropriate Level for the Dollar  

The dollar is now as high as it has been over the period 

since the Louvre. 	It is around 6% up against the deutschemark, 

and around 6% down against the yen since February 1987. 	Chart 2 

attached shows two measures of the real dollar exchange rate : 

using relative unit of labcur costs, and relative consumer prices. 

On both measures there has been a significant real appreciation 

since the second half of 1987 and 1988. There is of course no 

comparison with the overvaluation in 1984, but if one assumes that 

the average real level of the dollar in, say, the second half of 

1987 was the desired level, then the dollar is today overvalued by 

perhaps 5-10%. 

This all suggests that if there is discussion of the 

appropriate ranges for the dollar, as there was in February and 

December 1987, then its current level should probably be regarded 

as the top of the range - with perhaps the level reached in 

December 1987 (DM 1.64 and yen 127) regarded as the bottom. • 
1 
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Intervention and Reserves   

The following table sets out the amounts of intervention 

carried out so far in 1989 by the US, Japan and Germany. 

Intervention 2nd Jan-20 Sept 1989 : $m equivalents   

Total  

US 	 -9170 (against DM) - 18,612 
-8902 (again yen) 

Japan 	-16,576 (against yen) - 16,676 
- 	100 (against DM) 

Germany 	- 3,574 (against DM) 	 - 3,574 

The UK figure over the same period (as reported to other central 

banks) at -6,868 is around double the German figure. 

One factor behind the Bundesbank's reluctance to intervene 

has clearly been a perception that the level of German foreign 

exchange reserves was getting low. Another factor is the 

Bundesbank's distaste for other central banks acquiring DM. The 

run down in German foreign exchange reserves has been as 

follows :- 

• 
2 
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German foreign exchange reserves, excluding 

gold : $ billion, end period  

1987 	 1988 	 1989  

Q1 Qi 	142 QA Q1 June August 

	

(peak) 	(low 
point) 

43 	58 	31 	34 	42 	40 	42 

(Note : the rise in reserves in Ql 1989 reflects a bunching of US 
official payments in respect of US troops in Germany, as well as 
intervention). 

While a level of $40 billion of reserves, excluding gold, 

still seems substantial by the standard of other countries (see 

table in briefing pack), the Bundesbank is presumably worried that 

it has no ready mechanism to raise extra foreign currency for the 

reserves if they run too low. 	This is a function of its 

independence : it would not want to ask the German government to 

borrow foreign currency on its behalf. However, you should note 

that in addition to their foreign currency reserves the Bundesbank 

has gold reserves valued, at current market prices, $34.5 billion. 

Surely if necessary the Bundesbank could find a way of mobilising 

these - perhaps by building on existing central bank swap 

arrangements. 

Intervention : Tactics, Amounts, etc 

It is possible the discussion could move on to detailed 

consideration of intervention arrangements, as it did in February 

and December 1987. You might like to have to hand the secret 

annex agreed at the Louvre and the document prepared in 

December 1987 - both are attached. I suggest the key points for 

any discussion are : 

	

Tactics. 	If there is to be a concerted attack on the 

dollar by central banks, it is essential that it is done 
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well. 	It is also essential that all parties should be 

seen to be co-operating willingly. 	Given the • 	Bundesbank's recent attitude, commentators will 

certainly probe to see if the Germans are really behind 

the exercise. 	It would be most important for the 

Bundesbank to make it clear that it was, and to refrain 

from expressing doubts, even in semi-private. 

Amounts and shares. On the two previous occasions the 

agreement was to spend up to $15 billion, with the 

amounts divided equally between the US, Japan and 

Europe. In this case it would be an agreement to sell 

dollars, rather than to buy dollars. But otherwise it 

might be convenient to follow the previous practice on 

shares. 	The convention has been that of the European 

share, the Bundesbank undertakes half, with the other 

half shared out between EMS countries (including the UK) 

and Switzerland - implying a very modest UK share of the 

total. • 	For us, it would also be important that the arrangements 

should allow purchases either of sterling or DM for 

dollars to count towards our share, with the choice 

between the two to be achieved by us. (So long as we 

are free to interpret the agreement in this way, it 

might however be better to avoid raising this point 

explicitly - given the likelihood of German objections). 

oti)  
D L C PERETZ 

• 
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UNDERSTANDINGS ON INTERVENTION 	SECRET 

BASIC STRATEGY 
To promote greater exchange rate stability by seeking to 

maintain exchange rates around current levels for the time being. These 
understandings will be reviewed in a normal way at a meeting in early 
april in conjunction with the spring meeting of the Interim Committee. 
There would be no bias toward dollar purchases as opposed to dollar sales. 

TACTICS 
Participants will seek to avoid predictability in intervention 

activity. Intervention may occur when there is large and/or volatile 
movement of exchange rates, and would be expected as exchange rates 
deviate substantially from current levels. Levels and amounts of 
intervention would be discussed among participants on a day-to-day basis 
in light of market conditions. 

SCALE 
Total ne intervention (dollar market only) would be 

maximum of $12 billion during the period until the next meeting. Daily 
amounts would vary, but would not ordinarily exceed $300 million for 
either the United States, Europe and Japan. 

CURRENCY 

others (except 
a general rule : for the United States, yen/S, DM/$ ; for 

pt EMS interventions), dollars against national currency, 

PROPORTIONATE SHARES 
United States, Europe and Japan would have approximately 

equal shares over time. ( Dollar sales or purchases offset through other 

acrilirsto wiciV et: bilei illicittir.is inint= 
EMS transactions 

1 	
purpose of the exercise without prior consultation. 	

)tenPtartwiciitphanttshe  wouldh   ic  

VISIBILITY 
Operations will be conducted without attempting to disguise 

them, and on occasion with the intention that they become known in the 
market. However, no official confirmation of intervention except in 
accordance with established subsequent publication policies. 

LOCUS OF OPERATIONS 
Presumption that each participant would have responsability 

for its own market and would not be expected to intervene in another 
market, although it could do so after consultation. 

COORDINATION 
Central banks continue to maintain close contacts on 

intervention operations pursuant to established channels. Finance 
ministries intensify their bilateral channels of communication. 

• 
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December 1987 

UNDERSTANDINGS ON INTERVENTION AND CONSULTATIONS 

1. The participants would hold regular consultations on 
financial market conditions. On the basis of these 
Consultations, they would make ad hoc decisions on exchanic 
market intervention at levels which the participants cons'ider 
appropriate under present circumstances. Intervention should 

be considered if the dollar on the one hand had a tendency t.70 
fall below present levels and on the other hand if it 
approached levels prevailing at the time of the April neeEA1 
of the Group of Seven in Washington. 

2, The United States, Japan and Germany/Europe would be pi-er.eed 
to undertake intervention up to a total of $15 billion 
defined in terms of net purchases/sales of dollars acc6As 
yen and -- according to the following understanding -a9alvisc 
DM/other European currencies, with approximately equal s hares 

over time up to $5 billion each. As a general rule thc 

European share of $5 billion should be provided by Gemony 
in DM on the one hand and the other European countries 
(EMS-countries in the exchange rate mechanist, plus 00 1.7cg 
Kingdom, Switzerland and Austria) on the other hand iA eq u,I 

parts. If these other European countries intervene by a 
higher amount, the total European share will be increase-c4  
correspondingly. 

If intervention in the view of the participants is uscru( 

they will consult on the appropriate daily amounts oF suclA 
intervention and their respective shares, taking into 
market developments and the respective shares of the d k1 tC) 

aeco,Jkit" 

mentioned in para 2. It is understood that for all 	
ot/ t1  

intervention by European countries the situation in thc-
European Monetary System will be considered. 

With regard to the currency of intervention, the T-n<e,x 1  

would be: 

For the United States, equal priority to DM/dolfar- ar% 

yen/dollar, depending on market pressure; 

For Europe, priority to DM/dollar, supplemented by 

European currencies against dollar; 

For Japan, priority to yen/dollar; 

Intervention in dollar/yen by the Deutsche Buntfcsbay.kcink 
dollar/Dm by the Bank of Japan will be subject t-e co.,,Jult-

tion between those two central banks and the U.S. ou t.-1,0e;t;c5. 

This consultation should take place when either tit, znp.i/At 
dollar rate is under pressure. rate or the yen/ 

• 
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. Central banks would continue to maintain close contacts on 
intervention operations pursuant to established channels. 
Finance ministries would continue to discuss matters of 
mutual interest through their bilateral channels of 
communication. 

6. This agreement would enter into effect when adopted by the 
participants in'connection with the December G-7 statement 
and remain in force until the early 1988 meeting. In the 
event that the $15 billion of resources are exhausted prior 
to that meeting, participanta would immediately consult. 

• 
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Proposed Intervention Approach  

September 24, 1989 

On the basis of Friday, September 22 closing rates of Y/$ 146.00 and DM/$ 
1.9520, we propose the following approach starting with the Dollar's 
opening in Tokyo. In principle, this approach will be sustained for 

, subject to review. 

If the Dollar opens at the same level as last Friday's close, the 
United States, Germany and Japan should each be willing to sell 
at least $300 million per country. An additional amount may be 
used to bring about a decline. 

If the Dollar opens at a higher level than at last Friday's 
close, we will each be willing to sell at least $500 million. 
Additional amounts may be used as necessary. 

If the Dollar opens or moves to a substantially lower level than 
last Friday's close, no immediate intervention will be necessary. 

In considering tactics, it would be expected that an element of 
surprise could be useful and that continuous operations over 
extended periods would not necessarily be expected. Instead, 
substantial operations at opportune moments could be useful. • 

In all cases, the following guidelines should be observed: 

Close-of-day-trading rates in New York will serve as the new 
reference point for the next day using the same general framework 
as outlined above. 

The condition of other financial markets will be factored into 
consideration. 

Intervention activities will generally be conducted with an 
emphasis on market visibility. 

It is expected that the other European countries and Canada may 
engagel in supporting operations consistent with this approach as 
approprlate. 
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MR PERETZ 

CHANCELLOR OF THE EXCHEQUER 
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G7: EXCHANGE RATES, INTEREST RATES AND INTERVENTION 

As background for this weekend's meetings,vattach; 
cl(4t 

i. 	graphs of movements in the EERI, $/£, DM/E,/Yen/$ and DM/$ 

from the Louvre Accord to date. The last two graphs show the 

(secret) agreed G7 ranges; 

• 	a table of movements in exchange rates from key dates; 

a table of long-term and short-term nominal and real 

interest rates in G7 countries; 

a table of recent UK base rate movements and the 

configuration of exchange rates at the time; 

graph showing G7 short term nominal interest rates; 

facts sheets on the UK's official reserves and foreign 

currency debt; 

a table showing published changes in UK monthly official 

reserves (underlying and total) since the beginning of 1986; 

a table using unpublished material showing the UK's net 

II! 	currency reserves at the end of August 1989; 
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three summary tables showing unpublished G7 reported • 	market intervention for 1987, 1988 and 1989 so far, together with 
monthly breakdowns; 

table showing levels of published G7 total reserves (minus 

gold) since the Louvre Accord to date. 

Pc10,,.._  
I POLIN/P SMITH 
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• Closing Level 
20.9.89 

General 
Election 

% change to Close 20 September 1989 since 

ALL 	time f 
low point 	Plaza 	Paris 	Black 
against $ 	Agreement 	Accord 	Friday 

G7 	US 
Statement Election 

Budget 
1989 

G7 
Washington 

3.5.1979 26.02.85 20.9.85 20.02.87 16.10.87 23.12.87 08.11.88 14.3.89 31.3.89 

-14.4 0.8 -12.3 7.0 0.1 -1.8 -4.8 -4.7 -4.1 
107.0 * 90.9 * 104.4 	* 85.6 * 91.5 	* 93.3 	* 96.2 * 96.1 	* 95.5 	* 

-23.7 53.0 15.9 3.7 -4.8 -13.0 -11.0 -8.0 -6.0 
2.0759 * 1.0357 	* 1.3675 	* 1.5283 	* 1.6645 	* 1.821 	* 1.7797 	* 1.7227 	* 1.6855 	* 

-22.2 -15.0 -21.4 10.0 2.4 2.9 -3.1 -4.1 -4.1 
3.9450 * 3.6121 	* 3.9063 * 2.7914 	* 2.9969 * 2.9846 * 3.1686 * 3.2025 	* 3.2008 * 

-50.8 -15.7 -30.4 -2.3 -3.5 -0.8 2.6 2.7 2.5 
466.5 * 272.12 * 329.36 * 234.67 * 237.52 	* 231.18 * 223.48 * 223.35 	* 223.75 	* 

2.3 -36.9 -27.7 -1.6 2.6 10.9 7.7 5.6 3.8 
69.8 * 113.1 	* 98.8 * 72.6 	* 69.6 * 64.4 	* 66.3 * 67.6 * 68.8 * 

2.0 -44.1 -32.2 6.1 7.6 18.2 8.2 4.2 2.0 
1.9004 	* 3.4665 * 2.8565 * 1 	8265 	* 1.8005 	* 1.6390 * 1.7905 	* 1.859 	* 1.899 	* 

-35.6 -44.6 -39.9 -5.8 1.4 14.0 15.3 11.6 9.0 
224.70 * 261.15 	* 240.85 * 153.55 	* 142.70 * 126.95 	* 125.57 	* 129.65 	* 132.75 	* 

STERLING 

I ERI 	91.6 

$/f 	1.5845 

DM/ f 	3.0700 

Yen/f 	229.31 

DOLLAR 

$ ERI 	71.4 

DM/$ 	1.9375 

Yen/$ 	144.72 

MOVEMENTS IN STERLING AND THE DOLLAR AGAINST OTHER MAJOR CURRENCIES 

Sterling all-time lows: 

ERI 	 83.( (8 October 1986) 

$dik 	 1.036 (26 February 1985) 

2.7349 (28 January 1987) 

Recent sterling trading highs: 

ERI 	 98.7 (6 December 1988) 

$ 	 1.9065 (18 April 1988) 

DM 	 3.2915 (1 February 1989) 
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Dollar all-time Lows: 	 Ots. 	• ,r48 1-0 

$ ERI 	 63.3 (30 October 1978) 	 1.4, 	1 6 t o 
DM 	 1.5620 (4 January 1988) 	 044 	1. 61 
YEN 	 120.25 (4 January 1988) 	 Grip, 	3-o 6 2. . 

Recent dollar trading highs: 

$ ERI 	 74.1 	(15 June 1989) 

DM 	 2.047 (15 June 1989) 

Yen 	 151.75 (15 June 1989) 

Note 

Figures marked with '* show level of closing exchange rate on which per cent change is based. 

• 
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G7 nominal and real 3 month interest rates 
as at 20 September 1989 

Nominal Relative to inflation(1) Inflation 

UK 13.9 6.2 7.3* 

US 8.8 4.1 4.5* 
JAPAN 5.7 2.7 2.9* 
W GERMANY 7.5 4.4 3.0 
FRANCE 9.3 5.6 3.5 
ITALY 12.6 5.2 7.0 
CANADA 12.4 6.6 5.4 

G7 AVERAGE 8.9 4.4 4.7 (July) 

All inflation rates July except * August. 

G7 nominal and real 10 year bond yields 
as at close 19 September 1989 

Nominal Relative to inflation(1) Inflation 

UK 10.2 2.7 7.3* 

US 8.1 3.4 4.5* 
JAPAN 5.3 2.3 2.9* 
W GERMANY 6.9 3.8 3.0 
FRANCE 8.6 4.9 3.5 
ITALY 11.7 4.4 7.0 
CANADA 9.5 3.8 5.4 

G7 AVERAGE 7.9 3.4 4.7 (July) 

• 

All inflation rates July except * August. 



RECENT INTEREST RATE INCREASES WITH LONG RATES 
AND EXCHANGE RATES FOR COMPARISON 

Base Rates (1) 20 year gilt yields DM/ E $/E ERI 

1987 

August 6 10 9.8 2.96 1.58 89.7 

October 23 91/2 9.6 2.99 1.66 91.4 

November 4 9 9.1 2.98 1.75 92.8 

December 3 8 1/2 9.3 3.00 1.80 93.8 

1988 

February 1 9 9.4 2.97 1.76 92.0 

March 17 81/2 9.1 3.10 1.84 96.1 

April 8 8 9.1 3.14 1.87 97.2 

May 17 71/2 9.3 3.17 1.86 97.6 

June 2 8 9.3 3.11 1.80 95.4 

June 6 81/2 9.2 3.10 1.80 95.1 

June 22 9 9.3 3.15 1.77 95.7 

June 28 9 1/2 9.5 3.10 1.72 94.0 

July 4 10 9.6 3.08 1.68 93.3 

July 18 101/2 9.6 3.14 1.67 94.2 

August 8 11 9.4 3.23 1.70 96.3 

August 25 12 9.6 3.16 1.70 95.3 

November 25 13 9.4 3.17 1.85 96.2 

1989 

May 24 14 9.6 3.16 1.57 93.1 

1.(f, 	 li• 

(1)Date when Bank announced change in dealing 
rates.Base rates usually moved next working day. 

All rates shown at day's close. 
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G7 3mth interest rates 
monthly averages of weekly data 
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Previous reserve levels and changes 

(i) 
	Reserves levels at key dates:  

$ million 
End=plailDed 	 Level of reserves  

Labour  

End-December 1976 
( 	 4,129 (Low) 

End-March 1979 
(High) 	 21,947 

Conservative  

End-March 1985 
(Low) 	 13,528 

End-December 1988 	 51,685 

End-January 1989 	 51,705 
(High) 

End-March 1989 	 46,931 (after revaluation) 

End-August 1989 	 43,208 

(ii) 	Recent reserve changes: 

1987 	Year 
1988 	Year 

1989 	January 
February 

Underlying change Total 

$ million 

Level of 
reserves 

change 

+19,513 
+ 4,480 

+ 	20 
- 	22 

+20,475 
+ 7,257 

+ 	330 
+ 	29 

at end period 

44,326 
51,685 

51,705 
51,683 

March - 	1,196 - 	1,227 50,456 
(46,931)* 

April + 215 + 	325 47,256  
May - 739 - 	1,169 46,087 
June - 	2,236 - 2,422 43,665 
July + 67 - 	34 43,631 
August - 405 - 	423 43,208 

* after revaluation 
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Levels of total official debt at key dates 

$  billion 

EnciApv.ris/d 
	

Level of total 

official debt 

Labour 

End-March 1974 
	

8.7 

(low) 

End-December 1977 	 25.5 

(High) 

Conservative 

End-May 1979 
	 22.0 

• 	(High) 
End-September 1984 	 11.0 

(Low) 

End-March 1989 	 15.2* 

Latest published figure from Financial Statistics, 

August 1989, Table 10.6. 

• 



PUBLISHED CHANGES IN UK OFFICIAL RESERVES 1986 - END AUGUST 1989 

111111986 

Underlying 

Change 

Total 

Change 

$ million 

Spot Reserves 

at end Period 

January + 	132 + 	17 15,560 
February + 	112 + 250 15,810 
March + 278 + 435 18,750' 
April + 264 + 237 18,987 
May + 138 + 179 19,166 
June + 291 + 	22 19,188 
July - 	4 - 105 19,083 
August - 	141 - 159 18,924 
September - 372 +3502 22,426 
October - 668 - 434 21,992 
November + 	35 + 	14 22,006 
December + 	96 - 	83 21,923 

1986 Sub-Total + 161 +3875 
1987 
January + 	72 + 	29 21,952 
February + 287 + 305 22,257 
March +1785 +1892 27,039* 
April +2912 +2768 29,807 
May +4760 +4872 34,679 
June - 230 - 315 34,364 
July + 499 + 551 34,915 
August - 457 - 550 34,365 
September + 380 + 443 34,808 

Allictober +6699 +6591 41,399 
1110November + 	31 - 	118 41,281 

December +3737 +3045 44,326 

1987 Sub-Total +20475 +19513 
1988 

January + 	38 -1233 43,093 
February - 	25 - 166 42,927 
March +2225 +1713 47,519* 
April + 514 + 338 47,857 
May + 814 + 676 48,533 
June + 	84 - 	14 48,519 
Jul). + 910 +1307 49,826 
August + 827 + 813 50,639 
September - 143 -157 50,482 
October +1124 -434 50,048 
November + 428 + 992 51,040 
December + 461 + 645 51,685 

1988 Sub-Total +7257 +4480 
1989 

January + 330 + 	20 51,705 
February + 	29 - 	22 51,683 
March -1196 -1227 46,931* 
April + 215 + 325 47,256 
May - 739 -1169 46,087 

11111une -2236 -2422 43,665 
Jul),  + 	67 - 	34 43,631 
August - 405 - 423 43,208 

1989 Sub-Total 	-3935 	 -4952 
NOTE 

(i)All changes and sub-totals do not include effect of annual revaluation 
changes. 
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SECRET 

NOT FOR PUBLIC USE 

TABLE : NET CURRENCY RESERVES : END AUGUST 1989 

Assets * Liabilities 

$ million 

Net assets 

US$ 15075 9049 + 6026 

DM 7085 1823 5262 

DFLS 436 202 234 

Yen 5416 202 5214 

Sw fr 64 64 0 

Canadian $ 697 414 ++ 283 

ECU 4437 2575 1862 

Others 2043 ** 6 2037 

35253 14335 20918 

Note: Liabilities valued on reserves valuation basis. 

assets include both spot and forward, and dollars pledged to EMCF. 

of which $1,806 million are long-term North American loans. 

++ Long-term North American loans. 

** includes +1920 Ffr,+119 Bfr ($ million equivalent). 

NOT FOR PUBLIC USE 

• 	SECRET 



108g.mg.ld/Polin/(1)24.1tab  

SECRET 

TABLE: 1989 (JANUARY 2nd to SEPTEMBER 20th CLOSE) SUMMARY OF TOTAL 67 REPORTED MARKET INTERVENTION'  • 
US 

Germany 

Japan 

France 

Italy 

Canada 

UK 

DM Yen FFr 

$ million eauivalent 

Total ECU 	 Other 
Currencies 

-9,710 (agst DM) - - - -18,612 
-8,902 (agst Yen) 

-3,574 - - 	 + 85 DKr -3,489 

-16,576 (agst Yen) -16,676 
- 	100 (agst DM) 

- 	945 (agst DM) + 1,268 + 	49 +240 	 + 30 SwFr + 	415 
- 	30 (agst ECU) - 62 (agst DM) 
- 	135 

+ 1,347 +7,044 - + 388 +1,313 	 +127 Dkr +9,520 
- 	10 (agst ffr) 
- 	689 (agst DM) 

- 	741 + 	763 + 664 - - 	 - - 	311 
- 	525 (agst DM) 
- 	472 (agst Yen) 

- 	505 (agst DM) 18 -6,868 
-6,345 

-47,912 +9,057 +713 +388 +1,491 	 + 242 

Grand Total -36,021 

0
+ on a done date basis 

• 



-1220$ 

-830$ 

+45$, +53 DM 

60$ agst DM 

-174$, -48$ agst DM 	-638$, -25$ agst DM 
+552 ON, -64 FFr, +34 Ecu +48 DM, +71 Yen 

+173$, +43 DM, +19Ffr 
+7 Dkr 

+1166$, -23$ agst DM 	+383$, -35$ agst Yen, 
-10$ agst Ffr, +1226 ON, +28 Yen 
+341 Ffr, +120 Dkr, 
+878 Ecu 

+332$ 

+355$, +787 ON, +42Ffr, 
+388 Ecu, -55$ agst DM 

80$ agst DM 
-180$ 	-2399$ 

108g.mg.ld/Polin/(1)30.3tab  

SECRET 

TABLE: G7 REPORTED MARKET INTERVENTION±  1989 

$ million equivalent 

UK 

-205$ agst DM 
+125 ON 

125$, -25$ agst DM 
116 DM 

1205$, -75$ agst DM 
27 DM 

550$, 
-35$ agst DM 

1355$, 

65$ agst DM 

2560$ 

-475$, -50$ agst DM 

75$, 
50$ agst DM 

• 

September -994$ agst Yen 
(1-20th 	-762$ agst DM 
close) 

Canada 

-33$, -185$ agst DM, 
+529DM 

+170$, +19 DM 
+38 Yen, -125$ agst DM 
25$ agst Yen 

-8$, -20$ agst DM, 
+82 ON, +90 Yen 

+147 Yen, +45 ON, 
145$ agst ON, 

-237$ agst Yen, -634$ 

160$ agst Yen, 
-25$ agst ON, 
+290 Yen, 
+40 DM 

313$, -15$ agst Yen 

January 1989 to 20th 

September 1989 US 	 Germany 	Japan 	 France 

-1880$ agst DM 	-1356$ 

February 	-350$ agst DM 	-309$ 	 -60$ agst DM 

March 	-1419$ agst DM, 	-268$ 
100$ agst Yen 	+85 DKr 

ApriL 	-220$ agst DM 	-21$ 	-30$ 	 +368DM, -30$ agst DM 
50$ agst Yen 

May 	-3550$ agst ON, 	-949$ 	-5527$ 
-3185$ agst Yen 

June 	-1129$ agst DM, 	-396$ 	-6570$ 	 -180$, 

190$ agst DM 
+88DM 

+256DM, +49 Yen 
-50$ agst DM, +30 SwFr, 
+ 33 Ecu, -30$ agst Ecu, 
62 Ecu agst DM 

+207 Ecu 

1989 
Janury 

+5030M, -380$ agst ON, 	+ 29FFr, -31$, 

Italy 

25$, -133$ ags: DM 
+17520M, +21FFr, +13Ecu 

3823$ agst Yen 

July 	-230$ agst Yen 

August 	-520$ agst Yen 	-95$ 
-400$ agst DM 

-100$ agst DM -95$ agst DM 

+1259 DM, -16$ 
-76$ agst DM 

+445 ON, -21$ agst DM 

-266$ agst ON, + 986 DM 

-101$, -67$ agst DM, 
6 DM 
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SECRET 

TABLE: 1988 (JANUARY TO DECEMBER) SUMMARY OF TOTAL G7 REPC1ZTED MARKET INTERVENTION+  

$ DM Yen FEr 

$ million equivalent 

ECU 	Other Tbtal 
Currencies 

US +2755 (agst Yen) - - - - 	- - 	961 
-3,716 (agst DM) 

Germany -7,125 -6,950 
+175 (agst Yen) 

Japan +5,311 +5,161 
-150 (agst DM) 

France -3,005 +2,218 -812 
-45 (agst DM) 
+20 (agst Yen) 

Italy -1,137 -525 +570 +99 -1,247 
-254 (agst DM) 

Canada +8,299 +52 -79 - - 	- +8,150 
+82 (agst Yen) 
-204 (agst DM) 

UK +1,579 +1,620 - +1,202 +1,356 	+98 BFr +5,660 
-230 (agst DM) 
+35 (agst Lira) 

+2,390 +3,365 -79 +1,772 +1,455 	+98 

Grand Total +9,001 

+ on a done date basis 

• 
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57DM 
44ffr 

+ 75$,+101DM 162$ 
25$ agst Yen 

+ 50$ 563$,-252DM December 174$ 200$ agst Yen 
100$ agst DM 

TABLE: G7 REPORTED MARKET INTERVENTIONI  1988 

January 1988 to 
December 1988 

1988 

January 

February 

March 

April 

US 

+235$ agst Yen 
+480$ agst DM 

+318$ agst Yen 

+260$ agst Yen 
+240$ agst DM 

Germany 

+415$ 
+50$ agst Yen 

+150$ 
+125$ agst Yen 

France 

+610$, +3513DM 
+30$ agst DM 

+356DM 

-90DM,+190$ 

+65$ 
+50$ agst DM 
+20$ agst Yen 

Italy 

+366$,+795DM, 
+85 ECU, 
+30$ agst DM 

93$,-61DM 
-23Ffr 

-1236DM,-697$ 
-13Ffr 

1650DM,-12Ffr 
14ECU, -27$ 

+20$ agst DM 

Canada 

+840$, 
+116Y,+72DM 

+1839$,-25$ 
agst Yen 

+809$ 
+48$ agst Yen 
+25$ agst DM 
12 Yen 

$ million equivalent 
UK 

+25$ agst DM 

+35$ agst Lira 

+242$,+1004ECU 
+731DM,+951Ffr 

+540$ 

+1060$ +1217$,+32Y,+91DM, 
+18$ agst Yen 
+37$ agst DM 

May 

June 

July 

August 

September 

October 

November 

520$ agst DM 

-2410$ agst DM 

-1806$ agst DM 

-330$ agst DM 
-28$ agst Yen 

+200$ agst Yen 

+1570$ agst Yen 
530$ agst DM 

-7$ 

-1466$ 

-4169$ 

-1976$ 

235$ 

-21$ 

+358$ 

-150$ agst DM 

+356$ 

+2653$ 

+98 DM 

731$,-175$ 
agst DM, +26DM 

1364$, 
-146DM 

-1006$,-1204DM 

+100$ agst DM, 
83DM 

-372$ 
-294 DM 
+20 FFr 

366$,-91$ 
agst DM, +1139 DM 
68FFr 

-1350$, 
6$ agst DM 
220 DM 
-40 ECU 
+3OFFr 

+1081$,+17DM 
+356 FFr 

+250DM,+724$,+236FFr 

372$ 

+2865$, 
23$ agst DM 

167$,-126$ 
agst DM 

-1448$ 
-140$ agst DM 

+964$ 
25$ agst DM 

+1105$,-57DM 
14 Yen 

+809$,-54DM 
16$ agst Yen 
23$ agst DM 

201 Yen 

+670$ 
+100 FFr 
+100 ECU 

+125$,-50$ agst DM, 
+179 DM 

-150$ agst DM 
+575DM,+252ECU 
+98Bfr,+151FFr 

-225$,-130$ agst 
DM, +66DM 

-363$, +800M 

+200$,-112DM 

+315$,+75$ agst DM 

Japan 

+379$ 

+813$ 

-26$,-20$ agst DM 	-91$,-20$ agst DM 
+678 DM, +68ECU 

180$,-30$ agst DM 	-312$,-187$ agst DM 



+ 6,020 (agst 

DM 

Yen) 

Yen 	FFr 	ECU Other Total 

Currencies 

+ 8,398 
+ 2,378 (agst DM) 

+ 4,106 + 	3,308 + 92 DKr + 8,263 
755 (agst Yen) + 2 If 

US 

Germany 

91/G.LcLD.4324.004 

SECRET 

TABLE: 1987 SUMMARY OF TOTAL G7 REPORTED MARKET INTERVENTION+ • 
$ million equivalent 

Japan 

France 

+ 	34,798 

	

85 	(agst DM) 

+ 	6,597 . - 	10,041 - 	 - - - 

+ 34,883 

- 	2,687 
+ 	710 	(agst Yen) 

+ 	47 	(agst DM) 

• 

Italy + 	1,632 - 	1,211 - 	 - + 	75 - + 	707 
+ 	71 	(agst Yen) 

+ 	106 	(agst DM) 

+ 	34 	(agst ECU) 

Canada + 	4,972 - 	1,781 + 	3,386 
72 	(agst DM) 

123 	(agst Yen) 

UK + 26,999 + 	3,551 + 	658 + 133 + 	38 Lira + 31,567 
200 	(agst Yen) + 	28 BFr 

40 	(agst DM) 

+ 89,665 - 	9,482 + 	3,966 + 208 + 160 

• 	 Grand Total 	+ 84,517 

+ on a done date basis 
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January 1987 
December 1987 

to 
US g=LIX 

TABLE: 67 REPORTED MARKET INTERVENTION1  1987 

million equivalent 
Japan France Italy Canada 	 UK 

1987 

January +50$ agst Yen +566$, 	+2IL +8649$ +189$,-4217DM +394$,-628DM,-12ECU +1445$ 	 +181$ 
+3308ffr,+92DKr 

February - - - +661$,+2111DM +493$,+1978DM +291$ 	 +174$,+30DM 

March +2395$ agst 	Yen +200$ agst Yen +8533$ +883$,+4084DM +37$,+612DM +1578$ 	 +3630$ 
-30$ 	agst 	DM +250$ agst Yen +27ECU +100$ agst Yen 

+225DM 

ApriL +1530$ agst 	Yen +555$ 	agst 	Yen, +7398$ +4525$,-970DM +1067$,+26ECU -1781DM 	 +5525$,+100$agst Yen 
+99$ agst DM +327$ +50$ agst DM +460$ agst Yen -1290DM, 

+71$ agst 	Yen 
+156DM 

May +20$ agst 	Yen +269$ +35$ agst DM -918DM +169$,-1572DM -553$ 	 +6715$ 
+273$ agst DM 

June +103$ agst 	Yen +150$ +80$ +70$ agst DM -47$,-855DM +579$ 	 -85$ 
+415$ agst 	DM -480DM +25$ agst DM 

July - - +81DM -953$,-455DM +77$ 	 +487$,+517DM 

August -681$ agst DM 
+105$ agst 	Yen 

-133$ +959$ -714$,-40DM 
-267$ agst DM 

-2102$,-870DM +712$,-50$ 	 -526$,-150$agstDM 
agst DM 

September +235$ agst 	Yen +216$ +670$ +20$ 	agst 	DM, 
-1138DM 

+233$,+1844DM +353$ 	 +1603$,+35$ agst 
+20$ agst Yen 	+664DM 

DM 

October +65$ agst Yen 
+395$ agst 	DM 

+760$ +2012$ +338$,-6284DM, 
+60$ agst 	DM 

+890$,+724DM, 
+10$ agst 	DM 

+138$ 	 +5818$,+50$ 	agst 
+38$ agst DM 	+1128DM 

DM 

+34ECU 

November +428$ agst Yen +812$ +3074$ -2270DM +992$,-374DM -21$,+17$ 	agst 	DM 	- 
+788$ agst DM 

December +1089$ agst 	Yen +1139$ +3423$ +715$ +459$,-325DM +373$,+67$agst 	DM, 	+3477$,+25$ agst DM 
+1119$ 	agst 	DM +164$ agst DM +71$ agst DM +103$ agst 	Yen 	+831DM, 	+658Ffr, 

+34$ agst 	ECU 	+133ECJ, 	+38Lira 
+286fr 
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LEVELS OF PUBLISHED G7 TOTAL RESERVES (MINUS GOLD*) 1987 Ql TO DATE 

End-period 

D5 GERMANY 

1987 Q1 36 43 

Q2 33 44 

Q3  34 42 

Q4 36 58 

1988 Q1 32 52 

Q2 30 46 

Q3  37 31 

Q4 37 34 

1989 Q1 39 42 

April 39 44 

May 44 40 

June 50 40 

July 52 42 

August 42 

* at national valuation 

$ billion 
equivalent 

JAPAN 	FRANCE 	ITALY 	LAMM 	DK 

69 32 24 5 20 

69 30 24 5 27 

71 31 18 5 28 

80 30 31 7 37 

84 29 30 12 40 

87 29 27 15 41 

90 26 29 14 42 

97 22 34 15 44 

98 23 38 15 40 

99 23 40 15 40 

95 21 39 15 39 

89 26 39 15 37 

88 26 42 15 37 

26 36 

Notes  

Figures for total G7 published reserves supplied by the Bank 

Figures for gold at National valuation, taken from International Financial Statistics, published by IMF, 
September 1989 edition. 
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WORLD ECONOMIC DEVELOPMENTS 

Activity 

There are signs that the pace of growth is slowing in North America but activity remains buoyant in 
Japan, Germany and France. 

Figures for the second quarter of 1989 show GNP growth on a year earlier of 3.1 per cent in the 
US, and 4.9 per cent in Germany. GNP growth in Japan was 4.5 in the year to 1989 Ql. 

The growth rate of industrial production has slowed this year in the US but remains strong else- 

Capacity utilisation rates are still close to or above past peaks in all the 07 countries except Japan, 

but fell in Q2 in the UK, US and France. 

Inflation 

There is evidence of some easing of inflationary pressure in the major economies:-

- The 12-month rate of 07 consumer price inflation rose further from 4.0 per cent in February to 

4.8 per cent in May (the highest rate since April 1984), but was 4.7 per cent in July; 

- Producer prices have risen sharply in the US and Japan so far this year but fell in July. The 

12-month rate of 07 producer price inflation increased from 2.5 per cent in November to about 5.3 

per cent in May but has now fallen back; 

- The Oil price measured in SDRs has changed little over the summer, staying at about 5 per barrel 

below its April peak. 

Policy 

Short term interest rates have fallen since April in the US but have risen in Japan and Germany. 
External Position 

The US current account deficit has changed little over the last three quarters, but the Japanese and 

German current account surpluses both fell in Q2. 

The US dollar has appreciated by 13 per cent in effective terms so far this year. 

SAMANTHA BECKETT 	 1F2 DIVISION 
EXT 5548 	 20 SEPTEMBER 1989 

where. 

• 
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SECTION A: ACTIVITY 
Paragraph:- 
1. 	07 average GDP/GNP growth. 
2-4. 	GDP/GNP and domestic demand growth in individual countries. 
5-6. 	G7 average real expenditure growth. 

Business investment and new orders. 
Industrial production. 
Unemployment rates. 
Capacity utilisation rates. 

SECTION B : PRICES AND LABOUR COSTS 

Consumer price inflation. 
Producer price inflation. 
Earnings and unit labour costs. 
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SECTION A: ACTIVITY IN THE G7 

0 	Growth of  real output  in the G7 has moderated from its very rapid rate at the end of 1987 and beginn- 
ing of 1988, but remains above the estimated rate of growth of productive potential. 

Table 1: GDP/GNP growth in the G7 countries 

Annual percentage change 

1984 

1985 

1986 

1987 

1988 

Change from four quarters earlier (per cent) 
1987 Q1 

Q2 

Q3 

Q4  
038 Q1 

Q2 

Q3 

Q4 
1989 Q1 

Indices (1980=100) 

1987 Q1 

Q2 

Q3 

Q4  
1988 Q1 

Q2 

Q3 

Q4  
1989 Q1 

Nominal 

GNP 
Real 

GNP 
GNP 

Deflator 

9.2 4.8 4.2 
7.1 3.3 3.7 
6.1 2.6 3.4 
6.5 3.4 3.0 
7.8 4.5 3.2 

5.5 2.4 3.1 
5.9 2.8 3.1 
6.8 3.9 2.8 
7.8 4.7 3.0 
8.1 5.3 2.7 
7.7 4.6 2.9 
7.9 4.4 3.3 
7.5 3.6 3.7 
7.9 3.6 4.1 

163.5 117.6 139.0 
166.5 118.8 140.2 
170.0 120.5 141.1 
173.6 122.1 142.2 
176.8 123.8 142.8 
179.4 124.3 144.3 
183.5 125.8 145.9 
186.6 126.6 147.4 
190.7 128.3 148.6 

2. 	Table 2 shows that all the major countries shared in the vigorous expansion of 1988, but while growth 
slowed in 1989 in the US and UK it has not slowed in Germany. 



Table 2: GNP and Domestic Demand Growth in Indivdual Countries 

GDP/GNP 	 Domestic Demand" 
US 	Japan Germany 	France 	UK 	G7*** 	 US 	Japan Germany 	France 

Annual percentage changes 

UK Gr" 

1984 6.8 	5.1 	3.3 	1.3 	1.7 	4.8 	 8.9 	3.8 	2.0 0.4 2.6 5.4 
1985 3.4 	4.9 	1.9 	1.9 	4.0 	3.3 	 3.9 	3.9 	0.8 2.5 2.8 3.3 
1986 2.7 	2.5 	2.3 	2.3 	3.2 	2.6 	 3.5 	4.1 	3.5 4.1 4.2 3.7 
1987 3.7 	4.4 	1.8 	1.9 	4.5 	3.4 	 3.2 	5.1 	3.1 3.0 5.2 3.8 1988 4.4 	5.8 	3.6 	3.4 	4.3 	4.5 	 3.2 	7.8 	3.6 3.8 7.3 4.6 

Change from four quarters earlier (per cent) 
1987 Q3 	4.3 	4.6 	1.5 	2.0 	5.0 	3.9 	 3.5 	5.0 	2.9 2.2 5.7 4.0 

Q4 	5.4 	5.7 	2.4 	2.6 	5.1 	4.7 	 4.6 	7.0 	3.3 3.7 7.0 5.1 

1988 Q1 	5.1 	7.0 	4.4 	4.0 	5.5 	5.3 	 3.9 	9.1 	4.6 3.5 8.7 5.4 Q2 	4.9 	5.7 	3.4 	3.2 	4.5 	4.6 	 3.6 	8.1 	3.3 3.5 6.7 4.7 
Q3 	4.4 	5.7 	3.6 	3.5 	4.0 	4.4 	 3.1 	8.0 	3.5 4.2 6.9 4.7 
Q4 	3.4 	4.8 	3.1 	3.1 	3.4 	3.6 	 2.4 	6.1 	3.2 4.1 6.9 3.9 

1989 Q1 	3.3 	4.5 	4.4 	3.0 	2.3 	3.6 	 2.7 	5.8 	2.8 3.2 6.0 3.9 Q2 	3.1 	 4.9 	 1.5 	 2.5 	 2.9 4.8 

Indices (1980=100) 
1987 Q3 	121.5 	131.2 	111.3 	112.9 	119.1 	120.5 	 128.2 	127.1 	107.6 113.6 123.8 122.4 Q4 	123.5 	133.5 	112.3 	114.0 	121.4 	122.1 	 129.9 	130.4 	109.0 114.8 126.4 124.4 
1988 Q1 	124.7 	136.7 	113.7 	115.3 	122.6 	123.8 	 130.1 	133.8 	110.2 115.8 127.8 125.6 Q2 	125.8 	135.6 	113.7 	115.6 	123.3 	124.3 	 131.0 	134.7 	110.1 116.8 128.5 126.3 Q3 	126.8 	138.7 	115.3 	116.8 	123.8 	125.8 	 132.2 	137.3 	111.4 118.5 132.3 128.1 Q4 	127.7 	139.9 	115.8 	117.5 	125.5 	126.6 	 133.0 	138.4 	112.4 119.5 135.1 129.3 
1989 Q1 	128.8 	142.9 	118.8 	118.8 	125.4 	128.3 	 133.6 	141.7 	113.3 Q2 	128.6 	 119.3 	 125.1 	 134.3 	 113.2 

119.6 135.6 
134.7 

130.5 

** Expenditure measure of GNP/GDP at market prices except for UK (HMT compromise measure of GDP at factor cost). 
Includes stockbuilding. 

*** Weighted by GNP/domestic demand and exchange rates in 1980. 
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CHART 2: REAL GNP 
(1980 = 100) 

CHART 3 : REAL DOMESTIC DEMAND 
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Table 3: Growthgreat expenditure in the G7 countries' 

1984 
1985 
1986 
1987 
1988 

1987 

1988 

1989 

1987 

1988 

1989 

Q1 
Q2 
Q3 
Q4 
Q1 
Q2 
Q3 
Q4 
Q1 

Q1 
Q2 
Q3 
Q4 
Q1 
Q2 
Q3 
Q4 

Q1 

Private 
Consumption 

3.3 
3.6 
3.8 
3.4 
3.9 

3.3 
3.3 
3.4 
3.7 
4.5 
3.6 
3.6 
3.7 
3.0 

119.8 
121.4 
122.8 
123.5 
125.2 
125.8 
127.2 
128.1 

129.0 

Government 	Domestic.. 
Investment 	Expenditure 	Demand 

Annual percentage change 

	

7.5 	 3.0 	 5.4 

	

4.4 	 4.7 	 3.3 

	

3.0 	 3.5 	 3.7 

	

5.6 	 2.1 	 3.8 

	

8.9 	 1.3 	 4.6 

Change from four quarters earlier (per cent) 

	

3.0 	 3.3 	 3.1 

	

4.3 	 2.0 	 3.1 

	

7.2 	 2.2 	 4.0 

	

8.2 	 0.9 	 5.1 

	

10.9 	 1.0 	 5.4 

	

9.9 	 1.5 	 4.7 

	

8.3 	 0.5 	 4.7 

	

6.8 	 2.0 	 3.9 

	

7.4 	 1.9 	 3.9 

Indices (1980=100) 

	

115.3 	 118.9 	 119.1 

	

118.3 	 119.4 	 120.7 

	

121.9 	 120.3 	 122.4 

	

124.6 	 121.2 	 124.5 

	

127.9 	 120.1 	 125.6 

	

130.1 	 121.2 	 126.3 

	

131.9 	 120.9 	 128.1 

	

133.1 	 123.6 	 129.3 

	

137.3 	 122.4 	 130.5 

Exports 

9.7 
3.7 
2.0 
5.8 
9.0 

3.2 
3.7 
6.9 
9.3 

10.3 
10.1 
8.4 
7.4 
9.3 

123.6 
125.8 
130.1 
133.3 
136.3 
138.4 
141.1 
143.2 

149.0 

Imports 

12.9 
3.4 
7.1 
7.6 
9.8 

6.7 
5.1 
7.5 

10.8 
11.1 
10.0 
9.6 
8.5 

10.4 

131.8 
136.2 
141.0 
145.8 
146.4 
149.9 
154.5 
158.2  

161.6 

Real 
GNP 

4.8 
3.3 
2.6 
3.4 
4.5 

2.4 
2.8 
3.9 
4.7 
5.3 
4.6 
4.4 
3.6 
3.6 

117.6 
118.8 
120.5 
122.1 
123.8 
124.3 
125.8 

128.3 

Weighted by expenditure and exchange rates in 1980. 
** 
	

Including stockbuilding. 



CHART 4 : G7 EXPENDITURE GROWTH 
TOTAL INVESTMENT 
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Figures for the second quarter of 1989 show US GNP growth on a year earlier at 3.1 percent, continuing 

the slowdown from the rapid growth in 1988. The estimate of growth for 1988 has been revised upwards to 4.4 

4111  cent on a drought adjusted basis. The effect of the drought is estimated to have been 0.4 per cent. 

In Germany, real GNP growth was exceptionally strong in 1989Q2 at 4.9 per cent. Japan grew by 4.5 
per cent in Ql, following 5.7 per cent for 1988 as a whole. 

G7 Investment and export growth was strong throughout 1988. Business investment has been par-

ticularly buoyant, as Table 4 shows, but the OECD forecasts for 1989 are for a slowdown in all countries. 

Table 4: Growth in Business Investments  

United 	Japan 	Germany 	France 	United 	 G7 
States 	 Kingdom 

1986 -4.5 5.8 4.3 5.0 0.3 0.6 
1987 2.8 8.0 4.4 4.8 14.4 5.8 
1988 9.5 15.9 7.2 9.2 17.2 11.3 
* 	OECD estimates of non residential private fixed investment. 

Net new orders in manufacturing continue to rise in the US and Germany and are estimated to have 
surpassed their previous 1988Q4 peak. 

CHART 5 : NET NEW ORDERS IN MANUFACTURING 
(1980.100) 
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7. 	The growth rate of industrial production has slowed in the US through this year but remains strong in 
Japan. In Germany and France, though recent data has been volatile, it is at least as strong as last year. 

Table 5: Industrial production in the G7 countries (percentage change on a year earlier) 
	 • 

US Japan Germany France UK G7 

1984 11.2 9.3 3.0 1.7 0.2 8.2 
1985 1.9 3.7 5.0 0.5 5.3 2.8 
1986 1.1 -0.2 1.8 1.1 2.2 1.1 
1987 3.8 3.4 0.3 2.1 3.5 3.3 
1988 5.7 9.3 3.7 4.3 3.5 6.0 

1988 Q1 6.0 10.0 3.2 3.9 3.9 6.3 
Q2 6.0 10.6 2.4 3.2 4.1 6.2 
Q3  5.7 9.1 4.7 5.8 3.9 6.2 
Q4  5.0 7.5 4.5 4.1 2.3 5.3 

1989 Q1 4.6 7.5 4.7 4.7 1.3 4.8 
Q2 4.1 6.8 4.6 5.6 -1.1 4.3+  

1989 Jan 4.8 8.6 5.0 5.7 1.2 5.0 
Feb 4.5 4.1 4.2 4.8 2.1 4.3 
Mar 4.4 9.7 4.9 3.8 0.6 5.0 
Apr 4.7 5.8 7.3 7.6 0.6 4.8 
May 4.1 7.4 2.2 4.7 -1.9 4.0 
Jun 3.6 7.2 4.4 4.6 -1.8 4.0kaek  
Jul 2.7 6.3 9.3+ IP 

+ Partly OECD estimate. 

CHART 6 : G7 INDUSTRIAL PRODUCTION 
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8. 	Unemployment rates in the US and Germany are generally at or a little below their January levels. 

Table 6: OECD Standardized Unemployment rates (per cent of labour force, seasonally adjusted) 

1984 
1985 
1986 
1987 
1988 

1989 Q2 
Q3 
Q4  

1989 	Q1 
Q2 

1988 	Oct 
Nov 
Dec 

1989 Jan 
Feb 
Mar 
Apr 0  May 
Jun 
Jul 

US Japan Germany France UK G7 

7.4 2.7 7.1 9.7 11.7 7.2 
7.1 2.6 7.2 10.2 11.2 7.1 
6.9 2.8 6.4 10.4 11.2 7.0 
6.1 2.9 6.2 10.5 10.2 6.6 
5.4 2.5 6.1 10.1 8.3 6.1 

5.4 2.5 6.2 10.1 8.6 6.1 5.4 2.5 6.2 10.2 8.0 6.1 
5.3 2.4 6.0 10.1 7.5 6.0 5.1 2.3 5.6 10.1 7.0 5.7 5.2 2.2 5.6 10.0 6.6 5.7 

5.3 2.5 6.1 10.1 7.7 5.9 
5.3 2.4 6.0 10.0 7.6 5.9 
5.3 2.3 5.9 10.1 7.3 5.8 

5.4 2.3 5.7 10.1 7.1 5.8 
5.1 2.3 5.6 10.1 7.0 5.7 
4.9 2.3 5.5 10.1 6.9 5.6 
5.2 2.4 5.6 10.1 6.6 5.7 5.1 2.4 5.6 10.0 6.6 5.7 5.2 2.2 5.6 10.0 6.5 5.6 5.2 2.3 10.1 6.4 

Source: OECD 

CHART 7 : G7 OECD STANDARDISED UNEMPLOYMENT RATE 
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9. 	In the second quarter of 1989 capacity utilisation rates in manufacturing fell sharply in the UK and 

also fell in the US and France but generally remained close to their recent peaks, rising further in Germany and 

Italy. 

CHART 8: CAPACITY UTILISATION IN MANUFACTURING 
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CHART 9 : CONSUMER PRICES 
(PERCENTAGE CHANGE ON A YEAR EARLIER) 
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SECTION B: PRICES AND LABOUR COSTS 
10 	The 12-month consumer price inflation rate has risen in all the 07 countries silk,. e mid-1988, but may 

Sow have stabilised. The average for the 07 countries, unchanged at 3 per cent during the first half of 1988 was 
4.7 per cent in July 1989. 

1984 	 4.3 	2.3 	2.4 	7.4 	5.0 	4.4 	4.4 
1985 	 3.5 	2.0 	2.2 	5.8 	6.1 	5.2 	3.8 
1986 	 1.9 	0.6 	-0.2 	2.7 	3.4 	3.6 	2.0 1987 	 3.6 	0.1 	0.2 	3.1 	4.2 	3.7 	2.7 1988 	 4.1 	0.7 	1.2 	2.6 	4.9 	4.6 	3.2 

1988 	Aug 	4.0 	0.7 	1.2 	2.8 	5.7 	5.0 	3.2 Sep 	4.2 	0.6 	1.4 	3.0 	5.9 	5.2 	3.3 
Oct 	4.2 	1.1 	1.3 	3.0 	6.4 	5.1 	3.4 
Nov 	4.2 	1.2 	1.6 	3.0 	6.4 	5.1 	3.5 
Dec 	4.4 	1.0 	1.6 	3.1 	6.8 	5.1 	3.6 

1989 	Jan 	4.7 	1.1 	2.6 	3.3 	7.5 	5.5 	3.9 
Feb 	4.8 	1.0 	2.6 	3.4 	7.8 	5.7 	4.0 
Mar 	5.0 	1.1 	2.7 	3.4 	7.9 	5.7 	4.2 
Apr 	5.1 	2.4 	3.0 	3.6 	8.0 	5.9 	4.5 
May 	5.4 	2.9 	3.1 	3.7 	8.3 	6.0 	4.8 

5.2 3.0 3.1 3.6 
Jul 	5.0 	3.0 	3.0 	3.5 	8.2  
Aug 	4.5 	 2.9 	 7.3 	5.7 

ludes mips) 

8.3 5.9 
5.8 	

4.8 
4.7 

1984 	 1985 	 1986 	 1987 	 1988 1984 	 1985 	 1986 	 1987 	 1988 1989 1989 



11. 	The 12-month rate of producer price inflation rose markedly between November 1988 and mid year, 

particularly in the US, Japan and Germany. But figures for June and July show that this upward trend has now 

stopped. • 
Table 8: Producer/wholesale prices (percentage change on a year earlier) 

US Japan Germany France + UK G7 

1984 2.1 -0.1 2.9 8.8 6.1 2.9 
1985 0.8 -1.2 2.4 4.4 5.5 1.5 
1986 -1.4 -9.1 -2.5 -2.5 4.3 -2.9 
1987 2.1 -3.8 -2.5 0.0 3.9 0.3 
1988 2.5 -1.0 1.3 5.2 4.5 2.1 

1988 Sep 3.0 -1.1 1.7 6.7 5.0 2.3 
Oct 3.0 -1.1 1.5 7.2 4.8 2.3 
Nov 3.2 -2.3 1.7 7.7 4.9 2.5 
Dec 4.0 -1.1 1.9 8.2 4.9 3.0 

1989 Jan 4.4 -0.6 2.9 8.6 5.2 3.6 
Feb 5.3 0.3 3.2 8.9 5.2 4.2 
Mar 5.6 0.5 3.4 9.0 5.2 4.4 
Apr 5.6 2.5 3.5 9.0 5.0 4.9 
May 6.2 3.4 3.4 8.9 5.1 5.3 
Jun 5.9 3.7 3.0 5.0 5.2 ' 
Jul 5.0 3.1 3.0 4.8 4.7 ' 4- 	Monthly figures estimated from quarterly data. 44. 	Partly estimated 

CHART 10: PRODUCER/WHOLESALE PRICES 
(PERCENTAGE CHANGE ON A YEAR EARLIER) 
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12. 	The growth rate of earnings in manufacturing in the 07 countries has picked up to close to 5 per cent in 
089Q2. 

• 

CHART 11: UNIT LABOUR COSTS AND EARNINGS IN 
(PERCENTAGE CHANGE OVER YEAR EARLIER) 
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Industry. 

13. 	Unit labour costs in manufacturing continued to rise on average in Q2 in the 07 countries, after falling 
for most of 1988. 

Table 9: Unit labour costs (manufacturing, in domestic currencies, percentage change on year earlier) 

1984 
1985 
1986 
1987 
1988 

1988 	Q1 
Q2 
Q3 
Q4 

1989 	Q1 
Q2 
Unit wage costs 

Source: IMF (except UK CSO) 

US Japan Germany France UK* G7 

-2.0 -3.9 1.1 6.9 2.8 -0.4 
0.3 -1.1 1.8 6.6 5.9 1.7 
0.4 3.1 4.4 1.6 4.4 2.1 

-1.2 -2.5 2.5 -0.8 1.4 -0.4 
0.3 -3.4 -0.4 -2.3 2.8 -0.5 

-0.5 -5.6 -0.6 -2.7 2.3 -1.4 
0.3 -3.5 0.6 -2.5 4.5 -0.4 
0.4 -2.9 -2.2 -2.1 2.3 -0.7 
1.1 -1.5 0.7 -2.0 2.6 0.7 

1.0 -1.4 0.6 -0.3 2.9 1.0 
3.6 
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14. 	On the Economist Index (in SDRs) non-oil commodity prices have on average fallen 10 per cent since 
January. Oil prices have changed little since May. 

Table 10: Economist SDR Commodity Price Indices (1985=100) 

1984 
1985 
1986 
1987 
1988 

All items 
(excl. oil) 

110.3 
100.0 
89.8 
87.4 

111.4 

Food 

112.3 
100.0 
92.4 
73.0 
85.7 

Non Food 
Agriculturals 

111.6 
100.0 
89.9 

103.3 
109.2 

1988 	Jul 119.1 96.9 117.7 
Aug 116.9 91.0 113.5 
Sep 113.3 90.9 110.9 
Oct 112.1 88.7 108.2 
Nov 111.8 86.6 100.9 
Dec 117.2 89.5 101.7 

1989 Jan 119.9 90.4 107.1 
Feb 116.3 89.3 106.2 
Mar 117.7 91.6 108.0 
Apr 115.6 90.8 107.0 
May 116.3 92.1 108.5 
Jun 112.4 91.0 110.8 
Jul 108.1 86.2 112.0 
Aug 107.8 81.6 111.0 
Sep 12 107.9 82.2 112.6 

% change on a 
year earlier 

-6.1 -10.8 0.5 

CHART 12 : ECONOMIST COMMODITY PRICE INDICES 
(SDR's 1985 = 100) 
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15. 	Real prices of industrial materials and food have recovered since 1986, but are still below their peaks of 

083-84. Real oil prices have recovered from their low in the fourth quarter of 1988. 

CHART 14: LEVELS OF REAL COMMODITY PRICES(a) 
(1980=100) 
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SECTION C: TRADE AND CURRENT BALANCES 

16. 	In dollar terms, the monthly trade deficit of the US was little changed in mid-1988 from its peak at the • 
end of 1987 but has since shown signs of falling. The Japanese trade surplus fell in May from its level in the 

previous ten months, and remained at this lower level in June and July.The German surplus rose during 1988 

but has shown little further change this year. 

Table 11: Visible Trade balances of US, Japan and Germany' 
($ billion, seasonally adjusted, average of last 6 months in brackets) 

1984 
1985 

1986 
1987 
1988 

US 

-101.7 
-126.5 

-138.3 
-152.1 
-118.5 

Japan 

44.3 
56.0 

92.8 
96.4 
95.0 

Germany 

19.0 
24.9 

51.9 
65.5 
72.8 

1988 Mar -9.6 (-11.5) 8.3 (8.0) 4.2 (5.5) 
Apr -9.3 (-10.7) 7.7 (8.0) 6.6 (5.8) 
May -8.7 (-10.2) 6.8 (7.9) 5.7 (5.8)1. 
Jun -10.6 (-10.0) 6.4 (7.6) 8.1 (6.0) 
Jul -8.5 (-9.7) 7.3 (7.4) 6.7 (6.0) 
Aug -10.1 (-9.5) 7.7 (7.4) 5.9 (6.2) 
Sep -9.2 (-9.4) 7.8 (7.3) 5.5 (6.4) 
Oct -9.2 (-9.4) 8.6 (7.4) 5.2 (6.2) 
Nov -10.5 (-9.7) 8.5 (7.7) 6.9 (6.4) 
Dec -10.8 (-9.7) 8.4 (8.0) 6.2 (6.1) 

1989 Jan -8.9 (-9.8) 9.2 (8.4) 7.3 (6.2) 
Feb -9.4 (-9.7) 10.1 (8.8) 6.6 (6.3) 
Mar -9.5 (-9.7) 7.1 (8.7) 6.4 (6.4) 
Apr -8.3 (-9.6) 7.4 (8.4) 6.0 (6.6) 
May -10.2 (-9.5) 5.1 (7.9) 5.2 (6.3) 
Jun -8.0 (-9.0) 5.8 (7.5) 6.4 (6.3) 
Jul -7.6 (-8.8) 5.5 (6.8) 6.3 (6.1) 

* 	fob/cif for US and Germany, fob/fob for Japan. 	

• 
Source: Country data. 



17. 	As a percentage of GNP, the US current account deficit declined in the fourth quarter of 1988 

to its lowest level since 1984, and has changed little since then. The Japanese surplus fell sharply 1989Q2 after 

Wing been a roughly constant percentage of GNP in the last four quarters. The German surplus rose sharply in 

the first quarter of 1989 to its highest ever level as a percentage of GNP, but fell back in 1989Q2 to closer to its 

1988 average level. 

Table 12: Current Accounts 
($ billion, percentage of GNP in brackets) 

US Japan Germany 

-107.0 (-2.8) 35.0 (2.8) 9.8 (1.6) 
-115.1 (-2.9) 49.2 (3.7) 16.5 (2.6) 
-138.8 (-3.3) 85.8 (4.4) 39.2 (4.4) 
-154.0 (-3.4) 87.0 (3.6) 45.2 (4.0) 
-126.5 (-2.6) 79.5 (2.8) 48.5 (4.0) 

-32.5 (-3.1) 15.6 (3.6) 8.7 (4.3) 
-33.7 (-3.2) 21.4 (4.5) 8.4 (3.9) 
-35.5 (-3.3) 23.7 (4.4) 12.4 (5.2) 
-37.1 (-3.4) 24.2 (4.6) 10.8 (4.3) 

-37.6 (-3.4) 24.6 (4.5) 11.8 (4.4) 
-40.9 (-3.6) 21.5 (3.6) 11.4 (4.1) 
-42.0 (-3.7) 20.1 (3.4) 11.1 (4.0) 
-33.5 (-2.9) 20.7 (3.2) 10.5 (3.5) 

-32.0 (-2.7) 22.3 (3.1) 9.9 (3.2) 
-33.5 (-2.8) 17.1 (2.4) 14.8 (4.8) 
-32.3 (-2.6) 18.1 (2.6) 12.2 (4.3) 
-28.7 (-2.3) 21.3 (2.9) 11.3 (3.7) 

-30.4 (-2.4) 20.9 (2.8) 16.3 (5.4) 
-31.0 (-2.4) 12.5 13.7 (4.7) 

1984 

1985 

1986 

1987 

1988 

1986 Q1 

Q2 

Q3 

Q4  

1987 Q1 

Q2 

Q3 
Q4 

1988 Q1 

Q2 

Q3 

Q4  

1989 	Q1 

Q2 

Source: Country data. 

• 



SECTION D: INTEREST RATES, MONEY SUPPLY AND ASSET PRICES 
18. 	Short term interest rates have fallen in the US since April but have risen in Japan and Germany. On 
September 12 average G7 rates were 1 percentage point above their average for the last five years. 

• Table 13: Three-month interest rates in the G7 countries 
United 
States 

Japan Germany France UK G7 
weighted 
average 

1984 10.4 6.5 6.0 11.7 9.9 9.7 
1985 8.0 6.6 5.4 9.9 12.2 8.5 1986 6.5 5.1 4.6 7.7 10.9 7.1 
1987 6.9 4.2 4.0 8.3 9.7 6.8 1988 7.7 4.5 4.3 7.9 10.3 7.3 

Average 1984-1988 7.9 5.4 4.9 9.1 10.6 7.9 

1988 	Jun 7.5 4.4 3.9 7.4 8.9 6.9 Jul 7.9 4.7 4.9 7.4 10.5 7.4 Aug 8.4 4.8 5.3 7.7 11.4 7.8 
Sep 8.2 5.0 5.0 8.0 12.1 7.8 Oct 8.4 4.7 5.1 8.0 12.1 7.8 Nov 8.8 4.4 4.9 8.1 12.3 8.0 
Dec 9.3 4.5 5.3 8.3 13.2 8.4 

1989 	Jan 9.3 4.6 5.7 8.5 13.1 8.5 Feb 9.6 4.7 6.5 9.2 13.0 8.9 
Mar 10.1 4.8 6.6 9.1 13.0 9.2 
Apr 
May 

10.0 
9.6 

4.7 
5.0 

6.4 
7.0 

8.7 
8.9 

13.2 
13.1 

9.041) 
9.0w Jun 9.2 5.4 7.0 9.0 14.1 9.0 Jul 8.8 5.5 7.1 9.2 13.9 8.9 

Aug 8.7 5.5 7.1 9.0 13.9 8.8 
Sep 	20 

Source: Bank of England. 
8.8 5.7 7.5 9.3 13.9 9.0 

CHART 15 : 07 INTEREST RATES 
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Average Real short term rates in the G7 peaked in the first quarter and have now fallen back to below 
average level for the years 1984-1988. 

Table 14: Real Short-Term Interest Rates* 

US Japan Germany France UK G7 

5.8 4.1 3.4 4.0 4.7 5.0 4.4 4.5 3.3 3.9 5.8 4.5 
4.5 4.5 4.8 4.9 7.3 5.0 3.1 4.1 3.8 5.0 5.3 4.0 
3.5 3.8 3.0 5.2 5.2 4.0 

4.3 4.2 3.7 4.6 5.6 4.5 

3.9 4.2 3.8 4.8 5.6 4.3 
4.3 3.4 3.5 5.0 5.6 4.4 

4.4 3.4 3.0 5.0 5.2 4.4 
4.6 3.6 3.8 5.6 4.9 4.6 
4.9 3.6 3.8 5.5 4.7 4.8 
4.7 2.2 3.3 5.0 4.8 4.3 
4.0 2.0 3.8 5.0 4.4 4.0 
3.6 2.4 3.7 5.1 5.4 4.0 
3.6 2.4 3.9 5.5 5.3 4.0 
3.6 2.4 3.9 5.3 5.2 4.0 
3.6 2.6 4.4 5.6 5.3 4.1 

Three month money market rates deflated by change in consumer price index. August and September 
figures based on July consumer price inflation. 

US Long term fell 1 percentage point between April and June. Elsewhere rates have changed little 
through this year. 

Table 15: 10-year government bond yields in the G7 countries 

1984 
1985 
1986 
1987 
1988 

1988 Q3 
Q4  

1989 Jan 
Feb 
Mar 
Apr 
May 
Jun 

0 
 Jul 

Aug 

Sep 

1984 
1985 
1986 
1987 
1988 

Average 1984-1988 

1988 Q3 
Q4 

1989 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 

f•il Sep 20 

US Japan Germany France UK G7 
12.4 7.1 8.0 12.4 11.3 11.1 
10.6 6.5 7.0 10.9 11.1 9.7 
7.7 5.1 6.3 8.4 10.1 7.5 
8.4 4.5 6.3 9.4 9.6 7.9 
9.0 4.9 6.5 9.1 9.7 8.2 

9.3 5.5 6.7 9.1 10.0 8.5 
9.2 4.9 6.4 8.8 9.9 8.3 

9.3 4.9 6.6 8.6 10.0 8.3 
9.4 4.9 6.8 9.0 9.7 8.4 
9.6 5.1 6.9 9.1 9.9 8.6 
9.4 5.2 6.9 8.9 10.2 8.5 
9.0 5.3 7.0 8.8 10.1 8.4 
8.4 5.3 6.8 8.7 10.6 8.0 
8.2 5.2 6.7 8.6 10.2 8.0 
8.3 5.1 6.7 8.4 9.9 8.0 

18 8.2 5.4 6.9 8.6 10.2 8.1 
Source: 	Bank of England, OECD. 
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21. 	Growth in M3 has slowed in the US so far in 1989 as it has in Germany. 

Table 16: M3 growth (seasonally adjusted, percentage change on a year earlier) 

US 	Japan 	Germany 	France UK 
• 

G7 
(M2+CDS) (M4) 

1984 10.1 7.8 3.7 9.9 13.1 9.0 
1985 9.1 8.4 4.7 8.7 13.4 8.8 
1986 8.3 8.7 5.8 5.3 15.4 8.3 
1987 6.9 10.4 7.1 7.4 15.3 8.6 
1988 6.2 11.2 6.2 7.5 16.9 8.2 

1988 Q1 5.8 12.0 6.0 8.2 16.2 8.1 
Q2 6.2 11.4 6.4 7.0 16.1 8.0 
Q3 6.7 10.9 5.8 7.6 17.8 8.5 
Q4  6.2 10.5 6.8 7.1 17.5 8.3 

1989 Jan 5.9 10.0 6.9 6.7 18.1 8.1 
Feb 5.3 10.4 6.7 7.6 18.5 8.1 
Mar 5.2 10.4 6.9 7.6 18.4 8.2 
Apr 4.7 10.2 6.2 6.8 18.2 7.8 
May 5.2 9.4 5.3 7.0 18.5 7.8 
Jun 4.2 9.9 5.2 7.7 19.1 7.5' 
Jul 9.8 

Year to Year to Year to 
1989Q4 1989Q1 1989Q4 

Target 	 31-71 	9-10 	5(4.4)* 

* Bracketed figure for Germany gives M3 growth between June and 1988Q4, the target base, at an annual rate. • 
' Partly estimated. 

CHART 15: BROAD MONEY GROWTH IN THE G7 
(PERCENTAGE CHANGE OVER YEAR EARLER) 



22 	Share prices have risen steadily so far this year, and are now above pre-crash levels in all the 
rtilltr economies. 

Table 17: Share prices 
US 

St.& 
Poor 

Japan 
Tokyo 

SE New 

Germany 
Commer 

-bank 

France 
CAC 
Gen. 

UK 
FT. All 
Share 

262 1323 1999 362 779 
330 1954 1760 399 1025 
307 2132 1452 337 932 

344 2159 1903 366 1190 
280 1851 1366 314 828 

303 2195 1476 353 954 
307 2126 1529 363 919 
319 2122 1601 383 958 
312 2218 1591 393 949 
319 2301 1620 399 915 

330 2435 1677 436 976 
340 2470 1657 444 1059 
338 2422 1648 440 1077 
348 2464 1686 460 1067 
361 2523 1703 466 1100 
370 2475 1800 483 1102 
380 2527 1878 489 1149 
397 2631 1965 511 1196 
396 2619 2009 542 1198 

15 21 6 48 1 

28.4 21.7 28.4 47.7 31.3 

1986 
1987 
1988 

1987 15 Oct*  
Nov 

1988 Aug 
Sep 
Oct 
Nov 
Dec 

1989 Jan 
Feb 
Mar 
Apr 0  May 
Jun 
Jul 
Aug 
Sep 	19 

Percentage changes 

15 Oct 1987-19 
Sep 1989 

19 Sep 1988-19 
Sep 1989 

*15 October was the day preceding the collapse. 

• 



SECTION E: EXCHANGE RATES 

23. 	The dollar's effective rate has appreciated by 13 per cent since December, and is now at the level of thfl. 

time of the Louvre. 

Table 18: Exchange rates 
Bilateral 

rates 
Yen/$ DM/$ $/£ 

Effective 
rates 

$ 

(1985=100) 

Yen 	DM 
$ Peak - 26 261.0 3.43 1.05 113.1 99.3 96.9 

Feb 1985 
Plaza -20 240.1 2.84 1.37 98.8 110.4 101.6 
Sep 1985 

Louvre - 20 153.5 1.83 1.53 72.6 126.9 116.1 
Feb 1987 

G7 Communique 126.8 1.64 1.82 64.4 144.4 116.8 
23 Dec 1987 

1988 	Sep 133.7 1.87 1.68 69.1 145.0 113.6 
Oct 134.5 1.82 1.74 67.1 149.1 113.8 
Nov 128.9 1.75 1.81 65.0 152.9 114.3 
Dec 123.1 1.76 1.83 64.8 152.3 113.9 

1989 	Jan 127.4 1.84 1.77 66.7 150.9 112.6 
Feb 127.6 1.85 1.75 67.0 151.1 112.4 
Mar 130.4 1.87 1.71 67.9 148.8 112.6  
Apr 132.0 1.87 1.70 68.2 147.1 112.8 

May 138.0 1.95 1.63 70.6 143.9 112.1ft 
Jun 144.1 1.98 1.55 72.4 139.3 112.4w 
Jul 140.4 1.89 1.63 70.0 139.5 113.3 

Aug 141.2 1.93 1.60 70.6 139.8 112.6 
Sep 15 148.7 2.00 1.54 73.1 135.4 112.0 

Source: Financial Times. 

CHART 17 : EXCHANGE RATES SINCE LOUVRE 
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24. 	As measured by the ratio, in common currency, of consumer prices in the G7 to those in the rest 

of the world, the real exchange rate of the G7 appreciated substantially between early 1985 and early 1987 but 

broadly stable since. 

CHART 20 : MAJOR 7 REAL EXCHANGE RATE 
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September 23, 1989 

ATAUMENT.OF THE GROUP Of stvgN 

The Finance Ministers and Central Bank Governors of Canada, 
France, the Federal Republic of Germany, Italy, Japan, the United 
Kingdom, and theAJnited States met on September 23, 1989, in 
Washington for an exchange of views on current international 
economic and financial issues. The Managing Director of the IMF 
participated in the multilateral surveillance discussions. 

• 
The Ministers and Governors reviewed their economic policies 

and prospects. They noted that their economies were experiencing 
further solid growth this year and that the current expansion was 
expected to continue in the- coming year. Moreover, inflation 
remains contained thanks to the implementation of appropriate 
policies, but vivilance is still required, particularly in those 
countries where Inflationary pressures persist. Some further 
progress is also being-Itade in reducing large external imbalances 
although adjusingent has slowed. The Ministers and Governors 
considered the rise in recent months of the dollaranconsistent. 
with longer run economic fundamentals. They agreed that a rise of 
the dollar above current levels or an excessive decline could 

'adversely affect prospects for the world economy. In this 
context, they agreed to cooperate closely in exchange markets. 

The Ministers and Governors reaffirmed support for the 
economic- policy coordination process and stressed the importance 
of continuing to implement the economic policies which have 
produced 7 years of sustained growth with relatively low 
inflation. They encouraged the ongoing efforts of the United 
States to reduce the Federal budget deficit by implementing 
measures that will achieve the Gramm-Rudman-Rollings budget 
deficit targets. They also encouraged further deficit reduction 
.in Canada and Italy, as well as the efforts of those countries and 
of the U.K. to reduce inflation. France will continue to promote 
savings so as to facilitate investment. The surplus countries, 
Japan and Germany, will continue to undertake economic policies 
aimed at promoting non-inflationary growth with a sufficient 
margin in the medium term between domestic demand and output / 
growth to reduce substantially their large external imbalances. - 
All need to implement reforms promoting economic efficiency, open 
their economies to foreign goods and services, curb subsidies and 
excessive regulations, and to take appropriate measures to foster 
savings where they are inadequate. 
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The Ministers and Governors reaffirmed the importance tly 
attach to an early and successful conclusion of the Uruguay Round 
of trade negotiations. They expressed their determination to 
resist protectionism and to strengthen the open multilateral 
trading system. 

The Ministers and Governors discussed the historic events 
now in progress in some of the countries of Eastern Europe, 
especially in Poland and Hungary, and expressed their strong 
support fiqr plans to create more open and market-based economies. 
They urge4the Polish Government to reach an early agreement with 
the IMF on a strong and sustainable program and they stand ready 
to suppokt such a program through bilateral and multilateral 
actions, including Paris Club rescheduling. 

The Ministers and Governors expressed their support for the 
strengthened debt strategy and recognized the substantial progress 
which has been achieved. They commended the Fund and the Bank 
for their prompt and effective response in developing the 
operational guidelines governing their support for debt and debt 
service reduction. 

The Ministers and Governors reaffirmed the. key role of 
commercial banks in resolving debt problems. They further agreed 
that diversified financial support from the banks is needed to 
support sound economic reform programs through a'broad array of 
new lending and debt/debt service reduction mechanisms. They also 
noted that they had reviewed, in a manner consistent with 
maintaining the safety and soundness of the financial system, 
their regulatory, tax and accounting practices with a view to 
eliminating unnecessary obstacles to debt/debt service reduction 
transactions and that this review had helped to clarify procedures 
to facilitate such transactions. 

The Ministers and Governors reemphasized the central 
importance of sustained implementation by debtor countries of 
macroeconomic and structural policy reforms in order to achieve 
sustainable growth, viable balance of payments positions, and 
restoration of normal access to private credit markets. They 
noted that complementary efforts to reverse capital flight and 
attract foreign investment were particularly important elements 
of Fund and Bank programs for countries seeking to gain access to 
support for debt and debt service reduction. 

The Ministers and Governors also reviewed other issues to be 
discussed in the forthcoming meetings of the Fund and the Bank. 
The Ministers and Governors recalled that the Executive Board of 
the IMF has been urged to complete its work on the 9th Review of 
Quotas with a view to a decision on this matter by the Board of 
Governors before the end of the year. 
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410 MEETING OF THE G7 IN THE BLAIR HOUSE, WASHINGTON ON SATURDAY 

23 SEPTEMBER 1989  

The meeting began at 11.10. 

G7 Ministers, Governors and Deputies were present. The 

Managing Director of the IMF was present for the discussion on 

surveillance. 

After Brady had described the agenda, the Chancellor 

suggested that Eastern Europe, particularly Poland, should be 

added to the agenda. Waigel gave support and the topic was put on 

the agenda. Brady then invited the Managing Director to give his 

presentation on surveillance. 

Surveillance 

Camdessus described Lhe conjunctural picture in the terms of 

his note circulated to the Group. He then drew attention to six 

more fundamental issues. 	First, the Group should give a clear 

signal of stability and cooperation. Second, it should address 

the problem of savings, which clearly had implications for fiscal 

policy. Third, there should be efforts to reduce the external 

imbalances, partly as a result of buoyant Japanese tourism abroad. 

The present stalemate undermined the credibility of the 

coordination process. Fourth, there had been good news on 

inflation since the last meeting. Fifth, structural rigidities in 

economies needed further action. Sixth, the trend towards non-

tariff barriers needed to be arrested where the developing 

countries seemed to be performing better than the industrial 

countries. 

Brady described the fiscal policy in the United States. 

Discussions were at a crossroads. He would not want to bet on 

whether there would be a sequester or not. But the process was 

forcing cuts out. 
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Hashimoto described the economic situation in Japan as one of 

strong expansion with private consumption and investment both 

doing well. 	In the last quarter, the external balance had 

declined somewhat. The price situation was satisfactory, though 

there was some concern about tightening in the labour market. 

There was no case for increasing fiscal demand. 	Structural 

adjustment was a matter for the countries themselves and could not 

be discussed among Finance Ministers. 

Wilson said that fiscal policy was the key to current account 

adjustment. 	He still saw a trend towards higher inflation and 

therefore was not as sanguine as the Managing Director. Camdessus  

intervened to say that he did not disagree. His comment had 

simply intended to indicate that the prospects for inflation were 

better than at the G7's last meeting. Then all the figures had 

pointed in the wrong direction. This was not now the case. 

Beregovoy described the recent French budgetary changes. 

They were now reaping the benefits of economic growth. There was 

some social tension about the distribution of the results of 

growth. 	Savings were inadequate and the French Government would 

be taking measures to stimulate them. He then asked the 

Managing Director three questions: 	did he feel that the 

adjustment process was still progressing, was static, or had gone 

into reverse? what was his estimate of the trends of oil prices? 

what did he think was a satisfactory level for the dollar? France 

would refuse to import inflation and would therefore adjust its 

monetary policy to that end. 

Waigel thought the overall economic situation favourable, but 

not without risks. 	The Brady Plan had provided an excellent 

environment for the developing countries. The expansionary 

budgetary policy in Germany would not, in his view, cause 

problems. He expected price stability to continue. 	Consumer 

prices would be kept below 3 per cent; if not, he would not live 

up to President Poehl's expectations! The German trade surplus 

had nothing to do with import restrictions or a vigorous export 

policy. Its origin lay in the competitiveness of German industry 

and the demand situation in Europe. His Government had a 
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411 substantial programme of structural reform, including labour 

market, privatisation, telecommunication and the post office. He 

was thinking of reforming the corporate tax sector. 

Carli said that Italy had both the highest saving and 

dissaving rate. His objective was to reduce the dissaving rate - 

and his budget next week would take a substantial step in that 

direction. 	It would reduce old authorisations to spend next year 

as well as transfers to local authorities. 	Subsidies to firms 

would be reduced both because Italian industry did not need 

subsidies to compete and because this was in conformity with the 

principles of EMU. 	Charges for services would be introduced. 

Control would be exerted over post office savings so that those 

savings were no longer used to finance projects which the market 

would not touch. There would also be changes to energy taxation. 

The Chancellor described the situation in the UK. Our 

position was the opposite of the Italians'. We too were saving 

and dissaving - but in the opposite direction to the Italians. It 

was clear monetary policy had to remain tight and interest rates 

high for some time to come. There were great political pressures 

for extra public expenditure, made harder to resist because of the 

Government's budget surplus. He would like to see an increase in 

the net savings ratio, but not by an even higher budget surplus. 

That suggested that personal savings should increase. 	But the 

unsolved question was how this should be done. Tax incentives 

simply shifted savings between different instruments. 	High 

interest rates would help. But there were also cultural reasons 

explaining differences in saving rates between countries. 	A 

feature of the UK scene was that two-thirds of householders owned 

their own houses, and that did not help savings. 	The programme 

for structural reform had to be pressed forward. He disagreed 

with Hashimoto's argument that structural reforms were not a 

matter for Finance Ministers' discussions. Finance Ministers had 

to be interested in these issues. 

Turning to the Deputies' three questions, the Chancellor gave 

the following answers. 

PERSONAL & CONFIDENTIAL 



PERSONAL & CONFIDENTIAL 

Ql. In view of the objective of sustained growth with low 

inflation, do Ministers and Governors consider the present 

stance and mix of fiscal and monetary policies to be 

appropriate? 

The situation differed from country to country. 	Fiscal and 

monetary policy were not substitutable. Fiscal deficit should be 

eliminated so that the state did not make demands on the savings 

of the people. 	But fiscal policy was not something for fine 

tuning. Monetary policy had to bear the overwhelming burden of 

short-term economic management once budget balance had been 

achieved. 

What should be done to resume progress in reducing the 

external imbalances to sustainable levels? In this context, 

which measures should be taken to bring the exchange rate of 

the dollar into line with economic fundamentals? 

No-one knew what the sustainable level was. Policy should not 

have too many objectives. 	It should be confined to keeping 

inflation down and ensuring a good structural reform programme. 

He saw no particular reason for concern about current account 

balances, though there would be dangers if they got too far out of 

line. The exchange rate had an important role to play in monetary 

policy. 	He would therefore not assign it a role in influencing 

the current account. 

A number of areas of priority for additional structural 

reform have been identified by the IMF staff. How is it 

possible to speed up structural reform efforts given the 

political interests that are often associated with specific 

distortions? 

Germany and Japan still had substantial structural impediments, 

including widespread subsidisation of industry and agriculture. 

There should be action to reduce such impediments. He had no need 

to spell out what needed to be done in the case of Japan because 

the Prime Minister had done so in her recent speech. it was much 
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110 better to concentrate discussion on structural reform rather than 

on current account imbalances which were a distraction. 

Brady asked the Managing Director for his views on Poland and 

on quotas before he left the discussion. 

Poland 

Camdessus said that the Fund's negotiator, Russo, had been 

impressed by the new Polish Government's determination to 

implement a strong macroeconomic and supply side reform. The fear 

was that the romantic Polish approach would noL recognise the 

magnitude of the task before them. Their economy did not allow 

for the checks on economic activity normal in market economies, 

such as a strong Central Bank. Even so, they were determined to 

go ahead with a rapid programme of deregulation. 	He hoped that 

sometime in November the Fund would agree a letter of intention 

with the prospect of a programme next year. That programme would 

be strong, but it also needed to be realistic. There would be 

problems for financing the balance of payments in the first year, 

and governments would need to consider how to help. The Banks 

would need to be made unhappy since so far they had benefited. 

Quotas  

Camdessus said that three questions arose regarding the IMF 

quota: 	what did its members want the Fund to do? what was the 

likely level of demand on the Fund? and what should be its 

liquidity? On the first question, he thought that the Fund should 

be sufficiently endowed to maintain its present policies and be 

ready to deal with unexpected shocks, such as had occurred in 1974 

when oil prices had risen and in 1982 when the debt crisis had 

erupted. 	Neither of those shocks had been foreseen. Certainly 

present liquidity was high, but it would change very quickly. 	He 

could, he thought, accept an increase in quotas by two-thirds per 

cent provided it was coupled with some borrowing. 

The Managing Director at this point left the discussion. 
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411 Exchange Markets  

Brady said that policy coordination and exchange market 

intervention could not be divorced. A renewed commitment to 

policy coordination required strong intervention by the three 

major countries. Hashimoto agreed. Larosiere thought that there 

was a strong perception that the coordination process was 

faltering. One reason for that perception was the evident failure 

to reduce the imbalances. People were focusing attention 

increasingly on intervention policy. They had noticed that there 

had been much less intervention by the European countries than by 

Japan and the USA. He agreed that intervention should be carried 

out in a concerted fashion. 	It would not deal with all the 

problems - fiscal policy had a role to play. 

Waigel repeated that the imbalances were not a global 

problem. They needed to be examined on a country by country 

basis. 	There was no trade balance problem now between the US and 

Germany. It was a European phenomenon. Intervention was not a 

panacea. Poehl did not know whether it was right to say that the 

markets thought cooperation had broken down. 	If that was the 

case, it was because G7 had created wrong expectations, for 

example over ranges and their ability to defend certain levels. 

The result had been that when the DM1.90 barrier had been broken, 

the impression had been given to the market that coordination had 

broken down. There had been quite substantial interventions since 

the dollar had begun to rise. These had been fairly distributed. 

But intervention would only help if it was done in an efficient 

and professional way. It needed to be supported by other measures 

in the monetary policy field. 

He agreed that the significance of balance of payments 

deficits had changed. A system had not been invented which 

permitted the abolition of deficits. But it did permit goods and 

capital to free flow. There was a lot to be happy about - the 

longest upswing with low inflation for a very long time. 

The Chancellor agreed with a lot that had been said. 

Cooperation and exchange rate stability had contributed to this 
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long period of prosperity. But the markets now had doubts about 

cooperation. It would be foolish to give up after having spent so 

much capital. 	Intervention was an outward and visible sign of 

the viability of the cooperative process. Nor could it be 

forgotten that the mere fact that the present G7 meeting had 

heightened the profile. A regular publication of communiques 

simply made life harder for Ministers. The old G5 managed to 

avoid communiques. The Group had managed to avoid a communique in 

February, partly because they had announced in advance that one 

would not be produced. They should work on the presumption that 

one would not be issued unless there was a clear need for it. 

Wilson thought it was impossible to control markets, though 

they could be influenced. Unmanageable expectations should not be 

expected. 	The perception was in the markets that cooperation was 

slipping. It was importance to act in a coordinated way. 	The 

communique should not raise expectations. Participants' 

statements would be important. 	Of overriding importance was 

policy - particularly implementation of Gramm/Rudman/Hollings and 

consistent monetary policy. 

Ciampi suggested that analysis had shown that intervention 

was more successful in 1987 when they were concerted than 

recently. Concerted intervention gave the comforting impression 

that the major countries agreed on major economic policies. 

Summing up the discussion Brady said that it was agreed to 

have a coordinated intervention operation at this time. 

The morning session concluded at 13.15. 
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11/ 25. The meeting resumed at 14.45. 

Debt Strategy 

Brady said that so far the Mexican negotiation had been 

successful: 	there had been some capital reflight, Mexican 

reserves were up, interest rates had been reduced from 56 per cent 

to 33 per cent, and the privatisation programme was proceeding. 

At the same time the shares of the money centre banks had risen in 

value both compared to the index and regional bank shares. Banks 

were strengthening their balance sheets and secondary prices of 

third world debt had strengthened. There had been agreement on a 

Philippines package and packages for Morocco and Costa Rica were 

under discussion. 	The need now was to maintain the momentum and 

to demonstrate that the initiative was simply not a US strategy. 

That was why he attached importance to an agreement with Morocco, 

which was not regarded as an area of particular US interest. Some 

banks were arguing that the initiative had killed the chance of 

new money. That would have happened in any event. 	It was 

important to maintain the sense of strategy; otherwise 

achievements would unravel. 	The United States put a lot of 

pressure on its banks to participate in the strategy, and to keep 

new money flowing into the countries. If the US Treasury had not 

become involved in the Mexican deal, there would not have been a 

deal. The communique needed to be strengthened in respect of the 

banks' role. 

Hashimoto explained recent Japanese lending initiatives and 

the changes to Japanese tax law as they affected provisioning. He 

had some sympathy with Japanese banks who were arguing that it was 

difficult to provide new money at the same time as reducing debt 

and debt service. 

Beregovoy agreed with Brady's analysis. Four messages should 

be given publicly. First, the developing countries had to be told 

that they would be eligible for debt relief if they took 

courageous action. Second, the commercial banks had to be told 

that they had a role to play. It was a pity that they had not 

followed what was required when the Philippines deal had been 
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negotiated. 	The banks were not forced to choose one option, but 

three. Third, the IFIs should be told to be active, fast and 

imaginative. Finally, G7 countries should emphasise that the debt 

strategy had to succeed. Enormous importance was attached to it 

in Africa, for example in Morocco, Gabon, Nigeria and the Ivory 

Coast. Action had to be followed through in the case of the 

Philippines. 	The French Government would shortly make an 

announcement of even better tax incentives for banks participating 

in debt reduction. 

Wilson agreed that there had been real progress. But there 

were concerns, for example on transfer of risk. He congratulated 

the Japanese on their contribution. The Canadian banks were not 

interested in putting new money into Mexico. 	They had found 

negotiating that deal a frustrating process. Regulatory and tax 

provisions offered no real obstacles to debt reduction. He was 

particularly concerned that it was not immediately apparent that 

the Brady Plan was making a fundamental change in the policies of 

the debtor countries. 	Expectations had to be kept in line with 

reality. There was a concern about the absence of front end 

loading of money. Options had to be kept as flexible as possible. 

Financing gaps should not be filled with more foreign debt. 	The 

banks concern about slowness of the that the process needed to be 

met. Brady intervened to say that many of the banks had 

deliberately tried to play the Mexican negotiations slow. 

Waigel said that it was now up to the banks and the 

developing countries to work out agreements among themselves. 

That was the best way to prevent a transfer of risk. He agreed 

that eligibility for Brady terms should be on a case by case 

basis. 	The guidelines for the initiative had reflected an agreed 

compromise. That must be respected by all G7 countries. 	Brady, 

said that even before the US initiative, it was clear that new 

money would not be on the table. 	Their initiative had assumed 

that new money would come from debt reduction, privatisation and 

the return of flight capital. 	The strategy attempted to sail 

between the Scylla of involving the IFIs too much and the 

Charybolis of saddling the banks with unperforming loans. 
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The Chancellor commended Brady for the ingenuity he had shown 

in devising his scheme. It had operated for only a short time. 

The real problem was that most countries were not pursuing 

sufficiently strong policies. Creditor governments could not make 

them do that. They could only provide inducements. 	He agreed 

with Waigel that the rules should not be changed after such a 

short time. The strengthened debt strategy as agreed in the 

Boards had the full support of the British Government which was 

providing generous tax relief. He had welcomed the increase in 

banks provisions to 47 per cent. 	The British banks were not 

conspicuously enthusiastic about the Brady Plan, but were 

nonetheless in the act. 	They too were not keen about the new 

money option, but there were other options for them to choose. 

The UK did not have state owned banks and the Government would not 

tell the commercial banks what to do. 	Even if they did, they 

would not take any notice. 	The banks had to take their own 

decisions. He understood that the US were impatient for progress, 

but he could not see that the pace could be forced. It was a 

Lribute to the Secretary that he had got so far in such a short 

time. 

Brady retorted that he was not impatient, but unless there 

was action, the problems would remain. 	The Chancellor  reminded 

him that much had been done through the Paris Club for many 

countries. Too often countries were softer towards the clearing 

banks than they were towards creditor governments. Perhaps the 

countries should take a tougher line with the banks, though this 

could not be said publicly. Mulford said that so far the only 

deal struck had been with Mexico. Progress was stalled on, for 

example, the Moroccan and Chilean deals because the banks were 

unwilling to price them. There was also concern that there would 

be insufficient money for enhancements in the case of the Mexican 

deal. Trichet reminded the G7 of the scale of Paris Club 

rescheduling since 1983. That rescheduling had covered both 

principal and interest. 	If governments' contribution through new 

export credit to debtor countries was taken into account, 

governments had undoubtedly been more generous than banks. 

Mulford observed that although the Morgan Bank had now provided 

complete provisions against some debt, they had said that this 
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actually might increase the prospects of their lending new money. 

The Chancellor said that we should not take much notice of what 

the banks said. 	They should be left to get on with it. Brady 

thought that unless a solution was found, there would be chaos or 

demands for a world solution to the debt problems. 

33. Carli warned that there were risks in pressing the banks to 

intervene. He recalled the 1979 and 1980 Summits when banks had 

been invited to extend new credits to developing countries which 

were nearly insolvent. That had simply made the 1982 debt crisis 

worse. 	Financing development was not a proper function for 

commercial banks. Referring to the Somalia Support Group, he said 

that if G7 countries could not give an indication of their support 

for that country, it would be better to wind the group up. 	Brady 

replied that the US could not give any indication of support. But 

they were not saying yes, nor were they saying no. 
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III IMF Ouotas  

Brady reported that there was no support for a quota increase 

in Congress. The Democrats were arguing that if the 

US Administration needed money for quotas, they should raise 

taxes. It was also clear that the Fund liquidity position did not 

require a quota increase in the immediate future. 	The state of 

the US Budget discussions made it clear that there would be no 

progress before 15 October, though he still stood by his 

commitment for a decision by the end of the year. Waigel said 

that his Government supported a substantial quota increase so that 

the Fund could rely on its own resources. Beregovoy wondered 

whether the Ministers should raise this issue when they saw 

President Bush on Tuesday. The Chancellor said that the Ministers 

had to accept Brady's account of his political difficulties. 	He 

wondered how urgent a Fund quota increase was. He recalled that 

the last quota increase had been 47 per cent, but this was in the 

wake of the debt crisis. The position was quite different now. 

Fund liquidity was now stronger than both before and after the 

1983 quota increase. 	It was very difficult to say that a quota 

increase was necessary, even on the reduced scale of two-thirds 

increase suggested by the Managing Director. The UK's proposal 

was therefore for a moderate increase - up to 25 per cent. The UK 

were ready to defer consideration of the issue if this helped the 

US. Certainly the timing of discussions at the end of the year 

would be very difficult. It might be better to take decisions at 

the next Spring or Annual Meetings. 

Greenspan saw no pressing need for an early decision. 	Fund 

liquidity had on occasions slipped down to some 40 per cent 

without any great crisis arising. He thought that the US Budget 

problems could be solved before a quota increase needed to be 

addressed. 

Beregovoy believed that the Managing Director had made out a 

good case for a quota increase in the morning's discussions. The 

Fund would undoubtedly be short of liquidity in 1990 or 1991. 

France was willing to compromise on size, even if this meant not 

giving the Managing Director all he wanted. 
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Trichet then referred briefly to the discussions among 

G7 Deputies which had covered the decision making process, the 

size of the quota increase and ranking. On the latter point there 

had not been a consensus, though some had expressed support for a 

ranking which put the US in first place, Japan and Germany in 

second place and the UK and France in third. 

Hashimoto said that there was strong pressure in the Diet for 

a higher ranking for Japan. Unless their position was adjusted to 

a more appropriate level, it would be difficult to secure 

authorisation for a new quota bill. 	He could go along with the 

rankings suggested by Trichet. Brady said that the US was more 

than ready to go along with Trichet's suggestion. The Chancellor 

recalled that Trichet had said there had been no consensus in the 

G7 Deputies. The quota rankings he had suggested raised grave 

technical and political difficulties. Brady intervened again to 

emphasise that his point was that he was happy with the Japanese 

in second place. The Chancellor said that when agreement had been 

reached on a general quota increase, it would be possible for 

Japan to move into second place through a special quota increase. 

But he saw no case for doing anything more. 	Certainly anything 

more would be most difficult to defend politically. 

Waigel saw no need for a debate about rankings at that stage. 

If there was to be a debate, he would want to take up some of the 

points made by the Chancellor. 

Wilson intervened at that point to urge support for the 

support group for Guyana. Unless there was more G7 support for 

the support group process, that approach would fail. The Deputies 

should look at the future of support groups. 	Mulford said that 

they should look at the issue of arrears as well. He said that 

the Deputies had concluded that support group procedures were not 

working well and were unlikely to work for countries with large 

arrears. The issue should be looked at in a fundamental way as 

part of the consideration of a quota increase. Tietmeyer objected 

that there was no formal link between arrears and quotas. 
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Poland 

The Chancellor said that recent events in Poland were among 

the most important political developments since the Second World 

War. They were an open avowal of the failure of the Communist 

system and the beginning of the break-up of the Communist empire. 

Western governments should do all they sensibly could to help the 

Poles move towards democratic politics and a market economy. 

Similar considerations were applying to Hungary, which was seeing 

the same process but in a rather different way. 

Waigel gave the Chancellor strong support. The policies of 

Erhard had won over the policies of Marx. The Paris Summit had 

already made important statements. There needed to be as flexible 

as possible rescheduling in the Paris Club. Poland now required 

expertise as much as economy. One possibility was the despatch of 

a small group of experts drawn from several countries to help the 

Poles. 	Germany would need to come to terms soon on their jumbo 

loan. Hungary was another case in point. 

Hashimoto gave strong support to the Chancellor's sentiments. 

Japan was willing to give support to Poland, though it would be 

different in nature from the support to other indebted countries. 

Some Japanese firms had already indicated an interest in building 

plants in the country. 

Beregovoy agreed fully with everything that had been said. 

Debt needed to be rescheduled in accordance with Polish 

capabilities to pay. It always needed to be borne in mind that 

Communist governments could evolve as the Polish situation 

changed. The same process was happening in Hungary. It was worth 

too to keep an eye on events in the German Democratic Republic. 

Greenspan thought it important to decide at an early stage 

the appropriate amount of assistance and its form. 	The Polish 

economic structure was bizarre. The USSR had the same problems, 

but on a much larger scale. Many Eastern European economies were 

collapsing as the African socialist economies had collapsed. It 

was important to avoid putting any form of assistance into the 
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410 countries which forced the USSR back into its old Stalanist role. 

Too much aid could be a mistake. 	He agreed the need for a 

conceptual advisory group. 	There were great problems in, for 

example, the USSR in dealing with the 200 billion rouble overhang 

because of the lack of proper security markets. 

Carli observed that the Polish and Hungarian experience was 

an experiment without precedents. One great problem was the lack 

of personnel who understood the working of markets. Another was 

that the basic philosophy of some Solidarity supporters did not 

have much sympathy with the principles of market economy. To that 

extent they were rather like the Catholic Communists in Italy. The 

first problem was to provide food. The IMF experts might not have 

sufficient experience with Poland's particular problems. It would 

therefore be important not to superimpose the West's convictions 

on the country. This prompted Greenspan to say that governments 

must not support the socialist part of the Polish reform 

programme. But if the Poles refused to take the West's advice, 

the west would have to accept the position. Poland either had to 

go forward to a market economy or back into Stalinism. 

The meeting then proceeded to the consideration of the draft 

communique, a final version of which is attached. 

The meeting concluded at 18.30 hours. 
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(. MEETING OF G7 DEPUTIES IN DAVID MULFORD'S OFFICE IN THE 

US TREASURY ON FRIDAY 22 SEPTEMBER 1989  

The meeting began at 17.30 hours. 

IMF Quotas  

2. 	Mulford reported that there had been intensive discussions 

recently with Conable about the IDA replenishment. There had also 

been meetings on the Hill about the US GCI contribution and 

outstanding requirements to other multilateral development banks, 

which he said stood at $400 million. Congressman Obey, who had a 

lot of influence, 

banks had taken 

further money for 

Hill for IDA 9. 

the Quota Bill 

background, one 

refusing to sanction the bills until the 

hit. 	He was also expressing opposition to 

IMF. There was, however, support on the 

Many saw it as political suicide to table both 

and IDA 9 in the same year. 	Against this 

possible solution was to link the decision on 

was 

a 

the 

quotas to developments in Fund resources, for example, by 

stipulating that the Fund quota would be agreed and paid if 

liquidity ratios went down to a certain level. Tietmeyer, Trichet 

and Wicks all expressed doubts about such a proposal. 
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4 Markets  

Mulford hoped the Ministers and Governors at their meeting 

the following day could decide to cooperate closely. He saw the 

makings of a consensus, though he knew that Tietmeyer had 

reservations. Tietmeyer said that his, and especially the 

Bundesbank view, was that interest differentials, not scale of 

intervention were the deciding factor. As long as there was no 

change in expectations, intervention would have no lasting effect. 

Deputies then agreed that their Ministers and Governors 

should discuss the issue the following day. They then proceeded 

to prepare the first draft of a communique. 
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41) MEETING OF G7 DEPUTIES IN THE SHERATON HOTEL, WASHINGTON ON 

WEDNESDAY 27 SEPTEMBER 1989  

The meeting began at 07.30. 

Poland and the Paris Club 

Trichet said that there seemed to be three options for 

dealing with Polish 1989 and early 1990 maturities: leave arrears 

to accrue, a formal rescheduling, or dealing with outstanding 

arrears on an interim basis by an exchange of letters. 

In a general discussion the Deputies appeared to favour the 

exchange of letters. 	They undertook to reflect further and let 

Trichet know whether this was indeed their view. 	[Could 

Mr Mount field please provide me with a draft of a telex informing 

Trichet of our position.]  An important point to decide would be 

the period covered by the collective exchange of letters. It was 

suggested that the exchange should simply say that the 

arrangements covered the period only to, say, the end of January. 

In further discussion, Trichet identified three further 

issues: what could be said now on new credit? what could be said 

when the rescheduling deal was agreed? and what could be said 

when Poland was restored to full creditworthiness. 	He suggested 

that countries should be clear and specific in making their 

position known to the Poles on these scores. 

Arrears  

Mulford undertook to prepare a full paper on future arrears 

strategy. 	In a general tour de table Deputies expressed some 

doubt whether the present support group approach could work for 

the larger arrears cases, whatever its effect on the smaller 

cases. Dobson said that the strategy already allowed for 

rescheduling of IMF monies, a technique which might be necessary 

in some of the substantial arrears cases. Other Deputies  
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1, indicated their strong dissent with her understanding that the 
existing approach allowed for rescheduling. 

Vietnam 

In a brief tour de table, Mulford explained the USA were 

still opposed to joining a support group for Vietnam or supporting 

a standby arrangement in the Board. Wicks spoke according to his 

brief. 	Trichet pressed for a more forthcoming position. Mulford 

undertook to put the matter on the agenda for one of the Treasury 

Secretary's breakfast meeting with Secretary Baker. [Could IF 

please ask the FCO to instruct the Embassy in Washington to keep 

track of State Department thinking here so that we are warned of 

any change.] 

It was agreed that the next meeting should be in London on 

Monday 20 November, beginning at 9.00 am. 
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410 MEETING OF THE G5 IN THE US TREASURY ON SATURDAY 23 SEPTEMBER 1989  

The meeting began at 09.25 with the Ministers, Governors and 

Deputies of the G5 countries present. 

2. 	Secretary Brady said that the world economy functioned best 

if markets 

and well. 

few years. 

that the 

down. The 

believed that economic policy coordination was alive 

Progress had been made in that direction in the last 

But many, not only press commentators, were saying 

international policy coordination process had broken 

key issue was intervention policy. 	Coherence of G5 

intervention policies was tangible evidence that the coordination 

process was working. His feeling was that the dollar was higher 

than economic fundamentals dictated because of the flight of money 

into US dollars as a result of the uncertainties in the Soviet 

Union and China. 	While he would not argue that intervention 

always worked, there was a strong case for the G5 countries taking 

a further stand in the market after this meeting. 

Greenspan observed that the G5 economies were doing well. 

Economic coordination was a crucial element in that process since 

it created the aura of stability in the international system. But 

the authorities needed to be cautious about hammering the exchange 

markets through intervention, lest unanticipated secondary effects 

should be created. This pointed to an appropriate and measured 

response. 

Hashimoto thought that the dollar would weaken in the long 

run, although short-run sentiment was making it strong. 	Dollar 

strength gave Japanese firms problems of price competitiveness, 

for example for those firms importing intermediate goods or 

transferring plant abroad. So, a high dollar was an impediment to 

the adjustment of external balances. Japan therefore agreed that 

there should be coordinated intervention after the meeting. 

Waigel thought that the results of the coordination process 

had been tremendous. The draft G7 communique and the IMF Report 

were pointing in the right direction. However, Ministers should 
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be clear where the imbalances came from. [This is a reference to 

the reductions in Germany's trade balance with the US.] He was 

sceptical, too, about intervention - that dealt only with 

symptoms, not causes. 	The communique should do no more than 

reaffirm what already had been decided. To go further would create 

undesirable speculation, for example that a system of target 

ranges had been created with all the uncertainties referred to by 

Greenspan. 

Poehl recalled that massive dollar sales over the last few 

months they had not prevented the strengthening of the dollar, but 

had merely financed capital movements on terms favourable to 

currency traders. He was sceptical about the benefits of 

sterilised intervention, though he did not exclude use of the 

technique to influence expectations. If, and it was a big if, G5 

really wanted the dollar to fall, they should use other 

instruments. Another reason for his reluctance to intervene was 

the size of other central banks' deutschmark holdings - some 

DM40 billion in the US, DM25 billion in Italy and total of 

DM120 billion in all the central banks. If these deutschmarks 

were suddenly unloaded, there would be enormous problems for 

German monetary policy. 	Nor should it be forgotten that the 

Bundesbank's reserves were limited. 	They now stood at some 

$45 billion, which was already at working balance level. These 

considerations led him to believe that it was reasonable for Japan 

and the EMS countries to consider a further rise in interest 

rates, perhaps coupled with some intervention. Such an increase 

was necessary both to stabilise the exchange rates and to put 

brakes on the too strong growth of real demand and the consequent 

prospect of inflationary pressures. 	If the theoretical 

possibility of a realignment was excluded, high interest rates 

were the only alternative. 	He could tell the meeting, in the 

strictest confidence, that the Bundesbank had more or less decided 

to raise interest rates at its next Council meeting. 

Secretary Brady intervened to draw attention to the lack of 

balance between US and Japanese intervention and German 

intervention in the last three months: 	the US had put in 

$8 billion, the Japanese $10 billion, while Germany had only 
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intervened by $500-600million. That is what gave the markets the 

impression of a lack of coordination. 

The Chancellor said that despite the problems, the world 

economy was in good shape. G7 cooperation had helped produce that 

outcome as well as a period of exchange rate stability. That was 

one reason why investment had been particularly strong in the last 

year or so. It was important to maintain the reality of 

cooperation between the G7 countries. Intervention had become a 

symbol of G5/G7 cooperation. As Poehl had indicated it could 

influence market expectations. He recalled the Group's meeting in 

February when Japan was not participating in intervention. 	That 

had produced concern from the Germans and since then Japan had 

participated. If any of the big three countries were not 

intervening or appeared half-hearted, the market was given an 

impression of disarray. 	Market expectations were now for a 

continued rise in the dollar. No-one wanted that. So 

expectations needed to be influenced in one direction. He 

understood Greenspan's concern about side effects. But he 

recalled the adverse side effects in the autumn of 1987 when there 

had been open disagreement between Germany and the USA. Financial 

markets' attention was now on the G5/G7 meeting. If nothing new 

emerged, market expectations would be affected adversely. He 

could support a communique broadly on the lines proposed by the 

Deputies. 	Bundesbank interest rates were their own concern. He 

would not dream of criticising what they did. But the reality of 

G7 cooperation was another matter. Poehl interjected to say that 

he agreed with all that the Chancellor had said. 

Beregovoy agreed with the Chancellor. Cooperation had 

overcome difficulties in the past, like those at the time of the 

October 1987 crash or the public disagreements in the autumn of 

that year. Both public opinion and market operators were 

wondering whether the will to cooperate still existed. 

Intervention expressed the will to cooperate in monetary matters. 

It had a useful role in helping deal with imbalances. He agreed 

with Poehl that each country had to conduct monetary policy taking 

account of the consequences for its own country. But it needed to 

be realised, too, that interest rate changes affected the wider 
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world. After all, inflation had slowed down in Germany. Perhaps a 

better course might be for interest rates to rise in Japan and to 

fall in the US. The German approach of raising interest rates 

contradicted with their plans to lower tax rates. 

Waigel countered with a statement of determination to 

continue with the tax reforms. On interest rates, Finance 

Ministers were never pleased when an independent Central Bank 

raised interest rates. That would cost him dear next year. 	But 

it would be a useful signal for the next round of collective 

bargaining. 

Hashimoto interjected that in Japan the key to economic 

policy was the continuing strengthening of domestic demand. 

Sumita recalled Poehl's statement that without interest rate 

changes, intervention had its limits. The French Minister had 

suggested that the Japanese should increase their interest rates. 

At the end of May the official discount rate had been increased 

and thereafter market interest rates had increased. 	This was 

partly because of the strong domestic economy, but mainly because 

the strength of the dollar had persuaded market operators in Japan 

that Japanese interest rates would rise again. The market 

interest rate increases would not impede the strength of domestic 

economy. 

Greenspan wondered whether a decline in the dollar would help 

the US trade account. Such a decline, brought about by lower 

interest rates, would increase imports because of higher domestic 

demand; and that might cancel out any beneficial trade effects 

from the fall in the dollar. He believed that monetary policy 

alone could have little effect on reducing trade imbalances. 

Nevertheless, he recognised that the US trade deficit was a 

problem. Some downward movement of the dollar would help, and 

concerted intervention to that end would be useful. 

Poehl suggested that the whole question of trade balances 

needed to be reconsidered. The pattern of surpluses between the 

major countries had changed. Germany now had virtually no surplus 

with the US, but their surpluses with Europe had grown. 	So 
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Germany's trade imbalance problem was a European problem, if it 

was a problem at all in view of the ease in which deficits could 

be financed. 

The Chancellor agreed that too much attention should not be 

focused on the current account imbalances. It was clear that they 

could be sustained and financed for much longer than had been 

expected. The UK experience had taught him to be sceptical about 

conventional wisdom on the relationship between fiscal deficits 

and trade surpluses. The language suggested in the draft 

communique in square brackets [referring to a fall in the holding 

helping to reduce trade imbalances] would cause him acute 

difficulty if it carried the implication that current account 

problems could be solved by devaluations - in the UK devaluation 

would simply cause an outburst of inflation. 

Larosiere said that the fundamental issue of the US fiscal 

deficit was receiving less attention now because of the view that 

the Gramm/Rudman/Hollings process was working. 	He was not so 

sure. Countries in Europe too with overheating problems should 

give a firm impression that they were ready to use fiscal policy 

if need be. 

Brady reported that progress was being made in deficit 

reduction. 	Discussion nowadays in Congress centred not on 

spending of money but on where savings were to be achieved to 

finance new expenditure - and the Defence Department was 

increasingly seen as the bank in this respect. He did not know 

whether there would be a sequester. Changing the direction of the 

US deficit was like turning a battleship. 

Hashimoto disagreed with Poehl's remarks on the German trade 

deficit. Imbalances needed to be looked at on a multilateral, not 

bilateral basis. 	Markets' attention was focusing on today's 

meeting and it should give a message of cooperation. He fully 

agreed with the Chancellor's views. 

Beregovoy reiterated the need to cooperate. But such 

cooperation had to be credible. If the only outcome of the day's 
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* discussions was higher German interest rates, that might cause 
unhelpful disturbances. 

Brady commented that three-cornered intervention was agreed. 

Poehl said that the Bundesbank would participate, but there were 

limits. Moreover, the techniques of intervention should be 

improved. The market should be taken by surprise. That did not 

mean spending $100-200 million each day. He did not approve of 

the use of concerted interest rate moves to influence exchange 

rates. 	But he thought that there was a case for increases in 

interest rates in Japan and Europe. Brady then suggested that the 

intervention should take place on Monday. Poehl thought that 

Tuesday would be better for operational reasons. Greenspan 

emphasised the importance of action on Monday. Poehl responded 

that it all depended on how the market reacted that day. 	But if 

intervention was thought to be useful then, the Bundesbank would 

participate on a substantial basis. 	But they could not repeat 

the operation every day. Lawson supported Brady. If there was no 

intervention after the meeting, the dollar would rise. 	Greenspan 

agreed that 24 hours of conjecture would be bad. Poehl then 

suggested that the experts should get together tomorrow to agree 

tactics. 	Hashimoto pointed out that Tokyo markets opened on 

Sunday evening Washington time. So the operation needed to be 

effective by then. 	Waigel emphasised the importance in public 

statements of not going beyond the communique. Brady agreed. 	It 

would be helpful if there was an air of mystery around the Group's 

deliberations. 

The meeting ended at 10.50. 
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101017Err"r 	10„(3 	cc: 	Mc Evans 

CFMM 1989 

The Economic Secretary would like to thank you very much for all 

the work you did on the two speeches he gave at the CFMM in 

Jamaica last week as well as your contribution to the briefing for 

his meeting with Michael Manley and helpful advice throughout the 

Conference. 

2. 	He would like you to pass on his special thanks to all the 

Treasury officials involved in providing the comprehensive 

briefing, and in ensuring that his visit to Jamaica went so 

smoothly. 
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MEETING OF THE G5 IN THE US TREASURY ON SATURDAY 23 SEPTEMBER 1989 

The meeting began at 09.25 with the Ministers, Governors and 
Deputies of the G5 countries present. 

2. Secretary Brady said that the world economy functioned best 

if markets believed that economic policy coordination was alive 
and well. 	Progress had been made in that direction in the last 

few years. But many, not only press commentators, were saying 
that the international policy coordination 

down. The key issue was intervention 
intervention 

higher 
than economic fundamentals dictated because of the flight of money 

into US dollars as a result of the uncertainties in the Soviet 

Union and China. While he would not argue that intervention 

worked, there was a strong case for the G5 countries taking 

3. 	Greenspan observed that the G5 economies were doing well. 

Economic coordination was a crucial element in that process since 

it created the aura of stability in the international system. But 

the authorities needed to be cautious about hammering the exchange 

markets through intervention, lest unanticipated secondary effects 

should be created. This pointed to an appropriate and measured 
response. 

Hashimoto thought that the dollar would weaken in the long 
run, although short-run sentiment was making it strong. 	Dollar 
strength gave Japanese firms problems of price competitiveness, 

for example for those firms importing intermediate goods or 

transferring plant abroad. So, a high dollar was an impediment to 

the adjustment of external balances. Japan therefore agreed that 

there should be coordinated intervention after the meeting. 

Waigel thought that the results of the coordination process 

had been tremendous. The draft G7 communique and the IMF Report 

were pointing in the right direction. However, Ministers should 

• 

process had broken 

Coherence of G5 
policies was tangible evidence that the coordination 

process was working. His feeling was that the dollar 

policy. 

was 

always 

a further stand in the market after this meeting. 
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be clear where the imbalances came from. [This is a reference to 

the reductions in Germany's trade balance with the US.] He was 

sceptical, too, about intervention - that dealt only with 
symptoms, not causes. 	The communique should do no more than 

reaffirm what already had been decided. To go further would create 

undesirable speculation, for example that a system of target 

ranges had been created with all the uncertainties referred to by 
Greenspan. 

6. 	Poehl recalled that massive dollar sales over the last few 

months they had not prevented the strengthening of the dollar, but 

had merely financed capital movements on terms favourable to 

currency traders. He was sceptical about the benefits of 

sterilised intervention, though he did not exclude use of the 

technique to influence expectations. If, and it was a big if, G5 

really wanted the dollar to fall, they should use other 

instruments. Another re,son for his reluctance to intervene was 

the size of other central banks' deutschmark holdings - some 

DM40 billion in the US, DM25 billion in Italy and total of 

DM120 billion in all the central banks. If these deutschmarks 

were suddenly unloaded, there would be enormous problems for 
German monetary policy. 	Nor should it be forgotten that the 
Bundesbank's reserves were limited. They now stood at some 

$45 billion, which was already at working balance level. These 

considerations led him to believe that it was reasonable for Japan 

and the EMS countries to consider a further rise in interest 

rates, perhaps coupled with some intervention. Such an increase 

was necessary both to stabilise the exchange rates and to put 

brakes on the too strong growth of real demand and the consequent 

prospect of inflationary pressures. 	If the theoretical 
possibility of a realignment was excluded, high interest rates 
were the only alternative. 	He could tell the meeting, in the 
strictest confidence, that the Bundesbank had more or less decided 

to raise interest rates at its next Council meeting. 

7. 	Secretary Brady intervened to draw attention to the lack of 

balance between US and Japanese intervention and German 

intervention in the last three months: the US had put in 

$8 billion, the Japanese $10 billion, while Germany had only 

• 
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intervened by $500-600million. That is what gave the markets the 

impression of a lack of coordination. 

8. 	The Chancellor said that despite the problems, the world 

economy was in good shape. G7 cooperation had helped produce that 

outcome as well as a period of exchange rate stability. That was 

one reason why investment had been particularly strong in the last 

year or so. It was important to maintain the reality of 

cooperation between the G7 countries. Intervention had become a 

symbol of G5/G7 cooperation. As Poehl had indicated it could 

influence market expectations. He recalled the Group's meeting in 

February when Japan was not participating in intervention. That 

had produced concern from the Germans and since then Japan had 

participated. If any of the big three countries were not 

intervening or appeared half-hearted, the market was given an 

impression of disarray. Market expectations were now for a 

continued rise in the dollar. No-one wanted that. So 

expectations needed to be influenced in one direction. He 

understood Greenspan's concern about side effects. But he 

recalled the adverse side effects in the autumn of 1987 when there 

had been open disagreement between Germany and the USA. Financial 

markets' attention was now on the G5/G7 meeting. If nothing new 

emerged, market expectations would be affected adversely. He 

could support a communique broadly on the lines proposed by the 
Deputies. 	Bundesbank interest rates were their own concern. He 

would not dream of criticising what they did. But the reality of 

G7 cooperation was another matter. Poehl interjected to say that 

he agreed with all that the Chancellor had said. 

9. Beregovoy agreed with the Chancellor. Cooperation had 

overcome difficulties in the past, like those at the time of the 

October 1987 crash or the public disagreements in the autumn of 

that year. Both public opinion and market operators were 

wondering whether the will to cooperate still existed. 

Intervention expressed the will to cooperate in monetary matters. 

It had a useful role in helping deal with imbalances. He agreed 

with Poehl that each country had to conduct monetary policy taking 

account of the consequences for its own country. But it needed to 

be realised, too, that interest rate changes affected the wider 
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world. After all, inflation had slowed down in Germany. Perhaps a 

better course might be for interest rates to rise in Japan and to 

fall in the US. The German approach of raising interest rates 

contradicted with their plans to lower tax rates. 

Waigel countered with a statement of determination to 

continue with the tax reforms. On interest rates, Finance 

Ministers were never pleased when an independent Central Bank 

raised interest rates. That would cost him dear next year. 	But 
it would be a useful signal for the next round of collective 
bargaining. 

Hashimoto interjected that in Japan the key to economic 

policy was the continuing strengthening of domestic demand. 

Sumita recalled Poehl's statement that without interest rate 

changes, intervention had its limits. The French Minister had 

suggested that the Japanese should increase their interest rates. 

At the end of May the official discount rate had been increased 

and thereafter market interest rates had increased. 	This was 
partly because of the strong domestic economy, but mainly because 

the strength of the dollar had persuaded market operators in Japan 

that Japanese interest rates would rise again. The market 

interest rate increases would not impede the strength of domestic 
economy. 

Greenspan wondered whether a decline in the dollar would help 

the US trade account. Such a decline, brought about by lower 

interest rates, would increase imports because of higher domestic 

demand; and that might cancel out any beneficial trade effects 

from the fall in the dollar. He believed that monetary policy 

alone could have little effect on reducing trade imbalances. 

Nevertheless, he recognised that the US trade deficit was a 

problem. Some downward movement of the dollar would help, and 

concerted intervention to that end would be useful. 

Poehl suggested that the whole question of trade balances 

needed to be reconsidered. The pattern of surpluses between the 

major countries had changed. Germany now had virtually no surplus 

with the US, but their surpluses with Europe had grown. 	So 
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Germany's trade imbalance problem was a European problem, if it 

was a problem at all in view of the ease in which deficits could 
be financed. 

The Chancellor agreed that too much attention should not be 

focused on the current account imbalances. It was clear that they 

could be sustained and financed for much longer than had been 

expected. The UK experience had taught him to be sceptical about 

conventional wisdom on the relationship between fiscal deficits 

and trade surpluses. The language suggested in the draft 

coAmunique in square brackets [referring to a fall in the holding 

helping to reduce trade imbalances] would cause him acute 

difficulty if it carried the implication that current account 

problems could be solved by devaluations - in the UK devaluation 

would simply cause an outburst of inflation. 

Larosiere said that the fundamental issue of the US fiscal 

deficit was receiving less attention now because of the view that 

the Gramm/Rudman/Hollings process was working. 	He was not so 
sure. Countries in Europe too with overheating problems should 

give a firm impression that they were ready to use fiscal policy 
if need be. 

Brady reported that progress was being made in deficit 
reduction. 	Discussion nowadays in Congress centred not on 

spending of money but on where savings were to be achieved to 

finance new expenditure - and the Defence Department was 

increasingly seen as the bank in this respect. He did not know 

whether there would be a sequester. Changing the direction of the 

US deficit was like turning a battleship. 

Hashimoto disagreed with Poehl's remarks on the German trade 

deficit. Imbalances needed to be looked at on a multilateral, not 
bilateral basis. 	Markets' attention was focusing on today's 

meeting and it should give a message of cooperation. He fully 

agreed with the Chancellor's views. 

Beregovoy reiterated the need to cooperate. But such 

cooperation had to be credible. If the only outcome of the day's 
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discussions was higher German interest rates, that might cause 
unhelpful disturbances. 

19. Brady commented that three-cornered intervention was agreed. 

Poehl said that the Bundesbank would participate, but there were 

limits. Moreover, the techniques of intervention should be 

improved. The market should be taken by surprise. That did not 

mean spending $100-200 million each day. He did not approve of 

the use of concerted interest rate moves to influence exchange 
rates. 	But he thought that there was a case for increases in 

interest rates in Japan and Europe. Brady then suggested that the 

intervention should take place on Monday. Poehl thought that 

Tuesday would be better for operational reasons. Greenspan 

emphasised the importance of action on Monday. Poehl responded 

that it all depended on how the market reacted that day. 	But if 
intervention was thought to be useful then, the Bundesbank would 
participate on a substantial basis. 	But they could not repeat 
the operation every day. Lawson supported Brady. If there was no 

intervention after the meeting, the dollar would rise. 	Greenspan 
agreed that 24 hours of conjecture would be bad. Poehl then 

suggested that the experts should get together tomorrow to agree 

tactics. Hashimoto pointed out that Tokyo markets opened on 

Sunday evening Washington time. So the operation needed to be 

effective by then. Waigel emphasised the importance in public 

statements of not going beyond the communique. Brady agreed. 	It 
would be helpful if there was an air of mystery around the Group's 
deliberations. 

20. The meeting ended at 10.50. 
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MEETING OF THE G7 IN THE BLAIR HOUSE, WASHINGTON ON SATURDAY 
23 SEPTEMBER 1989  

The meeting began at 11.10. 

G7 Ministers, Governors and Deputies were present. The 

Managing Director of the IMF was present for the discussion on 
surveillance. 

After Brady had described the agenda, the Chancellor 

suggested that Eastern Europe, particularly Poland, should be 

added to the agenda. Waigel gave support and the topic was put on 

the agenda. Brady then invited the Managing Director to give his 
presentation on surveillance. 

Surveillance 

Camdessus described the conjunctural picture in the terms of 

his note circulated to the Group. He then drew attention to six 

more fundamental issues. 	First, the Group should give a clear 
signal of stability and cooperation. Second, it should address 

the problem of savings, which clearly had implications for fiscal 

policy. Third, there should be efforts to reduce the external 

imbalances, partly as a result of buoyant Japanese tourism abroad. 

The present stalemate undermined the credibility of the 

coordination process. Fourth, there had been good news on 

inflation since the last meeting. Fifth, structural rigidities in 

economies needed further action. Sixth, the trend towards non-

tariff barriers needed to be arrested where the developing 

countries seemed to be performing better than the industrial 
countries. 

Brady described the fiscal policy in the United States. 

Discussions were at a crossroads. He would not want to bet on 

whether there would be a sequester or not. But the process was 
forcing cuts out. 

• 
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6. 	Hashimoto described the economic situation in Japan as one of 

strong expansion with private consumption 

doing well. In the last quarter, the 

declined somewhat. The price situation was 

there was some concern about tightening 

There was no case for increasing fiscal 

and investment both 

external balance had 

satisfactory, though 

in the labour market. 

demand. Structural 

adjustment was a matter for the countries themselves and could not 

be discussed among Finance Ministers. 

Wilson said that fiscal policy was the key to current account 

adjustment. 	He still saw a trend towards higher inflation and 

therefore was not as sanguine as the Managing Director. Camdessus  

intervened to say that he did not disagree. His comment had 

simply intended to indicate that the prospects for inflation were 

better than at the G7's last meeting. Then all the figures had 

pointed in the wrong direction. This was not now the case. 

Beregovoy described the recent French budgetary changes. 

They were now reaping the benefits of economic growth. There was 

some social tension about the distribution of the results of 

growth. 	Savings were inadequate and the French Government would 

be taking measures to stimulate them. He then asked the 

Managing Director three questions: 	did he feel that the 

adjustment process was still progressing, was static, or had gone 

into reverse? what was his estimate of the trends of oil prices? 

what did he think was a satisfactory level for the dollar? France 

would refuse to import inflation and would therefore adjust its 

monetary policy to that end. 

Waigel thought the overall economic situation favourable, but 

not without risks. 	The Brady Plan had provided an excellent 

environment for the developing countries. The expansionary 

budgetary policy in Germany would not, in his view, cause 

problems. He expected price stability to continue. Consumer 

prices would be kept below 3 per cent; if not, he would not live 

up to President Poehl's expectations! The German trade surplus 

had nothing to do with import restrictions or a vigorous export 

policy. Its origin lay in the competitiveness of German industry 

and the demand situation in Europe. His Government had a 
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substantial programme of structural reform, including labour 

market, privatisation, telecommunication and the post office. He 

was thinking of reforming the corporate tax sector. 

Carli said that Italy had both the highest saving and 

dissaving rate. His objective was to reduce the dissaving rate - 

and his budget next week would take a substantial step in that 

direction. 	It would reduce old authorisations to spend next year 

as well as transfers to local authorities. 	Subsidies to firms 

would be reduced both because Italian industry did not need 

subsidies to compete and because this was in conformity with the 

principles of EMU. 	Charges for services would be introduced. 

Control would be exerted over post office savings so that those 

savings were no longer used to finance projects which the market 

would not touch. There would also be changes to energy taxation. 

The Chancellor described the situation in the UK. Our 

position was the opposite of the Italians'. We too were saving 

and dissaving - but in the opposite direction to the Italians. It 

was clear monetary policy had to remain tight and interest rates 

high for some time to come. There were great political pressures 

for extra public expenditure, made harder to resist because of the 

Government's budget surplus. He would like to see an increase in 

the net savings ratio, but not by an even higher budget surplus. 

That suggested that personal savings should increase. But the 

unsolved question was how this should be done. Tax incentives 

simply shifted savings between different instruments. 	High 

interest rates would help. But there were also cultural reasons 

explaining differences in saving rates between countries. 	A 

feature of the UK scene was that two-thirds of householders owned 

their own houses, and that did not help savings. 	The programme 

for structural reform had to be pressed forward. He disagreed 

with Hashimoto's argument that structural reforms were not a 

matter for Finance Ministers' discussions. Finance Ministers had 

to be interested in these issues. 

Turning to the Deputies' three questions, the Chancellor gave 

the following answers. 
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Ql. In view of the objective of sustained growth with low 

inflation, do Ministers and Governors consider the present 

stance and mix of fiscal and monetary policies to be 

appropriate? 

The situation differed from country to country. 	Fiscal and 

monetary policy were not substitutable. Fiscal deficit should be 

eliminated so that the state did not make demands on the savings 

of the people. 	But fiscal policy was not something for fine 

tuning. Monetary policy had to bear the overwhelming burden of 

short-term economic management once budget balance had been 

achieved. 

What should be done to resume progress in reducing the 

external imbalances to sustainable levels? In this context, 

which measures should be taken to bring the exchange rate of 

the dollar into line with economic fundamentals? 

No-one knew what the sustainable level was. Policy should not 

have too many objectives. 	It should be confined to keeping 

inflation down and ensuring a good structural reform programme. 

He saw no particular reason for concern about current account 

balances, though there would be dangers if they got too far out of 

line. The exchange rate had an important role to play in monetary 

policy. 	He would therefore not assign it a role in influencing 

the current account. 

A number of areas of priority for additional structural 

reform have been identified by the IMF staff. How is it 

possible to speed up structural reform efforts given the 

political interests that are often associated with specific 

distortions? 

Germany and Japan still had substantial structural impediments, 

including widespread subsidisation of industry and agriculture. 

There should be action to reduce such impediments. He had no need 

to spell out what needed to be done in the case of Japan because 

the Prime Minister had done so in her recent speech. It was much 
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better to concentrate discussion on structural reform rather than 

on current account imbalances which were a distraction. 

Brady asked the Managing Director for his views on Poland and 

on quotas before he left the discussion. 

Poland 

Camdessus said that the Fund's negotiator, Russo, had been 

impressed by the new Polish Government's determination to 

implement a strong macroeconomic and supply side reform. The fear 

was that the romantic Polish approach would not recognise the 

magnitude of the task before them. Their economy did not allow 

for the checks on economic activity normal in market economies, 

such as a strong Central Bank. Even so, they were determined to 

go ahead with a rapid programme of deregulation. 	He hoped that 

sometime in November the Fund would agree a letter of intention 

with the prospect of a programme next year. That programme would 

be strong, but it also needed to be realistic. There would be 

problems for financing the balance of payments in the first year, 

and governments would need to consider how to help. The Banks 

would need to be made unhappy since so far they had benefited. 

Quotas  

Camdessus said that three questions arose regarding the IMF 

quota: what did its members want the Fund to do? what was the 

likely level of demand on the Fund? and what should be its 

liquidity? On the first question, he thought that the Fund should 

be sufficiently endowed to maintain its present policies and be 

ready to deal with unexpected shocks, such as had occurred in 1974 

when oil prices had risen and in 1982 when the debt crisis had 

erupted. 	Neither of those shocks had been foreseen. Certainly 

present liquidity was high, but it would change very quickly. 	He 

could, he thought, accept an increase in quotas by two-thirds per 

cent provided it was coupled with some borrowing. 

The Managing Director at this point left the discussion. 
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Brady said that policy coordination and exchange market 

intervention could not be divorced. A renewed commitment to 

policy coordination required strong intervention by the three 

major countries. Hashimoto agreed. Larosiere thought that there 

was a strong perception that the coordination process was 

faltering. One reason for that perception was the evident failure 

to reduce the imbalances. People were focusing attention 

increasingly on intervention policy. They had noticed that there 

had been much less intervention by the European countries than by 

Japan and the USA. He agreed that intervention should be carried 

out in a concerted fashion. 	It would not deal with all the 

problems - fiscal policy had a role to play. 

Waigel repeated that the imbalances were not a global 

problem. They needed to be examined on a country by country 

basis. There was no trade balance problem now between the US and 

Germany. It was a European phenomenon. Intervention was not a 

panacea. 	Poehl did not know whether it was right to say that the 

markets thought cooperation had broken down. 	If that was the 

case, it was because G7 had created wrong expectations, for 

example over ranges and their ability to defend certain levels. 

The result had been that when the DM1.90 barrier had been broken, 

the impression had been given to the market that coordination had 

broken down. There had been quite substantial interventions since 

the dollar had begun to rise. These had been fairly distributed. 

But intervention would only help if it was done in an efficient 

and professional way. It needed to be supported by other measures 

in the monetary policy field. 

He agreed that the significance of balance of payments 

deficits had changed. 	A system had not been invented which 

permitted the abolition of deficits. But it did permit goods and 

capital to free flow. There was a lot to be happy about - the 

longest upswing with low inflation for a very long time. 

The Chancellor agreed with a lot that had been said. 

Cooperation and exchange rate stability had contributed to this 
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long period of prosperity. But the markets now had doubts about 

cooperation. It would be foolish to give up after having spent so 

much capital. 	Intervention was an outward and visible sign of 

the viability of the cooperative process. 	Nor could it be 

forgotten that the mere fact that the present G7 meeting had 

heightened the profile. 	A regular publication of communiques 

simply made life harder for Ministers. The old G5 managed to 

avoid communiques. The Group had managed to avoid a communique in 

February, partly because they had announced in advance that one 

would not be produced. They should work on the presumption that 

one would not be issued unless there was a clear need for it. 

Wilson thought it was impossible to control markets, though 

they could be influenced. Unmanageable expectations should not be 

expected. 	The perception was in the markets that cooperation was 

slipping. It was importance to act in a coordinated way. 	The 

communique should not raise expectations. Participants' 

statements would be important. Of overriding importance was 

policy - particularly implementation of Gramm/Rudman/Hollings and 

consistent monetary policy. 

Ciampi suggested that analysis had shown that intervention 

was more successful in 1987 when they were concerted than 

recently. Concerted intervention gave the comforting impression 

that the major countries agreed on major economic policies. 

Summing up the discussion Brady said that it was agreed to 

have a coordinated intervention operation at this time. 

The morning session concluded at 13.15. 
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The meeting resumed at 14.45. 

Debt Strategy 

Brady said that so far the Mexican negotiation had been 

successful: 	there had been some capital ref light, Mexican 

reserves were up, interest rates had been reduced from 56 per cent 

to 33 per cent, and the privatisation programme was proceeding. 

At the same time the shares of the money centre banks had risen in 

value both compared to the index and regional bank shares. Banks 

were strengthening their balance sheets and secondary prices of 

third world debt had strengthened. There had been agreement on a 

Philippines package and packages for Morocco and Costa Rica were 

under discussion. The need now was to maintain the momentum and 

to demonstrate that the initiative was simply not a US strategy. 

That was why he attached importance to an agreement with Morocco, 

which was not regarded as an area of particular US interest. Some 

banks were arguing that the initiative had killed the chance of 

new money. That would have happened in any event. 	It was 

important to maintain the sense of strategy; otherwise 

achievements would unravel. 	The United States put a lot of 

pressure on its banks to participate in the strategy, and to keep 

new money flowing into the countries. If the US Treasury had not 

become involved in the Mexican deal, there would not have been a 

deal. The communique needed to be strengthened in respect of the 

banks' role. 

Hashimoto explained recent Japanese lending initiatives and 

the changes to Japanese tax law as they affected provisioning. He 

had some sympathy with Japanese banks who were arguing that it was 

difficult to provide new money at the same time as reducing debt 

and debt service. 

Beregovoy agreed with Brady's analysis. Four messages should 

be given publicly. First, the developing countries had to be told 

that they would be eligible for debt relief if they took 

courageous action. Second, the commercial banks had to be told 

that they had a role to play. It was a pity that they had not 

followed what was required when the Philippines deal had been 
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negotiated. 	The banks were not forced to choose one option, but 

three. Third, the IFIs should be told to be active, fast and 

imaginative. Finally, G7 countries should emphasise that the debt 

strategy had to succeed. Enormous importance was attached to it 

in Africa, for example in Morocco, Gabon, Nigeria and the Ivory 

Coast. Action had to be followed through in the case of the 

Philippines. 	The French Government would shortly make an 

announcement of even better tax incentives for banks participating 

in debt reduction. 

Wilson agreed that there had been real progress. But there 

were concerns, for example on transfer of risk. He congratulated 

the Japanese on their contribution. The Canadian banks were not 

interested in putting new money into Mexico. They had found 

negotiating that deal a frustrating process. Regulatory and tax 

provisions offered no real obstacles to debt reduction. He was 

particularly concerned that it was not immediately apparent that 

the Brady Plan was making a fundamental change in the policies of 

the debtor countries. 	Expectations had to be kept in line with 

reality. There was a concern about the absence of front end 

loading of money. Options had to be kept as flexible as possible. 

Financing gaps should not be filled with more foreign debt. The 

banks concern about slowness of the that the process needed to be 

met. Brady intervened to say that many of the banks had 

deliberately tried to play the Mexican negotiations slow. 

Waigel said that it was now up to the banks and the 

developing countries to work out agreements among themselves. 

That was the best way to prevent a transfer of risk. He agreed 

that eligibility for Brady terms should be on a case by case 
basis. 	The guidelines for the initiative had reflected an agreed 

compromise. That must be respected by all G7 countries. 	Brady, 
said that even before the US initiative, it was clear that new 

money would not be on the table. 	Their initiative had assumed 

that new money would come from debt reduction, privatisation and 

the return of flight capital. 	The strategy attempted to sail 

between the Scylla of involving the IFIs too much and the 

Charybolis of saddling the banks with unperforming loans. 
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The Chancellor commended Brady for the ingenuity he had shown 

in devising his scheme. It had operated for only a short time. 

The real problem was that most countries were not pursuing 

sufficiently strong policies. Creditor governments could not make 

them do that. They could only provide inducements. He agreed 

with Waigel that the rules should not be changed after such a 

short time. The strengthened debt strategy as agreed in the 

Boards had the full support of the British Government which was 

providing generous tax relief. He had welcomed the increase in 

banks' provisions to 47 per cent. 	The British banks were not 

conspicuously enthusiastic about the Brady Plan, but were 

nonetheless in the act. They too were not keen about the new 

money option, but there were other options for them to choose. 

The UK did not have state owned banks and the Government would not 

tell the commercial banks what to do. 	Even if they did, they 

would not take any notice. The banks had to take their own 

decisions. He understood that the US were impatient for progress, 

but he could not see that the pace could be forced. It was a 

tribute to the Secretary that he had got so far in such a short 

time. 

Brady retorted that he was not impatient, but unless there 

was action, the problems would remain. 	The Chancellor reminded 

him that much had been done through the Paris Club for many 

countries. Too often countries were softer towards the clearing 

banks than they were towards creditor governments. Perhaps the 

countries should take a tougher line with the banks, though this 

could not be said publicly. Mulford said that so far the only 

deal struck had been with Mexico. Progress was stalled on, for 

example, the Moroccan and Chilean deals because the banks were 

unwilling to price them. There was also concern that there would 

be insufficient money for enhancements in the case of the Mexican 

deal. Trichet reminded the G7 of the scale of Paris Club 

rescheduling since 1983. That rescheduling had covered both 

principal and interest. 	If governments' contribution through new 

export credit to debtor countries was taken into account, 

governments had undoubtedly been more generous than banks. 

Mulford observed that although the Morgan Bank had now provided 

complete provisions against some debt, they had said that this 
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actually might increase the prospects of their lending new money. 

The Chancellor said that we should not take much notice of what 

the banks said. 	They should be left to get on with it. Brady 

thought that unless a solution was found, there would be chaos or 

demands for a world solution to the debt problems. 

33. Carlin  warned that there were risks in pressing the banks to 

intervene. He recalled the 1979 and 1980 Summits when banks had 

been invited to extend new credits to developing countries which 

were nearly insolvent. That had simply made the 1982 debt crisis 

worse. 	Financing development was not a proper function for 

commercial banks. Referring to the Somalia Support Group, he said 

that if G7 countries could not give an indication of their support 

for that country, it would be better to wind the group up. 	Brady 

replied that the US could not give any indication of support. But 

they were not saying yes, nor were they saying no. 

PERSONAL & CONFIDENTIAL 



&  

IMF Quotas  

Brady reported that there was no support for a quota increase 

in Congress. The Democrats were arguing that if the 

US Administration needed money for quotas, they should raise 

taxes. It was also clear that the Fund liquidity position did not 

require a quota increase in the immediate future. 	The state of 

the US Budget discussions made it clear that there would be no 

progress before 15 October, though he still stood by his 

commitment for a decision by the end of the year. Waigel said 

that his Government supported a substantial quota increase so that 

the Fund could rely on its own resources. Beregovoy wondered 

whether the Ministers should raise this issue when they saw 

President Bush on Tuesday. The Chancellor said that the Ministers 

had to accept Brady's account of his political difficulties. 	He 
wondered how urgent a Fund quota increase was. He recalled that 

the last quota increase had been 47 per cent, but this was in the 

wake of the debt crisis. The position was quite different now. 

Fund liquidity was now stronger than both before and after the 

1983 quota increase. 	It was very difficult to say that a quota 

increase was necessary, even on the reduced scale of two-thirds 

increase suggested by the Managing Director. The UK's proposal 

was therefore for a moderate increase - up to 25 per cent. The UK 

were ready to defer consideration of the issue if this helped the 

US. Certainly the timing of discussions at the end of the year 

would be very difficult. It might be better to take decisions at 

the next Spring or Annual Meetings. 

Greenspan saw no pressing need for an early decision. 	Fund 

liquidity had on occasions slipped down to some 40 per cent 

without any great crisis arising. He thought that the US Budget 

problems could be solved before a quota increase needed to be 

addressed. 

Beregovoy believed that the Managing Director had made out a 

good case for a quota increase in the morning's discussions. The 

Fund would undoubtedly be short of liquidity in 1990 or 1991. 

France was willing to compromise on size, even if this meant not 

giving the Managing Director all he wanted. 
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Trichet then referred briefly to the discussions among 

G7 Deputies which had covered the decision making process, the 

size of the quota increase and ranking. On the latter point there 

had not been a consensus, though some had expressed support for a 

ranking which put the US in first place, Japan and Germany in 

second place and the UK and France in third. 

Hashimoto said that there was strong pressure in the Diet for 

a higher ranking for Japan. Unless their position was adjusted to 

a more appropriate level, it would be difficult to secure 

authorisation for a new quota bill. 	He could go along with the 

rankings suggested by Trichet. Brady said that the US was more 

than ready to go along with Trichet's suggestion. The Chancellor 

recalled that Trichet had said there had been no consensus in the 

G7 Deputies. The quota rankings he had suggested raised grave 

technical and political difficulties. Brady intervened again to 

emphasise that his point was that he was happy with the Japanese 

in second place. The Chancellor said that when agreement had been 

reached on a general quota increase, it would be possible for 

Japan to move into second place through a special quota increase. 

But he saw no case for doing anything more. 	Certainly anything 
more would be most difficult to defend politically. 

Waigel saw no need for a debate about rankings at that stage. 

If there was to be a debate, he would want to take up some of the 

points made by the Chancellor. 

Wilson intervened at that point to urge support for the 

support group for Guyana. Unless there was more G7 support for 

the support group process, that approach would fail. The Deputies 

should look at the future of support groups. 	Mulford said that 

they should look at the issue of arrears as well. He said that 

the Ueputies had concluded that support group procedures were not 

working well and were unlikely to work for countries with large 

arrears. The issue should be looked at in a fundamental way as 

part of the consideration of a quota increase. Tietmeyer objected 

that there was no formal link between arrears and quotas. 
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410 	
Poland 

The Chancellor said that recent events in Poland were among 

the most important political developments since the Second World 

War. They were an open avowal of the failure of the Communist 

system and the beginning of the break-up of the Communist empire. 

Western governments should do all they sensibly could to help the 

Poles move towards democratic politics and a market economy. 

Similar considerations were applying to Hungary, which was seeing 

the same process but in a rather different way. 

Waigel gave the Chancellor strong support. The policies of 

Erhard had won over the policies of Marx. The Paris Summit had 

already made important statements. There needed to be as flexible 

as possible rescheduling in the Paris Club. Poland now required 

expertise as much as economy. One possibility was the despatch of 

a small group of experts drawn from several countries to help the 

Poles. Germany would need to come to terms soon on their jumbo 

loan. Hungary was another case in point. 

Hashimoto gave strong support to the Chancellor's sentiments. 

Japan was willing to give support to Poland, though it would be 

different in nature from the support to other indebted countries. 

Some Japanese firms had already indicated an interest in building 

plants in the country. 

Beregovoy agreed fully with everything that had been said. 

Debt needed to be rescheduled in accordance with Polish 

capabilities to pay. It always needed to be borne in mind that 

Communist governments could evolve as the Polish situation 

changed. The same process was happening in Hungary. It was worth 

too to keep an eye on events in the German Democratic Republic. 

Greenspan thought it important to decide at an early stage 

the appropriate amount of assistance and its form. 	The Polish 

economic structure was bizarre. The USSR had the same problems, 

but on a much larger scale. Many Eastern European economies were 

collapsing as the African socialist economies had collapsed. It 

was important to avoid putting any form of assistance into the 
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countries which forced the USSR back into its old Stalanist role. 

Too much aid could be a mistake. 	He agreed the need for a 
conceptual advisory group. 	There were great problems in, for 

example, the USSR in dealing with the 200 billion rouble overhang 

because of the lack of proper security markets. 

Carli observed that the Polish and Hungarian experience was 

an experiment without precedents. One great problem was the lack 

of personnel who understood the working of markets. Another was 

that the basic philosophy of some Solidarity supporters did not 

have much sympathy with the principles of market economy. To that 

extent they were rather like the Catholic Communists in Italy. The 

first problem was to provide food. The IMF experts might not have 

sufficient experience with Poland's particular problems. It would 

therefore be important not to superimpose the West's convictions 

on the country. This prompted Greenspan to say that governments 

must not support the socialist part of the Polish reform 

programme. But if the Poles refused to take the West's advice, 

the West would have to accept the position. Poland either had to 

go forward to a market economy or back into Stalinism. 

The meeting then proceeded to the consideration of the draft 

communique, a final version of which is attached. 

The meeting concluded at 18.30 hours. 
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NIARKET INTEREST RATES1  

G7 UK US J G Fr It Can 

Oct 3 7.9 11.9 8.4 4.9 5.3 7.8 11.4 10.6 

Oct 7.8 12.1 8.4 4.7 5.1 8.0 11.0 10.4 

Nov 8.0 12.3 8.8 4.4 4.9 8.1 11.2 10.8 

Dec 8.4 13.2 9.3 4.5 5.3 8.5 12.2 10.8 

1989 

Jan 8.5 13.1 9.3 4.6 5.7 8.5 12.1 11.2 

Feb 8.9 13.0 9.6 4.7 6.5 9.2 12.5 11.7 

Mar 9.2 13.0 10.1 4.8 6.6 9.1 13.4 12.2 

Apr 9.0 13.2 10.0 4.7 6.4 8.7 12.5 12.3 

May 9.0 13.1 9.7 5.0 7.0 8.9 12.5 12.3 

Jun 9.0 14.1 9.2 5.4 7.0 9.0 12.6 12.3 

Jul 8.9 13.9 8.8 5.5 7.1 9.2 12.8 12.2 

Aug 8.8 13.9 8.8 5.5 7.1 9.0 12.8 12.2 

Sept 9.0 14.0 8.8 5.7 7.4 9.2 12.7 12.3 

Oct 5 9.3 14.8 9.0 5.7 8.1 9.7 12.8 12.3 

Change since 

1 year 1.4 2.9 0.6 0.8 2.8 1.9 1.4 1.9 

1 Jan 0.8 1.6 -0.2 1.2 2.5 1.1 1.0 1.3 

1 Three month market rates 
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OpFFICIAL INTEREST RATES1  

US 	Japan 	Germany France Italy Canada 	UK 

Oct 	5 	8.38 	21/2 	5 7 121/2  10.56 	12 

Oct 	8.30 	,, 7.1 " 10.51 	II 

Nov 	8.35 	II  74 10.84 	12.5 

Dec 	8.76 	,, 	5.2 73/4 ,, 11.17 	13 

1989 

Jan 	9.12 	21/2 	5.8 8 121/2  11.54 	13 

Feb 	9.36 	,, 	6 84 121/2  11.70 

Mar 	9.85 	,, 	6 ,. 131/2  12.40 	n 

Apr 	9.84 	,, 	6.2 ,, ,, 12.61 	” 

May 	9.81 	21/2 	61/2  " ,, 12.40 	13.3 

Jun 	9.53 	34 	" 84 12.31 	14 

Jul 	9.32 	,, 	7 83/4 ,, 12.32 

Aug 	8.99 	II 	 II II  12.39 	II 

Sep 	9.00 	II 	 II II  12.44 	II 

Oct 5 	9.00 	34 	8 91/2  1311 12.48 	15 

Change 

on 1 yr 	0.62 	i 	3 21/2  1 1.9 	3 

on 1 Jan 	0.14 	if 	21/2  lif 1 0.94 	2 

1 Defined 	as 	follows: 	US 

discount rate, German Lombard rate, 

Fed 

Bank 

funds 

of 

rate, 

France 

Bank of Japan 

intervention 

rate, Bank of Italy discount rate, Canadian Bank rate, UK base 

rate. 

1 
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*For each month; rise from 12 months earlier. 
Actual data. 
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Fiscal Balances 
General Government 
(as percent of GNP/GDP) 
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Note: Italy's deficit has declined from 12.5% in 1985 
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GNP and Contribution of Net Exports 
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FROM: JOHN GIEVE 

DATE: 4 OCTOBER 1989 

MR BARR (IF1) 

 

cc Sir T Burns 
Mr Wicks 
Mr H P Evans 
Mr Peretz 
Mr A Allan 
Mr Mountfield 
Mr Bottrill 
Mr Pickering 
Mr Tarkowski 
Mr Lazar 
Mr N P Williams 
Ms Ryding 
Mr Kilpatrick 

G7 ANNUAL IMF/IBRD MEETINGS 

The Chancellor has asked me to pass on his thanks to all those who 

prepared briefing for the G7 and annual IMF/IBRD meetings. He 

noted that this year, in particular, there were a number of 

developments close to the meetings which required extra work and 

he found the briefing excellent and useful. 

T.( 

JOHN GIEVE 

UNCLASSIFIED 
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CHANCELLOR OF THE EXCHEQUER 

FROM: N L WICKS 
DATE: 21 SEPTEMBER 1989 
Ext : 4369 

cc 	EST 
Sir P Middleton 
Sir T Burns 
Mr Scholar 
Mr Evans 
Mr Odling-Smee 
Mr A C S Allan 
Mr Peretz 
Mr Melliss 
Mr Lazar 

Mr Crockett - B/E 

G7: DRAFT COMMUNIQUE 

Mulford has circulated the draft of a G7 communique (Annex A) 

which he proposes should be discussed at the G7 Deputies meeting 

tomorrow afternoon at 5.30 pm in Washington. 

2. 	His draft is shorter and rather better than might have been 

expected. But there are some changes which we should seek. These 

are set out in the addition at Annex B. You will see that our 

draft includes a paragraph on trade. This would be useful, but 

not essential. 

N L WICKS 
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