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From: Huw Evans
Date: 5 September 1989

CHANCELLOR cc

Sir Peter Middleton
LN Mr R I G Allen
v 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.

25 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.

3. We shall get a fuller report tomorrow.
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GROUP GF TEN CONFIDENTIAL
THE SECRETARIES AUGUST 23, 1989

”NQEE FROM THE SECRETARIES

MR. OTTO STICH, CHAIRMAN OF THE G-10 MINISTERS AND GOVERNORS.
HAS INFOFMED THE SECRETARIAT THAT HE WISHES TO CONVENE A MEETING OF
THE G-10 MINISTERS AND GOVERNORS ON SEPTEMEER 24, 1989, AT 8:00 A.M.,
IN THE ENECUTIVE BOARD ROOM OF THE IMF IN WASHINGTON D.C. THE '
MEETING IS5 EXPECTED TO LAST ONE AND HALF HOURS. AN AGENDA WILL BE
CIRCULATED IN DUE COUREE.

WE WOULD APFPRECIATE YOUR COMMUNICATING TO US THE NAMES OF THE
MEMBERS OF YOUR DELEGATION (INTERFUND PARIS, TELEX NO. &10712).

WITH KIND REGARDS,
THE SECRETARIES
&
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FROM: D I SPARKES
DATE: 18 SEPTEMBER 1989

\

MR EDMONDS (IF2) cc Sir T Burns
Mr Sedgwick
Mr Hibberd
Mr Melliss
B

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.



A

30 BUSINESS AND FINANCE

A high risk

he United Kingdom
I 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
‘gn‘ce inflation has started to
all.

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.
Second, underlying inflation
has continued to pick up and
with earnings growth rising,
fears of a wage-price spiral
remain,

Negative effects of policy
are already being seen in other
areas of the economy. High
interest rates are adversely

affecting UK output and
investment intentions.

In the second quarter, for
instance, manufacturing out-
put growth was flat, while
industrial production fell | 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 |s

that investment intentions
have been reduced. For in-
stance, according to the latest
CBI surv?' 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
tightening in monetary policy
took place last year, the corres-
ponding figure was 32 per
cent.
" As in the early 1980s, it is
more likely to be smaller
companies that are adversely
affected by a tight monetary
policy stance. Unlike the
larger companies, they tend
e — = %

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

If investment is curtailed
and smaller firms cut back on
expansion plans, then this
could emerge as a longer-term
problem for the economy. The
balance of growth in future
years will not be as desirable

GROSS FIXED CAPITAL
FORMATION (% of GDP)

'60-87 '80-87
USA 182 179
Japan 314 200
Germany 228 208
France 228 208
UK 18.1 16.9
Italy 238 218
Canada 23 213
Source: OECD

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
domestic demand last year,
but the poor underlying trend
was clearly in evidence long
before 1988. The underlying
picture of a worsening deficit
appears to be explained by
structural problems in the
economy, in particular the low
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policy for sterlinq’é

level of past investment in the
UK. As shown in the table, the
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 G?7
counties,

As Britain does not produce
800ds of the right-mix of
product type to solve the
current account deficit, in-
creased investment is required
in order to produce better
quality goods. While import-
ing investment goods is pref-
erable to imponing consumer
goods, it begs the question
why we can't produce them
ourselves.

At present, exchange rate
movements are being increas-
ingly determined b capital
flows, seeking out h gh-yield-
ing currencies. However, curs
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.

Itis difficult to envisage the
Chancellor wanting to allow
sterling to fall. A depreciation
would add 1o inflationary
pressures and may be damag-
ing at this stage of the electoral
cycle. Instead, it is more likely
that interest rates would be
kept high 1o support the
Currency. However, sterling
has been supported solely by

7

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 ¢ .
ital flows were leaving Bn‘?
Identified flows of dired -

and portfolio investment
overseas exceeded inflows in-
1o Britain by £]3 billion, and
after taking into account valy-
ation changes the net effect
was an outflow of £20.5 bil-
lion. Thus shor-funds attrac-
ted to the UK had to offset the
current account deficit and the
outlfow of longer-term capital.

Even allowing for the balan-
cing item this meant there was
a substantial flow of shor-
term funds that was financin,
the current account deficit, (\

s European interest
A rates rise over the next

few months these spe-
culative funds are likely to te |
increasingly attracted over. |
scas. Financial markets are
likely to demand ever-higher
British interest rates 10 sup-
port sterling. The problem |
though is that high domestic |
interest rates are not improv-
ing the underlyyng  fun-
damentals in the economy.
Eventually, sterling will come
under downward pressure,
with a negative impact for the
¢conomy and the gilt market,

Gerard Lyons |
. DKB International
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FROM: N L WICKS
DATE: 19 SEPTEMBER 1989

Ext : 4369
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MEETING OF Gi“ DEPUTIES IN PARIS ON THURSDAY 14 AND FRTDAY
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.
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A high risk

ing over the next year. Eco-
nomic growth will slow sub-
stantially. The trend for un-
derlying inflation will be up-
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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. 3

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,
Second, underlying inflation
has continued to pick up and
with earnings growth rising,
fears of a wage-price spiral
remain.

Negative effects of policy
are already being seen in other
areas of the economy. High
interest rates are adversely

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
international capital markets.

If investment is curtailed
and smaller firms cut back on
expansion plans, then this
could emerge as a longer-term
problem for the economy. The
balance of growth in future
years will not be as desirable

affecting UK output and
investment intentions,

In the second quarter, for
instance, manufacturing out-
put growth was flat, while
industrial production fell | 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-

through  production being FORMATION (7% of GDP)
switched to meet overseas bs 6%3; 3?-73;
demand. A , Japan 314 200

Another major problem is Germany 228 205
that investment intentions G’:"CO f’;’g fgg
have been reduced. For in- Italy 238 218
stance, according to the latest Canada 223 213
CBI survey in July, the bal- Source: OECD

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
tightening in monetary policy
took place last year, the corres-
ponding figure was 32 per
cent,

" As in the early 1980s, it is
more likely to be smaller
companies that are adversely
affected by a tight monetary
policy stance; Unlike .the
larger companies, they tend

1 Ll

as one would wish. Further-
more, it makes it more diffi-
cult 1o envisage a significant
improvement in the current
ccount outlook.

The current deficit was
exacerbated by the strength of
domestic demand last year,
but the poor underlying trend
was clearly in evidence lo 2
before 1988. The underlying
picture of a worsening deficit
appears to be explained by
structural problems in the
economy, in particular the low

e

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 G?7
counties.
As Britain does not produce

80ods of the right-mix of
product type to solve the
current account deficit, in-
creased investment is required
in order to produce better
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, curs
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
sterling to fall. A depreciation
would add to inflationary
pressures and may be damag-
ing at this stage of the electoral
cycle. Instead, it is more likely
that interest rates would be
kept high to support the
currency. However, sterling

has been supported solely by

N."‘
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short-term capital funds. With 3
a current account deficit of

£14.6 billion last year, there i
was no evidence of net inflows b
of long-term capital, Last year,
for instance, longer-term o
ital flows were leaving Bri

Identified flows of dire
and portfolio investment
overseas exceeded inflows in-
to Britain by £13 billion, and
after taking into account valy-
ation changes the net effect
was an outflow of £20.5 bil-
lion. Thus short-funds attrac-
ted to the UK had to offset the
current account deficit and the
outlfow of longer-term capital,

Even allowing for the balan-
cing itemn this meant there was
a substantial flow of short. i
term funds that was ﬁnancix}é =
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the current account deficit,

s European interest
A rates rise over the next

few months these spe-
culative funds are likely to be
increasingly attracted over-
scas. 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
¢conomy and the gilt market,

Gerard Lyons
DKB International
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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.

s 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.

3 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.
4. 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



.weakened. 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 was in his
view a factor. President Bush's good performance was also pushing
up the dollar. But all this was surmise and there was no obvious

explanation. He saw no likelihood of the Fed relaxing in the near

future.
5 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.'

6. 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.

i 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 & PERSONATL
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.G?'s 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 1likelihood that it would

increase if the economy slowed down.

8. 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.

9= Wicks, picking up Tietmeyer's reference to Hong Kong and
referring to Mulford's at the previous day's G10D, stressed the
importance of avoiding public, or semi-public statements which
could undermine confidence in Hong Kong. The fact was that
confidence was recovering and it was important to sustain it.
Both Tietmeyer and Mulford indicated their assent. Wicks then
described the course of UK policy over the 1last few months,
emphasising that it was now apparent to everyone that a
significant slowdown had, as intended, taken place 1in 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.

10. Trichet then circulated some charts which drew attention to
the lack of coherence between Bundesbank and US intervention, with
the US intervening substantially recently as the dollar rose and
the Bundesbank noticeable by its absence. Tietmeyer said that the
US intervention had had little result. Trichet produced another
chart which purported to show little correlation between changes
133 interest rate differentials and changes in the dollar/
deutschmark rate.

RET PER
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.11. 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.

12. 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.

13. 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. T
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

ECRET PERSONAL
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.Central 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.

15. 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.

16. This part of the discussion concluded with the Deputies

undertaking to report the discussion to their Ministers and let

ECRET PERSON
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.Mulford 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.



TE AL

MEETIN F G7 DEPUTIES IN AN-CLAUDE TRICHET' FFICE
F FIN E

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.
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The meeting had before it a paper circulated by Frenkel, to which
was annexed a commentary on structural measures in each G7
country. Utsumi registered strong objections to G7D becoming
involved in structural issues. That would only encourage other
Ministers in Japan to seek to become involved in the G7 process.

Other G7 Deputies reminded Utsumi that his predecessor, Gyohten,
had agreed that the IMF should produce such a list.

2. 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.

3 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

PERSONAL:, & CONFIDENTIAL
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'that 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.

ERSON DENT



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 wused 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 1likely 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 1late 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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'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.

34 Mulford went on to say that many were associating the quota
increase with the 1IMF'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.

4. 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.

s 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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. 6e 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.

y 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.

8. 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.

9. 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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10. 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.

11. The discussion concluded at 23.00 hours.
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TIN F G7 DEPUTIES IN —-CLAUDE TRI ! FFICE
AND TN THE RESTAURANT AT THE MINISTRY OF FINANCE
R DE_BERCY ON DAY 14 RIDAY 1 EPTEMBER 1
e Pro ountries

Discussion resumed at 7.30 am.

2. 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 Dbank
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 1listening 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.

3. 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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.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.

4. 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.

D 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.

6. 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!]
\ T 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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‘ 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 1linked 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 Yugoslavia and Hungary. The central
issue was, in his view, whether the international financial
community should be more understanding of those countries which
were moving from a state controlled sector to a more market

orientated approach.

8. 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

Qm) . ' 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.

9. 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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' Wicks spoke according to his brief. Trichet thought that Vietnam
had tremendous potential and wurged 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.

10. Dobson then announced that she would be leaving the Canadian
Ministry of Finance in October to return to the private sector.

11. 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

2. 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.

esday 1 T e
35 In the morning, you reported to the Chancellor the results of
your contacts with other Deputies. It seemed 1likely that the

French and 1Italians 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.

4. 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.

- 4 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.

6. You and the Chancellor agreed that a communique was now
inevitable and you said you would prepare a draft for the

sensitive sections.

"t

JOHN GIEVE
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if \ N7 Mr Sedgwick
“ v Mr Hibberd

Mr Melliss
Mr Deane

Mr Hurst

Mr Hennebry

INTERNATIONAL COMPARISONS OF GROSS FIXED CAPITAL FORMATION

107 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 1is 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.

24 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.

3is 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-PrancaW

P EDMONDS
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us
Japan
Germany
France
Jtaly
UK

Canada

us
Japan
Germany
France
Italy
UK

Canada

Source:

IFTED

Gross Investment in the G7 Countries
(All figures percentage of GDP)

1960-1987
GDFCF GDFCF
less residential
1812 1:3..:5
31.4 25,1
22.8 16.1
22.8 15.6
2455 17.6
1841 14.4
2243 16.5
1980-1987
GDFCF GDFCF
less residential
17.9 13.4
29.1 23.4
205 14.5
20.5 14.3
2.1:.:7 1565
16.9 13.4
21.3 1166

OECD Annual National Accounts

9.
i £/
193
10.

75
10.
12.

0

w W O O &

Business
Investment

(1970-84)

Business

Investment

9.
155
1574

9.

5.

6
6
9
6
4

10.5

195

(1980-84)
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DRAFT

STATEMENT OF THE GROUP OF SEVEN

1% 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.

Z% 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

Wt Py
expansion was expected to continue at a substamtial /rate in 1990.

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

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
taini e t e mesti . 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.

exchange markets.

N A wer )
e The Ministers and Governors 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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CONFIDENTTIAT,
FROM: C MELLISS (IF2)
DATE: 21 September 1989
X4700
CHANCELLOR 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

* with attachment

G7 SURVEILLANCE DISCUSSIONS

1 I now attach a copy of Camdessus' paper for the G7
surveillance discussion on Saturday, annex B of my note of earlier
today.

2 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.

i 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.

C-

C MELLISS
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‘ FROM: C MELLISS (IF2)
DATE: 21 September 1989
X4700
CHANCELLOR 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

* 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:

A. the report by Deputies, including issues for
discussion, and an annex by IMF staff dealing with

structural policy issues in each country,

B. the report by Camdessus, including surveillance
tables.

The first of these 1is 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:

Gl notes on the Deputies' issues for discussion,

IB); 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),
CONFIDENTIATL
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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.

215 Mr Peretz will be sending you separate material on exchange

rates.

orld Econo si i Me

3, Growth in the G7 countries has slowed down 1less 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 4% 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.

4. Capacity wutilization therefore remains at very high levels
in all G7 economies, although comparisons with previous cyclical
peaks 1is 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.

5. 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.

6. The projected soft landing would, if it occurs, represent a
remarkably good performance by the world economy. There are a

ID I
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meer 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's
productive potential.

External Balance

75 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 to warn of the dangers of the adjustment process
going into re\J;@e.
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B The annex to the Deputies' Report may be welcomed, although

IDENTT

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.

o st
9. 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.

&N
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September 15, 1989

ANNEX A

Deputies’ Report to Ministers and CGovernors

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

Performance indicators

Economic activity has remained robust. Output growth in the G-7
countries i= expected to slow to a more sustainable pace during the period
ahead, a tendency which has already been cbserved in the United Kingdom
and in North America., The overall rate of resource utilization is
expected to remain high in all countries, and the risk of a more
significant slowdown is considered to be small.

External imbalauces. Since the middle of 1988 progress in reducing
current account imbalances has been inadequate, and the recent
appreciation of the dellar has reduced the likelihecd of significant
further adjustment during the period ahead.

Inflation. There are signs that the inflationary pressures
resulting from transitory factors in the first part of the year (rising
energy and food prices, and indirect tax increases in Japan, Germany, and
Italy) are now beginning to abate. However, the centinuing high levels of
capacity utilizstion in all countries suggest that inflation is likely to
fall only slightly next year. The risks in the inflation outleook 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 sustzived non-inflationary
growth, revive progress in reducing external imbzlances to more
sustainable levels, safeguard an open intermatioral trading system, and
enhance the credibility of the poliey coordinaticn process.

In view of the high rate of capacity utilizastion in many deficit
countries, including the United States, Italy, ard Camads, additional
action to reduce fiscal deficits is essential. Such sction, together with
some adjustment of exchange rates, would make rocm for an increase in net
exports while sustaining the growth of investment, thus providing a solid
basis for long-term growth. Structural measures to reduce the distortions
that affect the level and the allocation of saving also would be helpful
in these countries, as well as in the United Kingdom.

In countries with current account surpluses, policies should seek to
sustain adequate growth of domestic demand. While medium-term fiscal
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objectives and the current buoyancy‘of denand suggest that the case for an
expansionary shift in fiscal policy may not be compelling at present,
these countries shoulcd 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 Saving snd investment in the
industrial countries taken as a group suggests that the adjustment process
should involve primarily a rise in national saving iun the deficit
countries rather than & decline in the surplus countriss. The process of
policy coordination would be considerably strengthened by efferts to roll
back restrictive trade measures and to make decisive progress in the
current round of multilateral trade negotiations.

Issues for Discussion

1 In view of the objective of sustained growth with low
inflation, do Ministers and Govermors consider the present stance and mix
of fiscal and memetary policies to be appropriate?

2, What chould be done to resume progress in reducing the external
imbalances to sustainsble levels? In this context, which measures should
be taken to bring the exchange rate of the dollar inte line with ecoriomic
fundamentals?

3. A number of areas of priority for additjenal structural 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 specifie distortions?

BRITEMB WASHINGTCADC TO TREASLRY 1 . 198985911993_9 5
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Struetural Policy Measures

In response to the Deputies’ request this amex includes, for each of
the seven major industrial countries, a list‘sf structurasl neasures which
could contribute to an improvement of ecoromic performance. The annex was
prepared by the IMF staff, partly on the basis off Article IV consultations
with the authorities of the G-7 ecountries. The list of measures provided
should be seen as preliminary and does not aim ai- being erhaustive.

To summarize, the most important measures that should now be
considered in the structuxal area are: to reduce or eliminate rigidities
and distortions in labor markets, including barr:iers to the intersectoral
and interregional mobility of labor; to reduce industrial subsidies; to
modify those feature of existing tax systews that affect the level and
distort the allocatien of private saving and investment; to intensify the
reform of sccial security systems: to reform land regulations and those
aspects of the distribution systems that zdd %o domestic ¢osts and inhibit
market access; and, to reduce the widespread subsidies and restrictions
that distort agricultural production and trade. While detailed trade
measures are not specified separately for every country, it is clear that
every effort should be made to counter protectionist pressures, to roll
back existing restrictions and to move toward an early and successful
conclusion of the Uruguay Round of multilateral frace negotiations,

Lanada
1. Initiatives anmounced in the April 1§3¢ budyet:

-

a. Szles tax reform

The new federal Coods and Service Tax is to replace the existing
federal manufacturing sales tax at the begirming of 1931, and will be set
at a rate of 9 percent. The existing federal sales tax is subject to
various drawbacks: it applies to business inputs; favors imports over
domestically produced goods; has a rarrow base; and has becone an
unteliable source of revenue. The new sales tax sheuld reduce these
problems and produce significant efficiency gains. 7This initiative should
be implemented as scheduled despite the streong opposition that has been
voiced in recent months. '

b.  Reform of the unemployment {nsurapce ( UL)_systen

This reform aims te achieve budgetary savings, provide more training,
and reduce disincentives to work. The Canadian UI systen--in particular
the extended regional benefits scheme--in the past has been criticized for
hindering labor market flexibility, thereby contributing to large regional
disparities in unemployment rates and a high natural rate of
unemployment. While the latest initiative is welcome, additional steps
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should be taken in the period ahead to reduce fuither the disincentive
effects of the Ul system.

2 Status of finmancial reform

In recent years, competition and technological change have prompted
Canadian financial institutions to diversify"their services, thexeby
blurring the traditional distinctions between the various institurions.
To address regulatory and supervisory problems caused by these
developments, the Govermment has undertaken phased legisiative reform,
The first stage of reform, which principally involved the securities
industry, has now been implemented. The second phase involves drawing up
legislaticn to cover the chartered banks, trust and nortgage loan
companies, and insurance companies, and the Government is committed to
completing this phase as soon as practicable.

3 Other areas in which structural raforms would be desirable inelude

et L e —

the following:

a. At present corporate tax policy is used to promote investment in
manufacturing, in smsll businesses, and in particulsar provinces. A more
neutral approach would yield efficiency gains.

b. Government subsidies for agriéulture, which have increased
rapidly in the 1980s, should be scaled back. ’

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

E rancs
1. Labor markets

A number of measures could be considered to increase labor
productivity and the flexibility of labor markets, First, there could ba
a still greater and more broadly based emphasis on vocational training and
general education. Vocational training should ideally be coordinated with
official employment schemes and should develop iuto a genzral and nation-
wide system, similar to that existing in Cermany. Second, the wide array
of often temporary labor market schemes cculd be simplified and
streamlined to reduce uncertainty. Third, conditions for part-time
employment need to be improved, partly by adapting regulatory conditions,
but also through a review of pertinent =ax and socizl security legislation
and regulation. Fourth, profit sharing and participation could be
promoted further to raise incentives and enhance the flexibility of wages,

2; Tax_reform

The tax system ie in need of rationalization and simplification,
especially in the area of savings. Ia particular it would be desirable
to "level playing field" to achieve a more efficient allocation of private
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saving. Also, efficient and least-distorting ways of raising direct taxes
will have to be explored, as the role of indizrect taxes will diminish as a
result of fiscal harmonization within the EC. Finally, the variability of
tax legislation needs to be reduced to produce a more stable tax
environment.

3. Modernization of the social sequrity syftem

The 'scope and structure of the social security system rajises
questions of efficiency and equity. Efforts to control expenditures need
to be intensified. On the revenue side, & better ba'lance needs to be
found between sources of finance--away from taxatior of labor income and
toward a broader income base; this would help to reduce disincentives and
to contain labor costs.

4, Domestic and internasional competition

Domestic competition needs to be strengthened mostly through policies
aimed at facilitating entry, by removing (or at Least reviewing)
restrictive legislation and/or "corporatisk® mechanisms, The balance
between cconsumer protection and domestic competition could be
reconsidered. International competition is still. impaired by outright
protection, including public procurement rules, and by subsidization.
While the French authorities have started ro disnantle protectionism,
their timetable implies long delays, at least in some areas like
automobiles, agricultural products, and textiles. A& speedier
implementation of measures to liberalize trade would be desirable.

In recent years, the Germany authorities have made some progress on
structural policies--first in facilitating youth and part-time employment
and curtailing social transfers, and, later, in aress such as
telecommunications, health insurance, and the desigr of a pension reform.
In addition, the government’s privatizazfen program has been virtually
completed, and a three-step tax reform has been enscted (the third step is
to take effect in 1990) which contains important supply-side elements
almed at reducing disincentives in the tax systen and cutting subsidies in
the form of tax preferences. However, in some inportant areas (including
subsidies and protection of certain industries) Little or mno progress has
been made, and staff studies continue to show potential for large benefits
from policy actions in the areas of competition, protection, subsidies and
regulation, In particular, these studies suggest that, with appropriate
macroeconcmic support, actions in these arsas would yisld large gains in
output, employment, end domestic demand, & substantial reduction in the
price level and, at least in the first few years, & significant narrowing
of the current account surplus,

The staff recommends action in the following areas:
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L, In agricultyure, there is a need for a nore market-oriented
pricing approach, rather than the policy of price support-cum-production
control pursued by the German authorities in the framework of the Common
Agricultural Policy of the EC,

2. In the coal sector, the present approach, based on
subsidization, is inefficient and should be &dbolished. As in the case of
agriculture, coal mining is effectively insulated from exchange rate
changes and support is given to a relatively small industry at a high cost
to the rest of the economy,

3, There would also be significaat gains--in Germany and abroad--
from a reduction of protection in areas such as lron and steel,
shipbuilding, and clothing and textiles. It would be appropriate for
Germany to play an active role in promoting free trade {n these areas
within the responsible EC and GATT forums.

4, In the labor market, changes are needed in the institutional
framework governing hiring, firing, and wage determination so as to
increase wage differentiation and improve labor market flexibility. The
Employment Promotion Act (1985) contained important temporary measures to
facilitate part-time and youth employment; these proved effective and they
have recently been exte¢nded through 1993. But much more will be needed to
bring the level of unemployment back into the range that prevailed before
the 1930s.

5. The economy would benefit from liberalization of rules and
regulations covering service industries (notably retail wrade, financial
services, transportaticn and energy distributiom). ‘The report of the
Deregulation Commission is expected in the summer of 1990.

6. In addition to action in the above areas, Ffurther reform of the
tax system is warranted to eliminate distortions facing businesses, The
authorities envisage a reform of business taxes in the period through
3992

Italy
173 Rea ecto

The relative underdevelopment of Southern Isaly (Mezzogiorno), and
its high unemployment rate, are major structural problems for which there
are no easy solutions. The policies followed in the past, based on publie
investment and subsidies, have turned out to be inadequate, Although the
issue clearly cannot be settled solely by economic measures, greater
emphasis on tax and employment incentivess could nake a very positive A
contribution to regional development. The ensrey sector is also in need
of structural rxeform: the energy plan, submitted by the Covernment to
Parliament in 1988, targeted a reduction in energy dependence in general
(and oil dependence in particular), and the strengthening of the

electricity supply system. This plan should be approved without further
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delay. In this comnection, a major rele could be plaved by a
Lransportation policy (for which a Plan had been approved in 1986, but
never implemented) aimed at reducing read transportation in favor of
railway transportation, Finally, ecological conditions in Italy are
deteriorating rapidly with adverse consequences on the tourist industry;
improvements in this area are highly recomnended,

2. Fiscal sector

The following structural measures would help raduce Italy’s large
fiscal deficit, On the gxpenditure side: veform of the social security
system involving an increase in retirement age (vurrently 55 years for
women and 60 for men), a lowering of the acecrual raze (the highest in the
G-7 at 2 percent a year) and a reducticn in the degree of indexation of
charges; in the railway sector, significant: increases in fares and a
reduction in employment (which has been estimated to exceed several times
the actual requirements in this area). Local finances ceuld alse be
reformed to bring expenditure by local authorities more in lime with their
revenue raising capability. On the revenue side, raform of tax
administration to reduce tax evasion weould be desirable, ineluding
simplification of the current tax structure and enhancement of enforcing
activities. An improvement of the quality of public services and
promotion of labor productivity in the public sector through enhancement
of labor mobility and productivity-related forms of compensation would be
helpful. Finally, improvement in the pansgement of public debt: to this
end, the role of institutional irvestors (e.g., pension funds) could be
enhanced; the reduction of debt through the sale of public sector assets
could also be considerzed.

8. Monetaryv sector

Financial intermediaries are still relatively inefficiént and under-
sized and financial markets suffer from a lack of transparency. The
following measures, which are awaiting Parliamentary approval, would be
most appropriate: a change in the form of organizazion of public banks,
allowing recapitalization partly through private participation; the
provision of incentives for mergers leading to the creation of finaneial
conglomerates; the introduction of regulation on takeover bids, closed-
end investment funds and insider trading; and the introduction of an
antitrust legislation. Financial regulation also needs to be adapted to
the requirements of European integratien, which will invelve greater
harmonization not only in the tax treatment of financial assets, but also
in reserve regquirements on bank deposits (at pPresent averaging 21 percent
in Italy, against 6 percent in Germany and 3 perceat in France).

Japan

The importance of structural reforms is well racognized in the
current Five-Year Economic Plan, which has fully iacorporated the
recommendations of the Mayekawa and other commissions. Progress in the
implementation of these recommendations has been most evident in the areas
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of tax and financial reform. The implementation of structural reforms in
other areas, however, has been more limited. In partieular, it would be

appropriate to move forward in the areas of land management, agriculture,
and the distribution system,

Land management in Japan presents a complex anc politically difficult
problem., Regulations covering the use and tdxation of land have distortead
the allocation of this scarce resource, and have restriected the supply of
land for nonagricultural purposes. Rental laws, building codes, and
zoning regulations have hindered urban renewal and cevelopment. Property
and inheritance taxes are substantially lower for- agricultural land than
for residential land, thus providing a disinecentive to redeveloping urban
agricultural land for housing or business use. “he Five-Year Economic
Plan recognizes the need for the implenentation of prompt and forceful
measures to rationalize the use of land, but such measures are yet to be
introduced.

Inports of agricultural goods remain subjeet: to quotas and high

tariffs. The lowering of administered prices for sene commodities, as
well as the decision to gradually abolish fmport quotas for beef, oranges,
and other products are important first steps. But & much fuller
agricultural reform is needed to premote internaticral adjustment and
harmony as well as to improve domestic resource alleocationm ancd consumer
welfare. In addition to liberalization of agricultvral imports, there is
scope for stepping up the pace of deregulstion of tke agricultural sector
more generally, in particular with respect to the merksting and
distribution of rice.

Access to Japan’s markets would be further entancad by a
streamlining of the digtribution system. To be sure, the distribution
sector is already undergoing significant adjustment in response to market
forces, but thig adjustment would be accelaratred by thes relaxation of
government regulations, notably the Large-Scale Retail Store Law, that may
be restricting competition. This Law has restricted the apening and
expansion of large stores. It is necessary to relsx the implementation of
the Lav by sinplifying and shortening the process of approval of new
stores as scon as possible and eventually to abolish the Law itself,

United Kingdom
l. Tax reform

, The authorities have actively pursued tax reform in recent years., 1In
particular, the number of tax brackets was reduced and both the basic rate
and the top marginal rate were lowered. The lower warginal rates have
reduced the incentive for tax evasion and avoidarnce and have improved the
c¢limate for entexprise. In the 1989 budget, a major reform of the system
of employees’ national insurance contributions was announced: the changes
involved a sinplification of the system, and further reduced the
contribution payable at the lower earnings limit, These changes reduced
discontinuities in marginal rates and disincentives to work, but reform of
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the system could be esxtended, for example to cover the structure of
employers’ contributions,

in recent years the tax treatment of savings znd investment has been
made more neutral. The 1989 budget intreduced lmprovements in the
taxation of life insurance and pensions, invelving lower tax rates on a
broader tax base. Nevertheless, distortions®afflecting the allocation of
saving and investment remain. Tax incentives heve been zimed at
stimulating home and share ownership, business enterprises, private
premises, and profit-related pay. As a result, a large propertion of
capital income is exempt from tax. As regards housing, in the abserce of
a4 tax on imputed remt and a capital gains tax, the tax cdedvetibility of
mortgage interest represents an important distortion. The planned remaval
of local property taxes, which have tended to offset *his distortion,
makes reform of the taxation of owner-cecupied housing mere urgent.

P Labor msrkets

Labor market relatiens are in a stats of transition owing partly to
the legislative changes adopted in the mid-1980s. Positive changes in
workplace practices in areas such as menning demarcation and work hours
have--together with substantial labor shedding--boosted productivity in
recent years, especially in manufacturing. However, the continued
existence of labor market rigidities is suggested by wide disparities in
regional unemployment rates.

The functioning of the labor market could be improved by proceeding
with announced plans to further rationalire employment training schemes
ard preventing pre-entry closed shop arrangementis, In addition,
restrictive practices within self-regulating professions should be
terminated. The 1988 Housing Act introduced reforms to imerease the
availability of housing, especially in the private rented sector.
Acceleration of these reforms to phase out rent restrictions and protected
tenancies on existing lettings would help improve laber mobility.

3. Irade practices

The authorities remain committed to the preservation and extension of
an open trading system. However, a nuumber of voiuntaxry export restraint
arrangements are maintained, including those operated under the EC
framework. The Government should also move to increase competitiveness in
the tender system in the areas of health snd defense purchases.

\

United States

i 1 Private saving

Tax provisions that distort saving decisions include: the
deductibility of interest on home equity loans, the proceeds of which are
used for purposes other than home purchases; the ceduetibility of mortgage
interest and propexty tax on owner-occupied homes; the taxation (and the

19. B91891109: 38
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deduction from the tax bdase) of nominal interest rather than interest in
real terms; the taxation of capital gains based on nominal gains rather
than on gains in real terms; and the double taxation of dividends.

In varying degrees these provisions affect both the overall level and
allocation of private saving. There is some uncertainty asbout the effect
that the removal of these distortions would Have on the overall level of
private saving. However, their elimination should lead to a more
efficient allocation of savings, in particular between the accunulation
of tangible assets (e.g., houses) and finsncial assets, with implications
for the private saving/investment balance (and therefore the external
current account). In addition, the elimination of some of those
provisions (e.g., deductibility of mortgage interest or property tax on
owner-occupied homes) would raise federal revenue and thus increase
national saving.

2. Health care

Health care costs are rising rapidly, at lesst in part as a result of
a range of impediments to the functioning of the price mechanism in this
area. Policy should take these impediments into account. As a First
step, the abolition of the execlusion from taxatienm of smployer
contributions to employee health care insurance programs wight be
considered as this exclusiom is exacerbating the tendency fer mediecal
insurance to lead to excess demand for health care, More generally, the
authorities need to reinforce their efforts azimed at finding a way of
resolving the dilemma posed by the tradeoff between the risk spreading
afforded by insurance and the need to establish appropriats incentives to
restrain health care expenditures.

3. ade polic #

In the trade policy area, the United $tates should start dismantling
the long-standing protection accorded te steel and to textiles and
clothing. As regards sugar, the United States should comply with the
recent GATT panel ruling promptly. It is also important to ensure that
the Trade Act of 1988 is not implemented in a protestionist way. Of
particular concern are the dangers associated with Super 301, including
its tendency toward unilateralism, its emphasis on U.S. market share as a
primary objective in negotiations, a possitle prolifaxation of
quantitative restraints, and the risk that designated countries might
attempt to divert the sources of their imperts in favor of the United
States.

4, Agriculture

On agriculture, steps should be taken--for example, in the context of
the 1990 Farm Bill--to continue the progress towatd making the sector more
market oriented. :

TRl PLdd711
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CONFIDENTIAL
September 20, 1989

Horld Ecomomic Situation and Polizy Tssues
Note by Michel Canéessus

naetary Fund

This note and the attached indicatsr tables update the information
provided in the note for the April meeting of Ministers and Governors of
the majoxr industrial countries in Washington.

1 Recent economic developments and
short:-term prospects

The expansion of the world economy is expec:ied ¢ be sustained this
year and next, albeit at a more moderat: pace than in the past two years.
In most of the major industrial countries (with the notable exception of
Germany) there are signs of some slowdown in the growth of putput in the
first half of 1989, a: the tightening of monetary conditicns during the
FPast year has begun teo take effect. For the seven najor countries as a
group, the Fuad staff projects a moderaticn in the rate of growth of real
GNP, fxom &4 1/2 percent in 1988 to 3 1/2 Farcent in 1989 snd % percent in
1990. These projecticns are not very different {from the vfficial
estimates prepared imn early 1989 (Table A).

Since the middle of 1988 progress in reducing extiernsl lmbalances has
been mixed. Gexmany's (seasonally adjusted) current account surplus rose
sharply in the first quarter of 1989, but fell back somewhat in the second
quarter; Japan's surplus declined markedly in the second guarter, after
having risen in the two previous quarters. The current account deficit of
the Unitec States in the first half of 1939 was approximately unchanged
from its average level in 1988, while the deficit: of the Unired Kingdom
fell slightly in both the £irst and second quarters. The most recent data
suggest that the trade imbalances of the United States and Japan narrowed
in the last few wonths. However, these developments are iansufficient te
re-establish a trend toward lower imbalances, particularly since they
appear to have reflected J-curve effeats associated with the recent
strengthening of the dollar, On the customary assumption of unchanged
policies and real exchange rates, the staff expects the external
imbalances of the major countries te¢ renain large ir ra2lation to GNP in
tha next several years (Table C). The projections preparad by the
authorities in early 1989 envisaged a gradual narrewing of the imbalances
over the medium term,

Consumex prices in the seven major countries rcse by about 4 1/2
_ percent in the first eight months of 1989 from the sam2 neriod a vear
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earlier, compared with an inecrease of 3 pexceent in 1938. The acceleration
reflected higher food and oil prices ag well as increases in indirect
taxes in some countries, but high rates of capaclty utilization and a
tightening of labor markets also played a role. Although the Fund stall
continues to expect inflation to slow rext year, their projections for
inflation are generally higher than these prepared by the authorities in
January 1989 (Table 8).

Following a modest pick-up in the latter part of 1983, the rate of
irerease in non-oil commedity prices fell sharply during the first half of
1989 (Chart 1). This development can be st:tributed wainly to a weakening
of prices for metals, minerals, and tropical beverages, motably coffee.
The broad commodity price index (including oil) rose sharply from late in
1988 through May 1989 as eil prices recovared (Chart 2). 0il prices
subsequently fell back significantly before recovering partially during
the past month.

Exchange rate developments during the first sight and a half months
of 1989 featured a considerable strengthening of the i.§. dollar, despite
irdications of a slowdewn in the pace of external aljustwent. The recent
appreciation of the U.S5. dollar begar in December of last year and was
hzlted in mid-June; from mid-June to early August the doliar depreciated
sharply, but it rose again during August, recovering most of the loss
experienced since mid-June. In the first half of septembar, the real
effective value of the U.S. dollar was 11 1/64 percent abowe its level in
December 1938 and aluost 16 percent above its end-1%87 trough. The
appreciation of the dollar in nominal terns since the end of 1988 has been
most pronounced against the yen and the pound sterliag (about 18
percent), but it has also been significant against the dautsche mark, the
frane and the lira (13, 11 1/2, and 9 3/4 percen:, mespecztively)., The
U.S. dollar changed little vis-a-vis the Canadian dollar [Table III).

Nominal interest vate differentials i Ffave: of dollar-denominated
&ssets have remained positive vis-a-vis the yen and deutsche mark, but

they narrowed significantly since Maxch (Iable IV). ‘the compoasite
indicator of short-term interest rates in the seven major countries rose
by 230 basis points from the first quarter of 1988 to August 1989

(Table II). Over the same period the composite indicators of long-term
interest rates increased by only 10 basis points: yield curves have
continued to flatten everywhere and have bacome ‘mverted .in several
countries. These developments suggest thel temporary prive disturbances
have not had a major impact on long-temr expectatiors about inflation.

As regards fiscsl policies, in the United States the
Administration’s latest estimate of the federal deficit in FY 1989 (the
year ending September 30, 1989) is $148 billion, compared with a Gramnm-
Rudman-Hollings (GRH) target of $136 billion, and cewm from $155 billion
in FY 1988. According to the Administration’s latest assessment, a
nusber of bills to implement the April bipartisan budget agreement, which
ars now before Congress, would bring the projected deficit down to just
below $11C billion (the GRH target of $1.00 billion plus a $10 billion



ctshion allowed before automatic spending cuts are iriggered), but the
nergin for slippage is very small.

In Japan, the Fund staff projects that the sieplue of the general
scvernment. sector would increase by about 3/4 percentsage point of GNP
between 1983 and 1990, reflecting the strength of the ecenomy. 1In
Germany, the stance of fiscal policy in 1989 is estimated to be somewhat
nere restrictive than in 1988, owing mainly to additional revenues from
new excise taxes; fiscal poliey is expected to bacome stimulative next
year, as the third phase of the 1986-90 income tsax reguction and reform
plan comes into effect: In the United Kingdom a sizable fiscal surplus is
projected for the next few Years. In Canacla, suis tial deficit-
reduction measures (primarily on the revenue side) ware announced in the
April budger aimed at forestalling a near-term worsening of the fiscal
position and bringing about a significant reduction of the deficit in the
medium term. Relatively small changes in fiscal positions are expecled
for France and Italy fn 1989-90 on the basis of curtent policies. The
Italian government is currently considering maje: initiabives to reduce
its large budget deficit,

There has been little change in ths staff's output projections for
the developing countries. After slowing from & L/4 percent in 1938 o
2 1/4 percent in 1989, the growth of resl 5DP is expected to recover to 4
rercent in 1990. However, significant iiffecences in perlormance among
countries will persist. Most of the exgorters of menufactures should
continue to grow at a much faster rate thap the othe:r devi:loping
countries. However, the economic performznce of the heavily indebted
countries, especially in Africa and the Western Hemisphere, is likely to
coatinue to be szeverely constrained by external finencing difficulties
and domestic problems, including very rapid inflaticn in certain
countries. The aggregate current accout surplus of the four Asian NIEs
is projected to decline from $28 billios in 1988 to $25 billion in 1990.

]

Issues for Discussion

Recent development:s have not altered significently the appraisal of
policy issues contaired in the note subuit:ed for the April meeting. The
policy appraisal is therefore not repeated in detail here, Instead, the
following comments respond to the questions for cdiscussiocn listed in the
Deputies’ Report to Ministers and Goveimors.

() Regarding the appropriateness of the pulicy stasnce, Fund staff
projections suggest that current policies are conpatible with a
continuation of growth close to the rate of expansicn of potential, and
with an abatement of recent inflaticnary pressures. However, a tighter
stance of fiseal policy in the major derficit countries would greatly ease
the task of monmetary management, contribute to an ircrsase in savin
investment and potential growth in all countries, ard Facilitate the
extexnal adjustment process. In the absence of &z substantial fiscal
adjustment (or a pronounced cyclical downturn) an easing of monetary
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cenditions would be unwarranted as it would invelve the risk of a renewed
pick-up in inflation.

(2) Further progress in reducing external imbalinces regquires an
appropriate sharing of the burden of adjustment Betwesn surplus and
deficit countries. In this context, I basically agree with the Deputies’
assesswment, including the need for some exchange rate adjustment. Of
course, exchange rate changes should be accompanied by achion in the
deficit countries to restrain the growth of domestic demand- - including
action to cut fiscal deficits, where appropriate.-to bring about a lasting
improvement in the external position while safegnarding investment and
price performance. Indeed, to set in moticn this process, prompt and
sizeable action by the United States in the fiscal area would be essential
as it would free resources and allow U.S. intesres® rates to fzll, thus
creating the conditions for appropriate exchange rave adjustments. As
part of the process, surplus countries should ensure that the growth of
demestic demand is sustained at a pace consisten: with external
adjustiment:,

(3) Together with fiscal adjustment, bold :implementation of the
structural measures listed in the Anmex to the Deputics’ weport should be
viewed as essential. These measures should be adopted promptly in all
countries to improve ecconomic performance and to assist he process of
international adjustment. I recognize the political difficulries involved
in implementing these measures. But we all have a najor stake in
removing these deeply rooted impediments two growth and employment and
strengthening the credibility of the policy coordins=ion process. We
must therefore use this process to help overcome opposition from domestie
pressure groups to measures that are clearly in the general interest,
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TABLE I. PERFORMANCE INUICATORS FOR 1989-90 AND QUTTUIN FCR 1938 AKD FIRST HALE CF 1989 17
(CHANGES IN PERCENT, UNLESS OTHERWISE NIVED

REAL (3NP/GDP REAL TOTAL DOMESTIC  CONSUMER PRISE CURKENT AUCOUNT TRADE BALANCE
GROWTH DEMAND GROMTH INFLATION BALANCE (% BILL.) (% BILL.) 2/

1988 1989 1950 1938 1989 1990 w88 1989 1950 1985 1989 1990 1988 1989 1990

\NADA

WUTHORITIES' PROJECTIONS [ SRS B TR T Soles 25702 4.0 3.8 3.5 7.5 ~10.6  -8.5 8.5 8.4 12.0
‘MF STAFF, SEPT. 1989 5.0 2.6 2.0 5.8 5.4 2.0\ 40 5.2 4.9 “8.4 -153.8 -16.5 8.0 4.8 2=
LTTURN 1988, H1 1989 5.0 3.0 9.8 6.2 4.0 GQ.B¥* =8.4 -13.1 8.0 6.3%*

IITED STATES
WTHORITIES® PROJECTIONS 3.3 3.2 2.9
¢ 2

3.8 2.6 3.9 3.9 5.2 -135.0 -115.0 -110.0 -126.0 ~100.0 -85.0
MF STAFF, SEPT. 1989 6.6 2.9
b,k

2.8
CUNGRS OB R0 T G i e
2.6

1,/6.9) -126.5 -125.1 -138.7 -127.2 -113.5 -128.1
UTTURN 1988, H1 1989 4 3.2 3.3 4.1 :sr.o'(L,.ufw -126.5 -122.4 -127.2 -111.6"*
\PAN ¢
WTHORITIES® PROJECTIONS 3/ 4.9 4.0 3.7 6.7 4.7 4.2 by 78.0 7.0 66.2 93.0 88.0 8.2
MF STAFF, SEPT. 1989 5.7 4.9 4.T8 T.7 3.2 4.6+ 0.7 2.2 1.6 9.6 7.0 89.7 95.0 91.9 105.9
UTTURN 1988, HY 1989 5.7 4.5% 7.7 5.8¢ A L 7.6 T73.2 95.0- . Pt
RMANY, FED. REP. OF
WTHORITIES!' PROJECTIONS 3.4 2.6 2.8 3.7 2.9 3.2 12023000 “8.0 47.0 45.0 76.8 77.5 76.8
MF STAFF, SEPT. 1989 56 60 306 3.7 2.7 3.4 1.2 30 7 48.6 53.4 56.8 79.1 8.2 88.2
LTTURN 1983, H1 1989 3.6 4.7 S 29 T 2.5 8.6 53.7 79.1 ° Th.1*"
ANCE
UTHORITIES' PROJECTIONS 3.4 2.8 29 3.8 2.7 28 Sl B Ly )b S =BT 600 S68 =6,
MF STAFF, SEPT. 1989 3.5 3.4 3.0 3.6 3.6 3.0 2.7 335 1.0 4,3 5,5 <49 546 -68 -6.8
UTTURN 1988, H1 1989 S5t 5 3.6 3.5 o 6.3 -4.8 =506 oo 0R%
AL
UTHORTTIES' PROJECTIONS 3.8 3.0 30 4.2 35 3.4 4.8 4.0 3.3 G A o e e e
MF STAFF, SEPT. 1989 3.9 3.2 2090 063 B7 sy 5.0 6.8 B 5.2 =8,1 -10.2  -0.6 49 -2.6
UTTURN 1988, W1 1989 Fe 2ope 4.3 44 5.0 6.5 o T e 0.6 -13.1+
ITED KINGDOM
UTHORITIES' PROJECTIONS &4/ 4.3 2.3 1.9 6:5002.5. 1.4 6.5 5.5 1.3 25,7 -25.64 -20.0 -36.0 -37.6 -36.4
MF STAFF, SEPT. 1989 4.2 3.0 2.7\ 6.2 3.6 1M, 4.9 7.9 5.5 -26.1 -30.6 -26.7 +-36.6 -40.6 -36.7
UTTURN 1988, H1 1989 6.2 1.5 6.2 5.07 4.9 B.re -26.1 -31.4 -36.6 -40.8*
JOR INDUSTRIAL CIUNTRIES
UTHORITIES' PROJECTIONS 4.8 3.2 3.1 4.2, 5.3: 3.0 3.1 3.3 2.9 -50.2 -42.7 -35.2 7.7 2.8 42.3
MF STAFF, SEPT. 1989 4.5 35 3.0 #.6 3.4 3.0 3.1 4.6 3.3 -42.% -59.6 -50.5  12.1 13.2  20.0
UTTURN 1988, H1 1989 5/ 4.5 3.5 4.6 3.8 3.1 4. -62.3 2.1 -0.9

THE AUTHORITIES' LATEST ESTIMATES WERE SUBMITTED IN EARLY 1989. ACTUAL DATA FOR THE FIRST MALF (H!) OF 1989 ARE INDICATED

AS PERCENT CHANGES FROM A YEAR EARLIER; CURRENT ACCOUNT AND TRADE BALANLI; DATA SHOW (HE CUMULATIVE QUTCOME FOR THE FOUR
QUARTERS TO Q2 1989 SEASONALLY ADJUSTED. ™ INDICATES DATA ARE AVAILABL THROUGH 01 1989, ** INDICATES DATA ARE AVAILABLE
THROUGH JULY, 1989.

PROJECTIONS PROVIDED BY NATIONAL AUTHORITIES IN NATIONAL CURRENCY OR IM PERCENT OF GHP/GDP WAVE BEEN COMVERTED INTO U.S. DOLLARS
USING NATIONALLY PROVIDED EXCHANGE RATES, FOR THE UNITED STATES, THE ESTIMATE FOR THE FOUR GUJARTERS TO 02 1989 1S ON A CENSUS
BUREAU BASIS; THE CORRESPONDING FIGURE FOR 1988 1S $119.7 BILLION. FOF THE FED. REP. OF GERMANY THE ESTIMATE FOR THE TWELVE

MONTHS TO JULY 1989 IS ON A TRADE RETURN BAS1S; THE CORRESPONDING FIGURE FOR 1938 IS %75 BILLION. DATA FOR FRANCE ARE ON A
TRADE RETURN BASIS.

DATA PERTAIN TO FISCAL YEARS ENDING MARCH 11 OF THE FOLLOWING YEAE. ! :
CONSUMER PRICE FIGURES REFER TO THE RETAIL PRICE INDEX AND ARE ON A FOURTH-CQUARTER T} FOURTH-QUARTER BASIS.
WEIGHTED AVERAGE OR SUM OF AVAILABLE DATA FOR INDIVIDUAL COUNTRIES,



DATE :SEPTEMBER 20, 1989

TABLE 11. COMPOSITE INDICATORS FOR MAJOR SEVEN COUNTRIES -+ LATESY INDICATORS
' (PERCENT CHANGES AT ANNUAL RATES, UNLESS QYHERWISE WCTED)

1987 1988 1639
c4 Q1 a2 03 ¢l 21 J ne MAY JUNE JULY AUG.
REAL GNP/GDP 5.8 5.8 1.3 4.5 5.0 5.7 ] e .-
INDUSTRIAL PRODUCTON 8.1 5.6 3.6 7.4 h.e 4.9 \ 1.9 -7 15.5 o
CDNSUMER PRICES 2.8 2.0 3.7 3.5 4.0 4.2 \ 6.8 5.2 3.3 2.9 0.8
COMMODITY PRICES :
8ROAD INDEX, 19780=100 76.1 72.4 7.6 76.7 76.8 0.5 £2.3 B2.9 82.3 80.8 79.9
PERCENT CHANGE 10.0 -18.0 18.9 6.1 .7 6.1 12.2 2.0 -2.4 -25.3 -12.1
NARROW INDEX, {980=100 9.9 89.7 94.2 97.5 9.3 9.1 9.8  100.4 100.4 97.9 97.7
PERCENT CHANGE 30.9 -9.3 21.9 %.7 2.3 2.3 2.3 2.7 0.7 -26.3 -2.3
MONETARY GROMTH :
M1 5.5 6.8 8.6 6.1 5.5 8.6 6.7
M2 7.7 7.4 8.4 8.5 7.3 5.2 5.5 0.2 1.1
iH ERM INTEREST RATES
NOMINAL 6.3 6.0 6.2 7.0 7.5 3.3 8.4 LA 8.4 8.3 8.3
REAL 1/ 3.3 3.2 3.6 4.0 4.2 WA 3 T 4 3.7 3.6 4.0
.ONG-TERM INTEREST RATES
NOMINAL 8.4 T 8.0 8.4 6.1 8.3 8.5 &.3 8.0 7.9 7.8
REAL 1/ 5.2 6.9 5.2 5.4 7 bl 3.6 1.6 3.5 32 3.6
:MPLOYMENT 153 2.2 2.8 2.1 1.4 11.2 i > 5 “s o
INEMPLOYMENT RATES 6.5 6.3 6.2 6.2 é.0 5.8 A 5.8 3 as

i/ NOMINAL INTEREST RATE LESS INCREASE IN CONSIUMER SRICE INDEX FI0OM TWELVE NONTHS GARL
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. TAELE 111.  SPOT EXCUHANGE RATES, AND MOMIMAL AND KEAL EFFECTIVE EXCAANCE RATES
(PERIOD AVERAGES)

1980 1985 1987 1938 1938 1989

DEC. MAY JUNE JuLy AUG. SEP, 1-15

OT EXCHANGE RATES (CURRENCY UNITS FER U.S. DGLLAR EXCEPT AS NOTED)

NADA 1% 137" 1.33 1.83 1.20 1.4¢ 1.1% 1.20 1.1% 1.19
PAN 227 239 145 18 124 132 138 144 161 147
RMANY, FED. REP. OF 1.82 2.94 1.80 1.76 1.76 1.87 1.95 1.98 1.89 1.98
ANCE 4.23 8.99 6.01 5.96 6,00 6.32 6.62 6.72 6,62 6.68
ALY 856 1909 1296 1302 1295 178 1418 1436 1371 1421
ITED KINGDOM (USI/POURD) 2.33 1,30 1.64 1.78 1.43 1.7 1.63 1,55 1.62 1.55

FECTIVE EXCHANGE RATES (INDICES, 1974-86=100)
REAL TERMS 1/

NADA 91.4 0.4 93.6 101.5 4.2 1071 107.8 108.1 108.90 109.8
ITED STATES 85.7 126.6 87.3 82.6 81.3 Ba. 7 B8.0 90.3 B7.7 90.4
PAK 93.1 §2.9 115.1 121.2 124.0 121.8 11207 113.1 112.14 109.7
RMANT, FED. REF. OF 105.0 b, % 108.5 167.7 07.5 104.% 105.9 106.5 107.5 105.9
ANCE 105.1 §5.8 95.8 92.0 89.6 86.2 88.1 58,1 88.5 87.7
ALY 95.8 103.0 1064.7 102.4 103.5 100.3 193.3 13,6 104.5 106.2
ITED KINGDOM 115.0 10%.46 106.1 119.2 1251 126.3 123.6 119.5 121.90 11¢.0
NOMINAL TERMS 2/

SADA 92.5 $4.8 85.4 1.3 922 .8 95.9 6.3 95.8 7.4
ITED STATES 85.2 er.e 1.9 85.5 B4.9 3.0 2.t 4.0 ?1.2 94.0
AN 92.9 11&8.1 161.7 179.2 “66.9 177.9 “73.2 1€8.2 148.4 164.8
MANY, FED. REF, OF 108.2 103.8 123.8 122.% 122.1 120.0 “18.8 118.8 120.5 118.7
ANCE 112.5 .2 8.0 84.2 &2.9 3.2 B1.1 1.0 32.2 81.5
Ly 93.8 8.9 TOLT é3.1 63.0 5.3 57.35 &7.5 68.5 68.3
[TED XINGDOM 109.3 a5.1 82.6 87.13 &8.8 .4 85 .4 82.5 83.8 82.4

’ BASED ON THE FUND'S CALCULATIONS 0OF RELATIVE NCRMALIZED UNIT 1AROR COSTS IN MANUFACTLRING INM A COMMON CURRENCY.
’ BASED ON THE FUND'S MERM (:ALCUIATLIONS,
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TABLE IV. NOMINAL AND REAL SHORT-TEIN INTERESGT RATES: Wi
(IN PERCENT, PERIUL AVERAGES)

1969

1986 1987 1988 FEE. MAR . AFE. MAY JUNE JULY AUG. SEPT. 15
{OMINAL RATES
IANADA 9.0 3.2 9.4 1.4 12.0 123 12.2 1.1 12.1 12.1 12.2
INITED STATES 6.2 6.0 6.9 8.8 .1 g.0 8,7 8.4 8.2 8.2 7.8
IAPAN 51 3.9 4.1 4.6 &t 4,6 5.0 5.3 5.3 5.4 5.6
SERMANY, FED. REP. OF 4.6 4.0 4.3 6.4 6.5 6.4 7.0 7.0 7.0 7.0 7.4
‘RANCE .7 8.2 7.9 9.2 §.1 8.7 3.9 £.9 9.1 9.0 9.3
‘TALY 12.9 1.4 T3 12.5 13,1 12.5 12.5 12.6 12.7 12.8 12.6
INITED KINGDOM 10.9 9.7 10.3 13.0 13.0 13.1 13.1 16.2 13.9 13.8 13.9
'EAL RATES 2/
'ANADA 4.8 5.8 5.4 6.8 2.5 Tt 7.3 6.8 6.7 7.0 7.0
INETED STATES 6.3 2.3 2.9 4.9 4.3 3.8 3.4 % . 3.1 3.4 3.0
IAPAN 4.5 3.8 3.4 3.6 3.5 2.2 2.1 2.2 2.1 2.6 2.8
ERMANY, FED, REP. OF 4.8 5.7 3.1 3.8 3.0 3.4 3.9 359 4.0 4.1 A
RA See 6.9 B2 5.8 5.7 5.2 5.3 5.6 5.6 5.8
TA 6.7 6.8 63 6.2 6.8 5.8 g 5.8 5.2’ 6.1 5.9
INITED KINGDOM 7.5 5.6 5.4 5.2 B A 5.1 0.8 5.9 5.7 6.5 6.6

1/ INTEREST RATES ON THE FOLLOWING INSTRUMENTS: CANADA AND THE UNITED STATEES, THREE-MOWTH TREAIURY BILLS; JAPAN, DISCOUNT RATE

ON TWO-MONTH PHIVATE BILLS; FRANCE, THE FEDERAL REPUBLIC OF GERMANT, 1TALY, AND THE UNITED IWINGDOM, THREE-MONTH INTERBANK
LOAN RATES.

2/ NOMINAL RATES {,ESS INCREASE IN CONSUMER PRICE INDEX FROM TWELVE MONTHS EARLIER; FCR THE MCST RECENT PERIQD,
STAFF PROJECTIONS OF THE DEFLATOR ARE USED.
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A. OUTPUT AN[ DEMAND

DATE :SEPTEMBER 20, 198%
. (CHANIES, IN PERCENT, EXCEPT IF QTHERWISE NOTED)

s

NATIONAL AUTHCRITIES ESTIMATES (IMF STAFF ESTIMATES)

1983 1989 1950 1991 1992
i
'EAL GNP/GDP
CANADA 4.2 ¢ 5.0) 2.3 ( 2.8 2= o 2By F.0 54 53.0) - E s )
UNITED STATES 3.8 ¢ 4.6 3.3 ¢ 2.9 Jeeit 21y 3.3 € 2.6) et - 276)
JAPAN 4.9 ¢ 5.1 4.0 C &%) | 3.7 ( 4D BT 0 L) 3l L ha2)
GERMANY, FED. REP. OF X4l 3.6) 2.5 ( 4.0 3 2.8 (. 3.0) 2:5. 0 2.8) i8I R2lS)
FRANCE 3.4 ( 3.5) 2.8 ¢ 3.8 e D) 2.9 ¢ 3.0) 35050 3.0
ITALY 360 3.9 3.0 ¢ 3.2) 3 29 3.2 (:13.0) 3.3 ¢ 3.00
UNTTED KINGDOM 1/ 6.3 ¢ 4D 2:3.¢ .3.0) Ve 2oty 2.8 ¢ 2.1 2.8 ¢ 2.7)
MAJOR INDUSTRIAL COUNTRIES 4.0 ¢ 4.5) J2 il 3.5) 3.9 ¢ I Al S AR 5L 9 Sy ¢ 30
OTHER INDUSTRIAL COUKTRIES ¢ 3.3 ¢ 3 ¢ 2.3 ¢ 2:8) ( 2.9)
DEVELOPING COUNTRIES ( 6.2 ¢ 3.2) (4.0 ( 6.9) ( 5.4
'EAL TOTAL DOMESTI! DEMAND
'DA 5.1 ¢ 5.8) 270 5,43 2 ¢ Ty i W e T b 3.6 ¢ 3.3
ED STATES Z:95°0 3Ry 25802 2.6 ¢ Z2.4) 2.9 € 2.6) 2rP LG 226)
JAPAN TR &7 S gy 6.2 ¢ hh)Y 4.2 ¢ 6.3) 6.2 ¢ 4B
GERMANY, FED. REP. OF Sl 35 2.9 ¢ 2.7 s T Sk SR B ¢ 2.6) 2.8 ¢ 2.5
FRANCE 3.8 ¢ 3.6) 2P ReY S 2l ) B0 O 300 229 ¢ 80)
ITALY 4.2 ( 4.3) s Ca. o, DL RIEEIN, G ST s A RO (sReaa Ry L e )
UNITED KINGDOM Gi5 ¢ 6.2y o G ST e R L I s B 2a35502:6)
MAJOR INDUSTRIAL COUNTRIES 4.2 ( 6.8 3.3 ¢ 3. ; 3.0 ¢ 3.M s Gl G Fedt G 308
OTHER INDUSTRIAL COUNTRIES ¢ 3.8) ¢ 3.8 | ¢ 2. ¢ 3.3 = 34)
!
HANGES IN REAL FOHEIGN BALANGCE (IN PERCENT OF GNP/GDP)
CANADA 0.9 ¢ -1.1) LYo S SR ] e o il () Uog e -0 % -0.1 ¢ m
UNITED STATES .0 ¢ 12 (LR G L i B e .5 ¢ o) 0.3 ¢ (1))
JAPAN =1.6 (¢ -2.0) 0.7 ¢-03y ¢ -0.5 ¢ 01 (.5 ¢ -0.1) =03 -0
GERMANY, FED. REF. OF 0.3 ¢ -0.1) “0:3. €013 0.4 ¢ -0.1) ~0.3 ¢ 03 03 € 0)
FRANCE 0.4 ( -0.1) 0.1 ¢ =0.2» (2 555 0 i) 8.3 ¢ 0% DR O UL
ITALY -0.6 ¢ -0.4) -0.5 ¢ -0.5) “0.3 { -0.4) -0.2 (.-0.3) 0.1 ¢ -0.2)
UNITED KINGDOM 4.5 (¢ -2.0) h2 ¢ ~3.5 0.6 { 1.6) 9.9 ¢ 0.5 o ¢ 0.3)
MAJOR INOUSTRIAL COUNTRIES 0.2 ( -0.1) 0= ¢ 00D et (I 1 0} B« ]
DTKER INDUSTRIAL COUNTRIES ¢ -0.6) ¢ ~0.5) ¢ LI { -0.5) ¢ ~0.5)

/ AVERAGE MEASURE OF GDP.

L NOTE: THE ESTIMATES SHOWN REFLECT DIFFERING NATIONAL PRACTICES. FOR CHARAXTERIZATIONS OF MATIONAL ESTIMATES, SEE THME

E‘ ATTACHED GENERAL AND TABLE-SPECIFIC NOTES. THE SAME DEGREE OF PRECISION |§ APPLIED FOR ALL COUNTRIES SOLELY AS
A MATTER OF CONVENIZNCE. THE PROJECTIONS BY NATIONAL AUTHCRITIES WERE SUBMITTED IN BARLY 1989,
THE IMF STAFF PROJECTIONS IN THIS AND THE FOLLOWING TABLES WERE FINALIZED ON SEPTVEMBER 5, 1989 AND REFLECT THE
FOLLOWING WORKING ASSUMPTIONS: OIL PRICES ARE ASSUMED TO AVERAGE $16.00 FER BARREL IN 1989, $16.35 IN 1990, AND
TC REMAIN CONSTANT IN REAL TERMS THEREAFTER; EXCHANGE RATES ARE ASSUMED 7O REMALN UNUNANGED IN REAL VERMS FROM THE
AVERAGE LEVEL PREVAILING IN THE FOUR WEEKS ENDING AUSUST 8, 1OBS; WPRESSHI™ ECOMIMIC POLICIES OF THE NATIONAL
ACTHORITIES ARE ASSUMED TO BE MAINTAINED. UNLESS OTRERWISE MOYED, IMF STAFF PROJECTIONS REFER TO CALENDAR YEARS.



DATE :SZPTEMBER 20, 1985
B. INFLATION

. (CHANGES, IN |"ERCENT)

— i s —— 2

NATIONAL AUTHORITIES ESTIMATES (IWNF STHEF ESTIMATES)

1788 1939 16920 1991 1992
\&
aNP/GDP DEFLATOR j
b
CANADA §.1° € 451 3.5 te 5L aY ok R iy PER g 1Y 3.0 ¢ 4.0)
UNITED STATES R o B L 4.0 ¢ 4.5 | 3.6 ° 4.6) 3.2 U 4.0 A A3
JAPAN Bt 50:6) 28 G- 1ER) FEQ sy 500 T o00) A0 €= 1:0)
GERMANY, FED. REP. OF a9 Yk gl H 2.5 2.0 v @iy 20 253) el 285)
FRANCE LT3 25 ¢ 3.2 2.3 ¢ 2.8 2.4 ¢ 2.5) 2.0.052i5)
ITALY 5.0 StE560) 4.3 ( &.4) Sttty y 3.6 € 6.4) 3.6 0T 4.0)
UNITED KINGDOM e (Ve 84 4 7.5 Se%. ey S00 045 2.6 ( 4.
MAJOR INDUSTRIAL COUNTRIES 3.0 ¢ 2.9 3. b e S 6.00 2T T8) PoSii=303) 2. ey
JONSUMER PRICES
CANADA 4.0 { 4.0 3:80.C- 5.2y 35 ¢ 6. R O S 1 Sia e 6u0)
UNITED STATES 3.9 L 4.1) 39000 501 L R SR A 3.2 ¢ 4.6) 2 650)
JAPAN DLZEX 0.7 2.00 ¢ 2.2 ) o TR AT Al e e e L
GERMANY, FED. REP. OF oo ey A IR L {1 PRI b 20 203 2.0 5023
CE Ca TR 2a5nC (=38 Y 2u3t Ny 2l G 26) 2:0-40: 2°5)
Y 4.8 ¢ 5.0) 4.0 ¢ 6.6} 33000 %D A3 ¢ 4.6) 3.3 ¢ 6.0y
UNITED XINGDOM 625 it a0y 53 W 7.9 S5 GRatin 1.8 ( 4.5 2.6 ¢ 4.0)
MAJOR INDUSTRIAL COUNTRIES o | AR 10k 3.3 0l 2.9 ¢ LB 26 ¢ 3.4) 2.4 ¢ 3.

ST - ——— e




DATE :SEPTEMBER 20, 1989
. C. CURRENT ACCOUNT ANC TRUDE BALANCES

NATIONAL AUTWACRITIES ESTIMATES (IMF STAFF ESTIMATES)

1963 19639 1990 1551 1992

URRENT ACCOUNT (I BILLIONS OF U.S, DOLLARS)

CANADA 2 { -8B A1 ¢ 8§ 9« D ) 4 -22)
UNITED STATES =135 ¢ -127) =115 ¢ -1#5) | -110 ( -139) 95 ¢ =158) -85 ¢ -169)
JAPAN 1/ : 78 ¢ 30) e e g 66 ( en 62 ¢ 97 0 ¢ 106)
GERMANY, FED. REP. OF 48 ¢ 4%y &7 ey 45 (5 W ¢ 60 43 ¢ 65)
FRANCE ! 4 ¢ k) 64 8y BN k5) 2 ¢ -4) 0 (. =3
ITALY =4 ¢ -5) =5 -8) “§ ( =10) % -12) “2 ¢ -13)
UNITED KINGDOM “26 ( -26) =25 ¢ =31) =20 ¢ -27) “14 ( =24) “10 ¢ -26)
MAJOR INDUSTRIAL COUNTRIES =50  =42) -43 ( -60) -35 ¢ -5 “14 ¢ =60) 6 ¢ -62)
OTHER INDUSTRIAL COUNTRIES ¢ =12 ¢ -18) ¢ -1 LT ¢ -25)
DEVELOPING COUNTRIES [ ¢ M ( -1 ¢ -18) (et =17

CURRENT ACCOUNT (IN PERCENT OF GNP/GDP)

CoaiDA 1.6 ¢ ~1.7 2.0 ¢ 2.9 1.6 ¢ -2.8) (.8 ¢ -3.%1) -0.7 ¢ -3.3)
D STATES =2.8 ( -2.6) -2.2 ¢ -2.4) 1.9 ¢ ~2.5) 1.6 ¢ =2.7) N3 NGER )
J 1/ et (28 2500 218) 20 2D .8 ¢ 2.9 Tl -t =2.9)
GERMANY, FED. REP. OF 4.0 ¢ 4.0) 307 C6.5) 3.6 ¢ 4.05) .2 0 65) 2.9 ( 4.5
FRANCE 0.4 ¢ -0.4) -0.4 ¢ -0.6) 0.3 ¢ -0.% «.2 ¢ =0.4) 0 ¢ -0.3
ITALY -0.4 ¢ -0.6) ~0.6 ¢ -1.0) 0.5 ¢ ~1.1) b ¢ -1.2) -0.3 ¢ -1.2)
UNITED KINGDOM ~3.2 ( =3.2) -2.% ( -3.7) 2.2 ¢ ~3.1) ~1.4 ¢ -2.5) =1.0 ¢ -2.4)
MAJOR INDUSTRIAL COUNTRIES 0.4 ¢ -0.4) -0.3 ¢ -0.5) | 0.3 ¢ -0.4) -0.4 ¢ =0.4) OE=0.6)
OTHER INDUSTRIAL COUNTRIES ¢ ~0.6) ¢ -0.9) ¢ -0.%) ¢ -0.9) ¢ -1.0)
DEVELOPING COUNTRIES ¢ -0.3) ¢ -0.2) ‘ ¢ ~0.4) ¢ ~0.4) ¢ -0.3)
TRADE BALANCE (I} PERCENT OF GNP/GOP) fj
CANADA 1.8 ¢ 1.6 1.6 ¢ 0.9 2.2 ¢ 0.9 2.9 ¢ 0.8 2.6 ¢ 0.8)
UNITED STATES =2.6 ( ~2.6) o Ph g il S L S el 1.2 ¢ =2.4) 0.9 ¢ -2:3)
JAPAN s S 28 ¢ 5 | 2 € B 24 ¢ 3B 2052
GERMANY, FED. REP. OF 6.4 ( 6.5 6.1 ¢ &9 | 58 ¢ 7.0 5.5 ¢ 7.0 5.2 ¢ 7.0
FRANCE -0.6 ¢ -0.6) =0.6 ¢ -0.7) | 0.4 0.7 ~0.3 ( -0.6) ~0LF ¢ =0:6)
ITALY -0.3 (¢ =0.1) -0.5 ¢ -3.%) «0.5 { -0.8) -5 ¢ -120) =0.4 ¢ -1.0)
UNITED KINGDOM 4.5 ( -4.5) 4.3 ¢ 6. AR+ T Y S «i.4 { -3.8} =300 -5.5)
MAJOR INDUSTRIAL COUNTRIES [+ 280 G (1ol O B 0.3 ¢ 0.2 0.6 ¢ 0.1 0.5 ¢ 0.1}
OTHER INDUSTRIAL COUNTRIES ( -1.0) ¢ -1.8) | [ P { =1.6) ¢ -1.5)
DEVELOPING CCUNTRIES ¢ 1.3) Lo 2 T T B | 2% S (<58 435
T.TJNAL AUTHCRITIES® ESTIMATES ARZ ON A F.SLAL YEAR BASIS.
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D. FISCAL BALANCES

-@ S

NATICNAL AUTHORITIES ESTIMATES (IMF STAFF ESTIMATES)

1988 1989 1400 191 1992

3UDGET BALANCE -- NATIONAL CONVENTIONS (IN FERGENT OF GNP/GDF) 1,

CANADA 6 o P e Y 6.7 C-3.7) | 4.0 i -2.8) “3.3 ( =2.4) 2.7 ( -1.8)
UNITED STATES =3.2 ( =3.2) “3.2 ¢ <3.00 | 1.7 & -2.8) 1.4 ¢ -2.7) 0.4 ( -2.3)
JAPAN ¢ R, T ol L s e o S R £ S8 Rt A Qe MR sl Ja2d
GERMANY, FED. REP, OF 2.5 ( -2.%) 2.0 ¢ -1.8 [ -2.3 ¢ -2.0) ~2.0 ¢ -1,8) 1.9 (1.6
FRANCE -2.0 ( -2.0) 1 N O 1.6 ¢ ~'L5) “1.1 ¢ -1.3) -0.8 ( -1.2)
St S0 11.6)  -10.1 (115) | -87 (-11L5)  -73 (+11.4) 6.1 (-1.2)
UNITED KINGDOM BLaRt B 0) 2T SRz 0 1.9 « 2.8) fade(e 2003 0.5 ¢ 1.0
SENERAL GOVERNMEWT BALANCE CIN PERCEMT OF GNP/GIIP)Y 2/

CANADA -3.1 ¢ -3.4) -4.0 ( -3.9) “3,9 ¢ =20 wH.2 ( ~2.4) 2.4 ¢ -1
UNITED STATES =2.1 { -2.0) 2.1 ( -2.0) «0.5 1 =18 D) 080 0=1.3)
JAPAN 3/ 4/ T Sy Y el ey R R R e € )
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Noetes to Ecopomic Indicstior Tablaes

The national authorities’ estimates shown in Tables A-E were
submitted early in 1989 and reflect a variety of national comventions,
forecasting procedures, and working assumpzions. The following notes
clarify the main differences in the various estinates, first by providing
a general characterization for each country, and second by listing some
table-specific comments,

1.2 General characteristics

Canada

The estimates are on a calendar year hasis. They wenre prepared in
December 1988 and reflect the third quarter 1988 Income and Expenditunre
Aczounts. The policy assumptions reflect status quo fiscal policies at
both the federal and provineial 'evel and do not provice for Stage IT of
the Tax Reforn, the timing and ex.ct form of whicy remsin uncertain. The
estimated impact of the Canada/U.$. Free Trsde Agreement is reflected in
the estimates. The exchange rate is assumec to average CH1.
dollar over the forecast period,

22 per U.§.

United States

The economic forecast was updated in esrly February L989. Fipures
araz on a calendar year basis. The Budget estimates were updated by the
newv Administration in February 1969 and pertain ts £iscal vears ending
September 36 of the yesr indicated. For 1981-92, *the sconemiec indicators
ars objectives, not forecasts or projections.

Japan

The estimates pertain to fiscal years ending Mareh 31 of the
following year. The exchange rate assumptisn is ¥L20 per dollar, the
average rate prevailing from end-November ts end-December 1988. With the
exception of monetary concitions, data for FY 1983.89 are based on the FY
1938 and FY 198¢ budgets, and the Economic Jutloglk oz FY 1989,

Monetary growth for FY 1988-92, real total domestic demand, the
change in the real foreign balance, the current accoun®, ard the trade
balance for FY 1990-92 were prepared by the Fund staf? on the basis of
bilateral discussions with the Japanese suthorities. These data are
preliminary technical figures and not objectives or projectione for each
fisecal year. (See table-specific notes.)

Federal Eepu c_of Germany

The estimates are on a calendar year tasis. 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



tilateral consultations with the German authorities. 7The ecstimates
therefore do not represent officially anncunced projections. A new
official forecast was prepared in May 1989 in the context of the medium.
term fisczl plan covering the period 1989-93. The anchangs rate is
assumed te average DM 1.75 per dollar inm 1989,

Exrance

The estimates were prepared in early Janwary 1289, They are based on
the assumption of a constant exchange rate of FF & per dollar (the average
exchange rate of July 1988). 0il prices are assuned to average $14 per
barrel in 1988 and $15 per barrel in 1989.

Italy

The estimates are on a calencdar year basis and were prepared on the
basis of "Relazione Previsionale e Programmstica™ publishad at the end of
September 1988. The cenversion factor is Lit 1300 per U.5. dellar
throughout the projection period.

United Kingdom

The estimates for 1988-89 pertair to cslendar vears eicept for the
GDP deflator, monetary growth and the budget indicators, which refer to
finaneial years ending March 31 of the follewing year. For 199¢0-92 all
estimates refer to financial years unless otherwise noted. Figures for
the trade balance in 1989 and domestic demand, the real foreign balance,
consumex prices, the current account and trade balance, and the general
government balance for 1990-92 are Fund staff sstimates prepared in
consultation with the U.K. authorities. Thase fipures are not official
forecasts. Other data are based cn the Budzet Statenent furecast
presented on March 14, 1989. The estimates assume that the exchange rate
will average $1.75.

Other industrial countries ard
developing countries

Estimates are based on Fund staff projsctions for the October 1989
World Eeconomic Cutloolk.

Vit s Tsble-specific notes

Tsble A--Output and Demand

Real GNP/GD?.  Estimates pextairn to GNP for the United States,
Japan, and the Federal Republic of Gexmany, and to CDP for other
countries. For Japan, data for FY 1990-92 are based on a mechanical
intexpolation of average annual figures for the pericd covared by the
Five-Year Economic Management Plan (May 19£3) and sheuld not be
interpreted as objectives or projections for each fiscal year. For the
United Kingdom the compromise measure of GIP is used.

2] BEITEMS Wi I [l TREAS & 1. HBlg-S 119 5y



Real total domestic demand. For Japan, data for FY 1990-92 are
based on the average annual figures for GNP growth and the growth
coatribution of real total domestic demand assumed in the Five-Year
Economic Management Plan. For the United Kingdom, the estimates for
1990-92 are Fund staff estimates generated so as to be consistent with the
Frojected rate of growth of GDP and a gradual redustion of the current
account deficit.

Change in real foreign balance. For the United Gtates, data are
calculated as the change in the share of the real net export balance %n
real GNP. For other countries, data are calculatzd as the difference
between the growth rates of real GNP/GLP and real total domestic demand.

Iable E--Inflation

GNP/GDP deflstor. Estimates pertzin to GNP for vhe United
States, Japan, and the Federal Republic of Cermany, and to GDF for othex
countries. For Japan, data for 1990-92 are based on 3 mechanical
interpolation of the average annual figures for the peried covered by the
Five-Year Economic Management Plan and should not be interpreted as
objectives or projecticns for each fiscal vear. For the United Kingdom,
tha deflator is for GDF at market prices.

Congumer prices. For Japan, data for 1990-9% are baged on a
mechanical interpolation of the average amnual figures for the period
covered by the Five-Year Economic Managemen:t Plan and should net be
interpreted as cbjectives or projections for each figcal year. For the
United Kingdom, figures refer to the retzil price index and aze on a
fourth-quarter-to-fourth-quarter basis; the data Zfor 1990-%2 are Fund
staff estimates based on the projected rate of change in <he GDP deflator.

Isble C--Current agccount and trade nalance

For the United States, estimates of current acceunt and trade
balances from 1989 to 1992 are indicated as mid-points of the ranges
projected by the authorities. For the currsnt account these ranges are
(in U.£.§ billien): 1989: -105 to -125; 1990: .L00 to -120; 1991: -85
to -105; 1992: -75 to -95; for the trade balance the ranges are: 1989:
-90 to -1103 1990: -75 to -95; 1991: -50 ro -80: 1992: .50 to -70. For
Japan, data for FY 1990-92 are illustrative Fund steff estimates
consistent with the growth rates for real GNP and reel totul demestic
demand as explained above. The exchange rste assumption iLs ¥LZ3 per
dollaxr. For the United Kingdom, the data for 1990.¢Z are fund staff
est:imates.

Iable D--Fiscal balances and monetary aenditions

V§g§gg§_b§;§gg@;;ggg;gg§1 conventioos. 7The data for the United
States, Japan, and the United Kingdom pertain to the fiseal or financial
yesrs of each country. For the United 5:ates, Japar, Canacda, France, and




Italy, the data refer vo federal or central pgovernment. For the United
States, figures are on a unified budget basis For the Federal Republic
of Germany, the data refer to the Territorial Authorities. For Japan, the
budget balance refers to the general account of the central govermment.
Data for FY 1988-89 are based on the Budget for FY 1988 and FY 1989. Data
for FY 1990-92, which are based on the Medium-Term Fiscal Projection of
the National Budget submitted to the Diet in February 1989, are
rpreliminary technical figures of the fiscal balance hetween total
expenditure and revenue excluding bond issues, and not objectives or
projeccions of government bond issues for cach fiscal vear. The medium-
term fiscal objective at present is summarized in the Five-Year Econonic
Management Plan as follows: "The govermment will try to eliminate the
dependence on deficit financing bonds by FY 1990 and to reduce the ratio
of governmert bond issues to total expenditures during the time covered by
the plan." For Italy, taking into account the estimates of the State
Sector deficit available in early 1989 and the fa:t that the rate of
growth should be higher than expected, the suthorities estimate a State
Sector deficit of around 11.5 pexcent of GDP im 1388. Fer the United

Kingdom, the data refer to Public Sector Debt Reduction.
General government balance. Except as woted, estimates are on a

national accounts basis. For the United States, Federsl budget figures
ars on a unified basis while figures for state and Local governments axe
on a mational accounts basis. For the United Kingdon, the estimates refer
to the general government financial surplus, adjusted for privatization
proceeds; the estimates for 1990-92 are Fund stafl estimates consistent
with the projected changes in the PSDR.

Monetsry growth. For Canada, the data are projections rather
than targets. For the United States, ths data are on a £eurth-guarter-
to-fourth-quarter basis. The growth rates »f M2 and M3 in 1988 compare
with target growth ranges of 4-8 percen:t for both aggregarves. The target
ranges for 19289 are tentative and those heyond have rot besn considered
officially by the Federal Reserve. The figures showr are jndicative c¢f a
trend toward lower ranges over time, consitctent with the objective of
promoting non-inflationary economic growth. For Japen, the data are based
mainly on an extrapolation of the relationship between monstary grewth and
the change in nominal GNP observed betwsen 1984 and 1987.

Interest rates. Short-term in:terest rates on the following
instruments: Canada, 90-day commercial paper; United¢ States, 9l-day T-
bills; Japan, the averape of the discoun: rate on twec-month private bills
from April to December 1988; the Federal Republic of CGermany, Frankfurt
interbank offer rate for three-month funds; France, momsy marke: rate;
Italy, gross rates on three-month Treasury Bills. Leng-texm interest
rates on the following instruments: Canada, McLeod Young Weir bonds;
United States, 10-year Treasury bonds; Japan, average of 1lU-year
government bonds with longest remaining period to maturity, from April to
December 1983; the Federal Republic of Germany, Fedexral bords with 7 to 10
years to maturity; France, first-class bonds; Italy, gross average rate on
bonds of industrial eredit instituticns.

TOTAL P.21/21
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"’ ANNEX C

SURVEILLANCE: DEPUTIES REPORT TO MINISTERS AND GOVERNORS:
ISSUES FOR DISCUSSION

a L o) 7¢
Line to take
(i) Latest figures show that in most countries consumer and
producer prices have eased slightly since early summer. 0il 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.

(ii) Growth in Germany and Japan is proving exceptionally
vigorous this year, and in US the slowdown is now 1less than
expected. Capacity utilization remains at very high levels in all

G7 countries.

(iii) 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 4%
per cent. No danger that monetary tightening has been excessive,
s+ but-some danger of premature easing in the—US, especially—as
consumption expenditure now seems' stronger— than ¢niginally
thought. ‘Risk that present stance of policy will fail to QeliVer‘

¥
_a significant reduction\in inflation; especially in US.

S —— e i

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

lesser extent Canada, with Yarge fiscal deficits accompanied by

highest nominal and real” interest rates. US deficit also remains

/
S

too high.

2
~
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‘ -
.v) Weakness of deutschemark, toéther with \Ler’y/strong growth
and current account surplus may ﬁe indication both that overall
‘ stance of policy a little lax and rr‘(ix in"a'ppropriate in Germany.

Tighter monetary policy would ,Eéduce inflationary pressures

domestically and help reduce exterﬂql surplus through stronger
deutschemark. Prospective” easing of fiscal policy next year
(equivalent to 1% GDPﬁaﬁ& part of med&um term fiscal strategy)
looks inappropg;até/ without compené%ting tightening of monetary

policy. ///// Y

(i) No evidence that external surpluses and deficits are

unsustainable, provided that appropriate policies in place.

(ii) 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. -Pighter —US—
fiscal policy would meet this—requirement. It might alse-permit
__some easing-in-interest rates, taking pressure off-the dollar:
(iii) 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.

(iv) 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.
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3 A number of areas of priority for additional structural

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

1ics G >

(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 STRUCTURAIL REFORM

[adal E

ANNEX D

1% 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.

2 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
3 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

(i) On reform of employers' national insurance
contri ions: 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.

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

elief: 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
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.

(iii) 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.

(iv) On reform of the professions: much progress has
already been made, and reforms of the 1legal 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.

(v) On Voluntary Export Restraints: the UK Government

has withdrawn support from most inter-industry agreements.
We will Dbe 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.

(vi) 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

UNCLASSTIFIED
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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
regulation in other areas is also noted. Most of the reforms
which the UK has argued that Germany should undertake are
included: reduced support and protection to agriculture, coal,
iron and steel, and deregulation of services especially the retail
trade, financial services and transport. The desirability of
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.
Points Lo make

g (1) Germany should reduce subsidies to agriculture.
\ Overall transfer from tax payers and consumers to farmers,
including CAP support, is DM30bn, representing 90% of value
added in agriculture and 1% 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 agriculture to more efficient uses
elsewhere in the economy. 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.

(i1) Germany should reduce large industrial subsidies to

() ero C teel a

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 DM4%bn (£1%bn) 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

; : > .
the distribution system. These are the priorities we have

identified for Japan: ‘§bu can agree with them and call for early
progress. As with Germany, reform could aid current account

adjustment.
Points to make

(i) Further structural reforms would promote efficiency
in the Japanese economy and may, on balance, tend to reduce

the current account surplus.

(ii) 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.

(iid) 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 % per cent of Japanese stores have a
floorspace of more than 500 square metres. And retail price
maintenance is widespread.

(iv) There has been some liberalisation of air transport
services but further liberalisation would increase
competition, increase consumer choice, reduce prices and

reduce the current account surplus. For example:

- 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 airlines to introduce more

competitive fares.
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. - flexible arrangements for routeings.
e 7 untrie
6. 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.

T 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.

8. Italy is asked to undertake tax and social security reform

linked to reduction of the financial deficit.

45 The US is asked to consider tax reform to remove distortions
of savings behaviour and reform of health care. 1In 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.
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". ANNEX E

IMF SURVEILLANCE TABLES: WORLD ECONOMIC SITUATION

1 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 become slightly more optimistic
compared with those presented to the spring meetings as data have
become available. Those for 1990 are 1little 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.

20 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 1levels. 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 o0il prices, and higher consumer
taxes in Germany and Japan have contributed to an upward
revision of % 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 4% per cent
CONFIDENTIAT,
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' respectively. On this basis the Japanese economy would

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 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.

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

broadly agree.

6-. 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 accounts of the US and
Japan in the second quarter. This 1is 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 1little more

pessimistic than other forecasts.
CONFIDENTIAT



M243

- Fiscal balances (general government deficits) show a
reduction of about % 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.

TR 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: -

(13 0il 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.

£11) Immigration from all sources into Germany this year
is expected to be up to % million, with similar increases in
following years. This will add at least 1 per cent to labour

supply and productive potential growth.

(iii) Growth in business investment in the G7 has averaged

8% 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_3/8/5er cent between the fourth quarters of 1989 and
1990, Thlsr 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.)

ID IAL
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USA 1988
89
90

Japan 1988
89
90

Germany 1988
89
90

uk (1) 1988
89
90

G7 1988
89
90

Real GDP
Growth

IMF National

N
w w
N W

w

o un
=N

NF

NTT

Current Balance $bn

-127
-125
-139

80
72
90

49

93
54

-26
=31
=27

-42
-60
=51

Consumer Price

(% of GDP) Inflation
IMF National IMF National

(=256 =135 fe2iB8) A 3.
B SR B DT N 3.
(=2.5) =110 (-1.9) «4. 3.
(2.8) P8 (RiaTuais 07
(2.4) gl g% 2.0
(2.5) 66 (2.0) .5
(4.0) 48 (420} . 1.2 19
(4.5) £7- (3.7)-3.0 .3
(4.5) 45 (3.4 007 .0
(o33N 206 (53005 Biab 6.5
(-3.4) =25 (-2.9) ™09 5.5
(=3 F) . 20 (=22 gy 1.7
(=0.4) =50 (=0.4) " 3.2 3
(=0.4). "#=43.:(=0.3) 4.8 3.
(=0, 8) " 35 403V 3.8 24

(1) For the UK the consumer price figures are for the fourth quarter

of each year.
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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 MGl Briefing Pack.

‘ Appropriate Level for the Dollar
lans )
2. 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%.

k 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.
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4. The following table sets out the amounts of intervention

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

koot = e : equi t
Total
us -9170 (against DM) -F18,612

-8902 (again yen)

Japan -16,576 (against yen) - 16,676
14
- 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.

5 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 :-
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German foreign exchange reserves, excluding
gold : $ billion, end period

1987 1988 4989
Q1 Q4 Q3 Q4 Q1 June August
(peak) (low
point)
43 58 3l 34 42 40 42

(Note : the rise in reserves in Q1 1989 reflects a bunching of US
official payments in respect of US troops in Germany, as well as
intervention).

6. While a 1level 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

T 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 1is 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
totals

- 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 1long 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).

oL
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ANNEX TO n
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CEBROARY |98 F
UNDERSTANDINGS ON INTERVENTION SECRET

1. BASIC STRATEGY

To promote greater exchange rate stability by seeking to
maintain exchange rates around current levels for the time being. These
understandmgs 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.

2. 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.

ANX
3. SCALE

Total net 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.

4. CURRENCY

As a general rule : for the United States, yen/$, DM/$ ; for
others (except EMS interventions), dollars against national currency.
; ——

' 5. PROPORTIONATE SHARES
United States, Europe and Japan would have approximately
equal shares over time. ( Dollar sales or purchases offset through other
EMS transactions would not be included in totals.) Participants would
endeavour not to intervene in directions incoansistent with the basic
purpose of the exercise without prior consultation.

6. 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
w accordance with established subsequent publication policies.

7. 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.

8. COORDINATION

Central banks continue to maintain close contacts on
intervention operations pursuant to established channels. Finance
ministries intensify their bilateral channels of communication. i
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December 1987

UNDERSTANDINGS ON INTERVENTION AND CONSULTATIONS

The participants would hold regular consultations on
financial market conditions. On the basis of these
consultations, they would make ad hoc deciafons on exchangt
market intervention at levels which the participants cessider
appropriate under present circumstances. Intervention shoould
pe considered if the dollar on the one hand had a tendtney (o
fall below present levels and on the other hand if it :
approached levels prevailing at the time of the April Neebing
of the Group of Seven in Washington.

The United States, Japan and Germany/Europe would be pﬁqﬂﬂ“d
to undertake intervention up to a total of $15 billion
defined in terms of net purchases/sales of dollars against
yen and -- according to the following understanding - aqaiunst
DM/other European currencies, with approximately equal sharcs
over time up to $5 billion each. As a general rule the
European share of $5 billion should be provided by Germany
{n DM on the one hand and the other European countrlies
(EMS-countries in the exchange rate mechanisn; plus Unibed
Kingdom, Switzerland and Austria) on the other hand in equel
parts. If these other Buropean countries intervene by a
higher amount, the total European share will be Increased
correspondingly.

If intervention in the view of the participants is uscful
they will consult on the appropriats daily amounts of such
intervention and their respective shares, taking ink accoont
market developments and the respective shares of the covnbrics
mentioned in para 2., It is understood that for all
intervention by Buropean countries the situation {n the
European Monetary System will be congldered.

With regard to the currency of interventlion, the 9““’“"”h‘
would bet :

- For the Unlted Btates, equal priority to DM/dollar and
yen/dollar, depending on market pressure;

- For Europe, priority to DM/dollar, supplemented by
European currencies agalnst dollar)

- For Japan, priority to yen/dollary

- Intervention in dollar/yen by the Deutsche Bundeshank and
dollar/DM by the Bank of Japan will be subject Ce ccusulba-
tion between those two central banks and the U.S5. avlhoriics.
This consultation should take place when elther lhe 07 /dellar
rate or the yen/dollar rate is under pressure.
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»%5, Central banks would continue to maintain close contacts on
‘ {ntervention operations pursuant to establiahed channels.
Finance ministries would continue to discuss matters of
mutual interest through thelr bilateral channels of
communicaticn, i

é., 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 billlion of resources are exhausted prior
to that meeting, participants would immediately consaule.

® 1478
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Proposed Intervention Approach L
September 24, 1989

On the basis of Friday, September 22 c]osin% rates of Y/$ 146.00 and DM/$
a

1.9520, we
opening in

(1)

(2)

(3)
(4)

i

ropose the following aﬁproach S
okyo. In principle, thi
,» subject to review.

rtin? with the Dollar's
is approach will be sustained for

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 Teast $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:

(1)

(2)
(3)
(4)

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
engage. in supporting operations consistent with this approach as
appropriate.
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As background for this weekend's meetings, we attach;
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EXCHANGE RATES, INTEREST RATES AND INTERVENTION

yoult
C 1 graphs of movements in the £ERI, $/g, DM/£¢ZYen/$ and DM/$
from the Louvre Accord to date. The last two graphs show the

(secret) agreed G7 ranges;

id. a table of movements in exchange rates from key dates;

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

interest rates in G7 countries;

iv. a table of recent UK base rate movements and the

configuration of exchange rates at the time;
v. graph showing G7 short term nominal interest rates;

vi. facts sheets on the UK's official reserves and foreign

currency debt;

vii. a table showing published changes in UK monthly official

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

viii. a table using unpublished material showing the UK's net
currency reserves at the end of August 1989;

BRrief.
INE

facK
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i, three summary tables showing unpublished G7 reported
market intervention for 1987, 1988 and 1989 so far, together with

monthly breakdowns;

X. table showing levels of published G7 total reserves (minus

gold) since the Louvre Accord to date.

I POLIN/P SMITH
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(1) MOVEMENTS IN STERLING AND THE DOLLAR AGAINST OTHER MAJOR CURRENCIES

AlLL time £
Closing General Low point Plaza Paris Black G7 us Budget G7
Level Election against $ Agreement Accord Friday Statement Election 1989 Washington
20.9.89 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
STERLING
£ ERI 91.6 -14 .4 0.8 -12.3 00 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 * 95.50%
$/£ 1.5845 -23.7 53.0 15.9 3.7 -4.8 -13.0 -11.0 -8.0 -6.0
2.0759 * 10357 :* 1.3675 * 1.5283 * 1.6645 * 1.821 * 1.7797 * 1.7227 * 1.6855 *
DM/ £ 3.0700 -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 *
Yen/£ 229.31 -50.8 -15.7 -30.4 -2.3 =35 -0.8 2.6 2.7 2.5
466.5 * 272.12 * 329.36 * 234.67 * 237,52 X 2B Bk DB RL . kiP5 B5 RIDDS IO E
DOLLAR
$ ERI 71.4 2.3 -36.9 -27.7 -1.6 2.6 10.9 T 506 3.8
69.8 * 113501 * 98.8 * 72.6 * 69.6 * 64 .4 * 66.3 * 67.6 * 68.8 *
DM/$ 1.9375 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 *
Yen/$ 144.72 -35.6 -44.6 -39.9 -5.8 Yk 14.0 15.3 1.6 9.0
224 .70 * 261.15 * 240.85 * 153.55 % 142.70 * 126.95 * 125.57 * 129.65 * 132.75 *
(ii) Sterling all-time Llows:
ERI 83.7 (8 October 1986)
$ 1.036 (26 February 1985)
Opon 144-S
D’ 2.7349 (28 January 1987) 44 q
(iii) Recent sterling trading highs: P l 2
ERI 98.7 (6 December 1988)
$ 1.9065 (18 April 1988) O{u 1-43s
DM 3.2915 (1 February 1989) L 1-902
(iv) Dollar all-time Lows: O,m 1-5'8?—0
$ ERI 63.3 (30 October 1978) b [+ 6180
DM 1.5620 (4 January 1988) L /‘ 6‘
YEN 120.25 (4 January 1988) Cevn 3- 06 -

(v) 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.



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:B 4.4 3.0
FRANCE 9.3 5.6 3.5
ITALY 12.6 0.2 7.0
CANADA 12.4 6.6 5.4

G7 AVERAGE 8.9 4.4 4.7 (July)

Allinflation rates July except * August.
S
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 7a

us 8.1 3.4 4.5*
JAPAN 5.3 23 2.9

W GERMANY 6.9 3.8 3.0
FRANCE 8.6 4.9 3.5
ITALY .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 giltyields | DM/£ | $/£ | ERI

1987
August 6 10 9.8 296 |1.58 | 89.7
October 23 91/2 9.6 299 |1.66 |91.4
November 4 9 9.1 298 |1.75 | 928
December 3 81/2 9.3 3.00 |1.80 [93.8

1988
February 1 9 9.4 297 |1.76 |92.0
March 17 81/2 9.1 3.10 [1.84 | 96.1
¢ April 8 8 9.1 314 [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 8.15:1.77 1857
June 28 91/2 9.5 3.10 |1.72 | 94.0
July 4 10 9.6 3.08 |1.68 |93.3
July 18 10 1/2 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
Ko 1y g Y S 1S

® (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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RESERVES ARD OfFICIAL DEAT FACTSHEETS,

(i) Reserves levels at key dates:
s milli

End-period Level of reserves

Labour

End-December 1976

(Low) 4,129

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:

s milli
Underlying change E%gﬁgé reserves
at end period

1987 Year +20,475 +19,513 44,326

1988 Year +-7 257 + 4,480 51,685

1989 January ¥ 330 * 20 51,705
February + 29 22 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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Labour

End-March 1974
(low)

End-December 1977
(High)

Conservative

End-May 1979
(High)

End-September 1984
(Low)

End-March 1989

* Latest published figure from
August 1989, Table 10.6.

25.5

22.0

11.0

15.2%

Financial

Statistics,



PUBLISHED CHANGES IN UK OFFICIAL RESERVES 1986 - END AUGUST 1989

$ million
Underlying Total Spot Reserves
Change Change at end Period
‘II'I986
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 3522 19,188
July e ¢ - 105 19,083
August - 141 - 159 18,924
September - 372 +3502 22,426
October - 668 - 434 21,992
November + 435 + 14 22,006
December + 96 - 83 21,923
1986 Sub-Total + 161 +3875
1987
January i 12 + 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 - 35 34,364
July + 499 + 551 34,915
August e Ly - 550 34,365
September + 380 + 443 34,808
qctober +6699 +6591 41,399
ovember 31 - 118 41,281
December +3737 +3045 66,326
1987 Sub-Total +20475 +19513
1988
January + 38 -1233 43,093
February = 25 - 166 42,927
March +2225 +1713 47,519*
April + 514 + 338 67,857
May + 814 + 676 48,533
June + 84 - 14 48,519
July + 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 t 645 51,685
1988 Sub-Total +7257 +4480
1989
January + 330 + 20 51,705
February + 29 - 2 51,683
March -1196 -1227 46,931*
April + 215 + 325 67,256
May - 739 -1169 46,087
.une -2236 -2422 63,665
July + 67 - 3 43,631
August - 405 - 423 43,208
1989 Sub-Total -3935 -4952
NOTE

(1)All changes and sub-totals do not include effect of annual revaluation
changes.



SECRET

NOT FOR PUBLIC USE

TABLE : NET CURRENCY RESERVES : END AUGUST 1989

Assets * Liabilities
Uss 15075 9049 +
DM 7085 1823
DFLS 436 202
Yen 5416 202
Sw fr 64 64
Canadian $ 697 414 ++
ECU 4437 2575
Others 2043 ** 6
35253 14335

Note: Liabilities valued on reserves valuation basis.

$ million

Net assets

6026

5262

234

5214

* 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
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TABLE: 1989 (JANUARY 2nd

SECRET

to SEPTEMBER 20th CLOSE) SUMMARY OF TOTAL G7 REPORTED MARKET INTERVENTION"

l»

us -9,710 (agst
-8,902 (agst
Germany -3,574

-16,576 (agst
- 100 (agst

Japan

France - 945 (agst
- 30 (agst
- 135

+ 1,347
- 10 (agst
- 689 (agst

Italy

Canada - 741
- 525 (agst
- 472 (agst
UK - 505 (agst
-6,345

’+ on a done date basis

DM Yen FFr
DM) - - -
Yen)
Yen) - -
DM)
DM) + 1,268 + 49 -
ECU)
+7,044 - + 388
ffr)
DM)
+ 763 + 664 -
DM)
Yen)
DM) - 18 - -
+9,057 + 713 + 388

$ million equivalent

ECU Other Total
Currencies

- - -18,612
= + 85 DKr -3,489
- - -16,676
+240 + 30 SwFr + 415

- 62 (agst DM)
+1,313 +127 Dkr +9,520
- - - 31
o J -6,868
+1,491 + 242 000 —eeee-
Grand Total -36,021
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January 1989 to 20th
September 1989 US

1989
Janury -1880% agst DM
February -350% agst DM
March -1419% agst DM,
-100$¢ agst Yen
April -220% agst DM
- 50% agst Yen
May -3550% agst DM,
-3185% agst Yen
June -1129% agst DM,
-3823% agst Yen
July -230% agst Yen
August -520% agst Yen
-400% agst DM
September -994$ agst Yen
(1-20th -762% agst DM

close)

SECRET
Germany Japan
-1356$% -
-309¢% -
-268% -
+85 DKr
-21% -30%
-949% -5527%
-396% -6570%
-100% agst DM

- -1220$%
-95% -830%
-180% -2399%

TABLE: G7 REPORTED MARKET INTERVENTION™ 1989

France

-190%$ agst DM
+88DM
-60% agst DM

+256DM, +49 Yen
-50% agst DM, +30 SwFr,

+ 33 Ecu, -30%$ agst Ecu,

- 62 Ecu agst DM

+368DM, -30% agst DM

+503DM, -380% agst DM,
+207 Ecu

-1808,

-95$ agst DM

+45%, +53 DM

-60% agst DM

-80% agst DM

Italy

-25%, -133$ agst DM
+1752DM, +21FFr, +13Ecu

-174%, -48% agst DM

+552 DM, -64 FFr, +34 Ecu

+1259 DM, -16%
-76% agst DM

+445 DM, -21$ agst DM

+ 29FFr, -31%$,
-266% agst DM, + 986 DM

-101$, -67$% agst DM,
-6 DM

+173%, +43 DM, +19Ffr
+7 Dkr

+1166%, -23$ agst DM

-10% agst Ffr, +1226 DM,

+341 Ffr, +120 Dkr,
+878 Ecu

+355$, +787 DM, +42Ffr,
+388 Ecu, -55% agst DM

Canada

-33$, -185% agst DM,
+529DM

-638%, -25% agst DM
+48 DM, +71 Yen

+170$, +19 DM
+38 Yen, -125% agst DM
-25% agst Yen

-8%, -20% agst DM,
+82 DM, +90 Yen

+147 Yen, +45 DM,
-145% agst DM,
-237$ agst Yen, -634$%

-160% agst Yen,
-25% agst DM,
+290 Yen,

+40 DM

+332%

+383%, -35% agst Yen,
+28 Yen

-313$, -15% agst Yen

$ million equivalent
UK

-205% agst DM
+125DM

-125%, -25% agst DM
-116 DM

-1205%, -75% agst DM
-27 DM

-550%,
-35% agst DM

-13558,
- 65% agst DM

-2560%

-475%, -50% agst DM

-75%,
-50$% agst DM



SECRET
TABLE: 1988 (JANUARY TO DECEMBER) S(]MMARYOF'IUELG7REP(IE[E)MARKETIN]ERVENI’I(N+

$ million equivalent

(723
B
g
3

ECU Other Total
Currencies

Us +2755 (agst Yen) - - - - - - 961
-3,716 (agst DM)

Germany -7,125 - - ~ - - -6,950
+175 (agst Yen)

Japan +5, 311 - -~ - - - +5.1.61.
-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

+ on a done date basis
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January 1988 to

December 1988 us
1988
January +235% agst Yen

+480% agst DM

February -
March +318% agst Yen
April +260% agst Yen
+240% agst DM
May -
June -520$8 agst DM
July -2410% agst DM
August -1806% agst DM
September -330% agst DM
-28% agst Yen
October +200% agst Yen
November +1570% agst Yen
+ 530% agst DM
December + 200% agst Yen

+ 100$% agst DM

Germany

+415%
+50% agst Yen

+150%
+125% agst Yen

-1466%

-4169%

-1976%

-235%

-21%

+358%

-174$

+

+

+

=

TABLE: G7 REPORTED MARKET INTERVENTION® 1988

Japan

1060%

+379%

+813%

-150% agst DM

+356%

2653%

508

France

+610%, +3513DM
+30$ agst DM

+356DM

-90DM, +190$

+65$
+50% agst DM
+20$ agst Yen

+98 DM

-26%,-20% agst DM

-180%,-30% agst DM

-731%,-175%
agst DM, +26DM

-1364%,

-146DM

-1006%, -1204DM

+100% agst DM,
- 83DM

- 563%,-252DM

Italy

+366%,+795DM,
+85ECU,
+30% agst DM

-93%,-61DM
-23Ffr

-1236DM, -697$%
=-13Ffr

-1650DM, -12F fr
-14ECU, -27%
+20% agst DM

-372%
-294 DM
+20 FFr

-91%,-20% agst DM
+678 DM, +68ECU

-312%,-187% agst DM

-366%,-91%
agst DM, +1139 DM
-68FFr

-13508%,

-6% agst DM
-220 DM

-40 ECU
+30FFr

+1081¢%,+17DM
+356 FFr

+250DM, +724$ ,+236FFr

+ 57DM
+ L4ffr

$ million equivalent

Canada

+1217$%,+32Y,+91DM,
+18% agst Yen
+37% agst DM

+840%,
+116Y,+72DM

+1839%,-25%
agst Yen

+809%

+48% agst Yen
+25% agst DM
-12 Yen

-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

-162$%
+ 25% agst Yen

UK

+25% agst DM

+35% agst Lira
+242% ,+1004ECU
+731DM, +951Ffr
+540%

+670%
+100 FFr
+100 ECU

+125%,-50% agst DM,
+179 DM

-150% agst DM
+575DM, +252ECU
+98Bfr,+151FFr

-225%,-130% agst
DM, +66DM

-363%,+80DM

+200%,-112DM

+315$,+75% agst DM

+ 75%,+101DM
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SECRET

TABLE: 1987 SUMMARY OF TOTAL G7 REPORTED MARKET INTERVENTION'

$ million equivalent

s DM Yen FFr ECU Other Total
Currencies
- -
us + 6,020 (agst Yen) - = - - - + 8,398
+ 2,378 (agst DM)
Germany + 4,106 - - + 3,308 = +. 920 DK + 8,263
+ 755 (agst Yen) + 2 RE
Japan + 34,798 = < o < = + 34,883
+ 85 (agst DM)
France + 641597 - 10,041 = = = = = 2,687
+ 710 (agst Yen)
‘ + 47 (agst DM)
Italy < R S ) = ok = - =l = + 707
- 71 (agst Yen)
+ 106 (agst DM)
+ 34 (agst ECU)
Canada + 74,972 == 1,781 ~ - = = + 3,386
+ 72 (agst DM)
iy 123 (agst Yen)
UK + 26,999 e T3, 851 » + 658 +7133 + 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 to
December 1987

1987

January

February

March

April

May

June

July

August

September

October

November

December

us

+50% agst Yen

+2395% agst Yen
-30% agst DM

+1530% agst Yen
+99% agst DM

+20% agst Yen
+273% agst DM

+103%$ agst Yen
+415% agst DM

-681% agst DM
+105% agst Yen

+235% agst Yen

+65% agst Yen
+395% agst DM

+428% agst Yen
+788% agst DM

+1089% agst Yen
+1119$% agst DM

Germany

+566%, +2I1£
+3308ffr,+92DKr

+200% agst Yen

+555% agst Yen,
+327$

+269%

+150%

-133%

+216%

+760$%

+812%

+1139%

TABLE: 67 REPORTED MARKET INTERVENTIONY 1987

Japan

+8649%

+8533%

+7398%
+50% agst DM

+35% agst DM

+80%

+959%

+670%

+2012%

+3074%

+3423%

France

+189%,-4217DM

+661%,+2111DM
+883%,+4084DM
+250% agst Yen

+4525$%,-970DM
+460% agst Yen

-918DM
+70%$ agst DM
-480DM

+81DM

-714$,-4CDM
-267% agst DM

+20% agst DM,
-1138DM

+338%,-6284DM,
+60% agst DM

-2270DM

+715%
+164$ agst DM

Italy

+394%,-628DM, -12ECU

+493%,+1978DM
+37%,+612DM
+27ECU

+1067$ ,+26ECU
-1290DM,

+71$% agst Yen
+169%,-1572DM
-47%,-855DM
+25% agst DM
-953%,-455DM

-2102%,-870DM

+233%,+1844DM

+890% ,+724DM,
+10%$ agst DM
+34ECU

+992%,-374DM

+459%,-325DM
+71% agst DM

‘ ’

$ million equivalent

Canada

+1445%

+291%
+1578%

-1781DM

-553%

+579%

+77%

+712%,-50%
agst DM

+353%
+20% agst Yen

+138%
+38% agst DM

-21%,+17% agst DM

+373%,+67%agst DM,
+103% agst Yen
+34% agst ECU

UK

+181%

+174$,+30DM

+3630%

+100%$ agst Yen
+225DM
+5525%,+100%agst Yen
+156DM

+6715$%

-85%

+487%,+517DM
-526%,-150%agstDM

+1603%,+35% agst DM
+664DM

+5818%,+50% agst DM
+1128DM

+3477%,+25% agst DM
+831DM, +658Ffr,
+133ECU, +38Lira
+28Bfr
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LEVELS OF PUBLISHED G7 TOTAL RESERVES (MINUS GOLD*) 1987 Q1 TO DATE

$ billi
Us GERMANY JAPAN FRANCE ITALY CANADA UK
End-period
1987 Q1 36 43 69 32 24 5 20
Q2 33 44 69 30 24 L 27
Q3 34 42 71 31 18 5 28
Q4 36 58 80 30 32 7 37
1988 Q1 32 52 84 29 30 12 40
Q2 30 46 87 29 27 15 41
Q3 37 31 90 26 29 14 42
Q4 37 34 97 22 34 15 44
1989 Q1 39 42 98 23 38 15 40
April 39 44 99 23 40 19 40
May 44 40 95 21 39 15 39
June 50 40 89 26 39 15 37
July 52 42 88 26 42 15 37
August 42 26 36

* at national valuation

Notes
(1) Figures for total G7 published reserves supplied by the Bank

(2) 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

1. There are signs that the pace of growth is slowing in North America but activity remains buoyant in

Japan, Germany and France.

2 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.

3 The growth rate of industrial production has slowed this year in the US but remains strong else-
where.
4, Capacity utilisation rates are still close to or above past peaks in all the G7 countries except Japan,
but fell in Q2 in the UK, US and France.
Inflation
ki There is evidence of some easing of inflationary pressure in the major economies:-
- The 12-month rate of G7 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 G7 producer price inflation increased from 2.5 per cent in November to about 5.3

. per cent in May but has now fallen back;
1 - The Oil price measured in SDRs has changed little over the summer, staying at about 5 per barrel
below its April peak.
Policy
6. Short term interest rates have fallen since April in the US but have risen in J apan and Germany.

External Position
7. 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.

8. The US dollar has appreciated by 13 per cent in effective terms so far this year.
SAMANTHA BECKETT IF2 DIVISION
EXT 5548 20 SEPTEMBER 1989
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SECTION A : ACTIVITY

Paragraph:-

A G7 average GDP/GNP growth.

2-4. GDP/GNP and domestic demand growth in individual countries.
5-6. G7 average real expenditure growth.

p & Business investment and new orders.

8. Industrial production.

9 Unemployment rates.

10. Capacity utilisation rates.

SECTION B : PRICES AND LABOUR COSTS

11. Consumer price inflation.
12. Producer price inflation.
. Earnings and unit labour costs.

14-15.  Commodity prices.
FCTION C : TRADE AND CURRENT BALANCES

16. Visible trade balances.
17. Current account balances.

SECTION D : INTEREST RATES, MONEY SUPPLY AND SHARE PRICES

18. Nominal short term interest rates.
19. Real short term and long term rates.
20. Broad money growth.

21. Share prices.

SECTION E : EXCHANGE RATES

B Exchange rates since Louvre.
23-24.  Nominal and real effective exchange rates.
23, G7 real effective exchange rate.

".)TE : All data in this note are from OECD sources unless otherwise stated.




SECTION A: ACTIVITY IN THE G7

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

Nominal Real GNP
GNP GNP Deflator
Annual percentage change
1984 9.2 4.8 4.2
1985 o 33 3.7
1986 6.1 2.6 34
1987 6.5 34 3.0
1988 7.8 45 32
Change from four quarters earlier (per cent)
1987 Ql 3.5 24 3.1
Q2 59 2.8 3.1
Q3 6.8 3.9 2.8
Q4 7.8 4.7 3.0
@: o 8.1 53 97
Q2 Tl 4.6 29
Q3 7.9 44 3.3
Q4 75 3.6 37
1989 Q1 19 3.6 4.1
Indices (1980=100)
1987 Q1 163.5 117.6 139.0
Q2 166.5 118.8 140.2
Q3 170.0 120.5 141.1
Q4 173.6 122.1 1422
1988 Ql 176.8 123.8 142.8
Q2 179.4 124.3 144.3
Q3 183.5 125.8 1459
Q4 186.6 126.6 147.4
1989 Q1 190.7 128.3 148.6
% Table 2 shows that all the major countries shared in the vigorous expansion of 1988, but while growth

.slowcd 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"*

WWANO
OO

e e
- N L Lhh NN

N

113.6
114.8

115.8
116.8
118.5
119.5

119.6

US Japan Germany France UK G7 US Japan Germany France
Annual percentage changes
1984 6.8 5.1 3.3 13 1.7 4.8 8.9 3.8 20
1985 34 4.9 1.9 1.9 4.0 33 39 3.9 0.8
1986 2l 2D 2.3 2.3 32 2.6 S 4.1 3.5
1987 3.1 44 1.8 1.9 4.5 34 3.2 3:1 3.1
1988 44 5.8 3.6 34 43 4.5 32 7.8 3.6
Change from four quarters earlier (per cent)
1987 Q3 4.3 4.6 1.5 20 5.0 39 35 5.0 29
Q4 54 5.7 24 2.6 5.1 4.7 4.6 7.0 3.3
1988 Q1 51 7.0 44 40 35 33 39 9.1 4.6
Q2 49 o7 34 3.2 45 4.6 3.6 8.1 33
Q3 4.4 53 3.6 35 4.0 44 3.1 8.0 3.5
Q4 34 4.8 3.1 3.1 34 3.6 24 6.1 >2
1989 Q1 3.3 4.5 44 3.0 23 3.6 2.7 5.8 2.8
Q2 3.1 49 1.5 o 29
Indices (1980=100)
1987 Q3 1215 131.2 111.3 112.9 119.1 120.5 128.2 1271 107.6
Q4 123.5 133.5 1123 114.0 121.4 122.1 1299 130.4 109.0
1988 Q1 124.7 136.7 113.7 115.3 122.6 123.8 130.1 133.8 110.2
Q2 125.8 135.6 113.7 115.6 123.3 124.3 131.0 134.7 110.1
Q3 126.8 138.7 1153 116.8 123.8 125.8 1322 L 111.4
Q4 1271 139.9 115.8 117.5 125.5 126.6 133.0 138.4 1124
1989 Q1 128.8 1429 118.8 118.8 1254 128.3 133.6 141.7 1133
Q2 128.6 119.3 125.1 134.3 1132
i Expenditure measure of GNP/GDP at market prices except for UK (HMT compromise measure of GDP at factor cost).
e Includes stockbuilding.

¥** . Weighted by GNP/domestic demand and exchange rates in 1980.

123.8
126.4

127.8
128.5
132.3
135.1

135.6
134.7

122.4
124 4

125.6
126.3
128.1
129.3

130.5



G7 REAL AND NOMINAL GNP
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Table 3: Growth

1984
1985
1986
1987
1988

1987

1988

1989

1987

1988

1989

Ak

Q1

real expenditure in the G7 countries’

Private
Consumption

W) L0 L ) W
O Hh oo\ W

AL LM L 00 LI
SN rLL

119.8
121.4
122.8
123.5
125.2
125.8
1272
128.1

129.0

Investment

7.5 3.0 54
4.4 4.7 3.3
3.0 3.5 2l
5.6 2 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
T2 2.2 4.0
8.2 0.9 51
10.9 1.0 54
9.9 1.5 4.7
8.3 0.5 4.7
6.8 2.0 39
7.4 1.9 3.9
Indices (1980=100)
115.3 118.9 119.1
118.3 1194 120.7
121.9 120.3 122.4
124.6 1212 124.5
127.9 120.1 125.6
130.1 1212 126.3
131.9 120.9 128.1
133.1 123.6 129.3
137.3 122.4 130.5

Government
Expenditure

Weighted by expenditure and exchange rates in 1980.

Including stockbuilding.

Domestic™

Demand

Annual percentage change

Exports

9.7

20
5.8

P sk
O NRXOOOVRAWW
Whh~Lwoa

123.6
125.8
130.1
1333
136.3
138.4
141.1
143.2

149.0

131.8
136.2
141.0
145.8
146.4
149.9
154.5
158.2

161.6

Real
GNP

117.6
118.8
120.5
122.1
123.8
124.3
125.8
126.6

128.3



CHART 4 : G7 EXPENDITURE GROWTH
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3 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
cent on a drought adjusted basis. The effect of the drought is estimated to have been 0.4 per cent.

4. In Germany, real GNP growth was exceptionally strong in 1989Q2 at 4.9 per cent. Japan grew by 4.5
per cent in Q1, following 5.7 per cent for 1988 as a whole.

S 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 Investment®

United Japan Germany France United G7
States Kingdom
1986 -4.5 5.8 43 5.0 0.3 0.6
1987 2.8 8.0 4.4 4.8 14.4 5.8
1988 9.5 15.9 1.2 9.2 17.2 11.3

* OECD estimates of non residential private fixed investment.

6. 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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A 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 13 0.2 8.2
1985 1.9 3.7 5.0 0.5 5.3 2.8
1986 Tl -0.2 1.8 1.1 22 1.1
1987 3.8 34 0.3 21 35 33
1988 57 9.3 3.7 4.3 35 6.0
1988 Ql 6.0 10.0 32 3.9 39 6.3
Q2 6.0 10.6 2.4 32 4.1 6.2
Q3 5.7 9.1 4.7 5.8 39 6.2
Q4 5.0 75 45 4.1 2.3 5.3
1989 QI 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 57 1.2 5.0
Feb 4.5 4.1 42 4.8 2:1 43
Mar 44 9.7 49 3.8 0.6 5.0
Apr 4.7 5.8 7.3 7.6 0.6 48
May 4.1 7.4 22 47 -19 40
Jun 3.6 1.2 44 4.6 -1.8 4.0 _
Jul 27 6.3 9.3* &
* Partly OECD estimate.
CHART 6 : G7 INDUSTRIAL PRODUCTION
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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)

US Japan Germany France UK G7
1984 7.4 29 7.1 99 117 %2
1985 7.1 2.6 T2 10.2 11:2 7.1
1986 6.9 2.8 6.4 104 11.2 7.0
1987 6.1 29 6.2 10.5 10.2 6.6
1988 54 25 6.1 10.1 8.3 6.1
1989 Q2 54 23 6.2 10.1 8.6 6.1
Q3 54 ¥ 6.2 10.2 8.0 6.1
Q4 5.3 24 6.0 10.1 7.5 6.0
1989 Q1 3.1 23 5.6 10.1 7.0 e
Q2 5.2 12 5.6 10.0 6.6 3.7
1988 Oct 5.3 25 6.1 10.1 7.7 59
Nov 5.3 24 6.0 10.0 7.6 59
Dec 53 23 59 10.1 = 5.8
1989 Jan 54 2.3 i 10.1 7.1 5.8
Feb 5.1 23 5.6 10.1 7.0 5.7
Mar 49 23 3:5 10.1 6.9 5.6
Apr 52 24 5.6 10.1 6.6 5.7
. May S 24 5.6 10.0 6.6 37
Jun o2 22 5.6 10.0 6.5 5.6
Jul 3.2 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

CHART 8: CAPACITY UTILISATION IN MANUFACTURING

Italy.
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SECTION B: PRICES AND LABOUR COSTS

10 The 12-month consumer price inflation rate has risen in all the G7 countries since mid-1988, but may
‘)w have stabilised. The average for the G7 countries, unchanged at 3 per cent during the first half of 1988 was

4.7 per cent in July 1989.

Table 7: Consumer prices (percentage change on a year earlier)

US Japan Germany France UK UK G7
(excludes mips)

1984 43 2.3 24 7.4 5.0 4.4 44

1985 35 2.0 22 5.8 6.1 5.2 3
1986 1.9 0.6 -0.2 79 34 3.6 2.0
1987 3.6 0.1 0.2 2% 4.2 3.7 27
1988 4.1 0.7 1.2 2.6 49 4.6 32
1988 Aug 4.0 0.7 12 2.8 5.7 50 32
Sep 42 0.6 14 3.0 5.9 5.2 33
Oct 42 1.1 13 3.0 6.4 a.1 3.4
Nov 42 1.2 1.6 3.0 6.4 5.1 35
Dec 44 1.0 1.6 34 6.8 3l 3.6
1989 Jan 4.7 1.1 2.6 33 75 55 39
Feb 4.8 1.0 2.6 34 7.8 3.7 40
Mar 5.0 g 2.7 34 7.9 5.7 42
Apr 5:1 24 3.0 3.6 8.0 59 45
May 54 29 3.1 3.7 8.3 6.0 4.8
. Jun 52 3.0 3.1 3.6 8.3 5.9 4.8
Jul 5.0 3.0 3.0 35 8.2 5.8 4.7

Aug 45 29 3 57

CHART 9 : CONSUMER PRICES
(PERCENTAGE CHANGE ON A YEAR EARLIER)




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 271 -0.1 29 8.8 6.1 29
1985 0.8 -1.2 24 44 235 1.5
1986 -14 9.1 -2.5 -2.5 43 -2.9
1987 2d -3.8 -2.5 0.0 39 0.3
1988 2.5 -1.0 13 5.2 4.5 21
1988 Sep 3.0 -1.1 1.7 6.7 5.0 23
Oct 3.0 -1.1 1.5 T2 4.8 23
Nov 32 -2.3 B =l 49 23
Dec 4.0 -1.1 1.9 8.2 4.9 3.0
1989 Jan 4.4 -0.6 29 8.6 52 3.6
Feb 3.3 0.3 3.2 8.9 3.2 4.2
Mar 5.6 0.5 34 9.0 32 4.4
Apr 5.6 25 35 9.0 5.0 49
May 6.2 34 34 8.9 5.1 53
Jun 59 3.7 3.0 5.0 82
Jul 5.0 3.1 3.0 4.8 4.7:°7
> Monthly figures estimated from quarterly data.
- 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 G7 countries has picked up to close to 5 per cent in

89Q2.

CHART 11 : UNIT LABOUR COSTS AND EARNINGS IN

(PERCENTAGE CHANGE OVER YEAR EARLIER)

-2
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. Source: OECD,IMF

Eaming figures are hourly except for Japan
monthly. French and ltalian figures for total
industry.

13. Unit labour costs in manufacturing continued to rise on average in Q2 in the G7 countries, after falling
for most of 1988.

Table 9: Unit labour costs (manufacturing, in domestic currencies, percentage change on year earlier)

US Japan Germany France UK’ G7

1984 20 -39 1.1 6.9 2.8 -0.4

1985 0.3 -1.1 1.8 6.6 59 1.7

1986 0.4 3:1 44 1.6 44 2.1

1987 -1.2 -2.5 2.5 -0.8 14 -0.4

1988 0.3 -34 -0.4 -2.3 2.8 -0.5

1988 Q1 -0.5 -5.6 -0.6 -2.7 23 -14

Q2 0.3 -35 0.6 -2.5 4.5 -04

Q3 0.4 -29 -2.2 -2.1 3 -0.7

Q4 1.1 -1.5 0.7 -2.0 2.6 0.7

1989 Q1 1.0 -14 0.6 -0.3 29 1.0
Q2 3.6

? Unit wage costs
ource: IMF (except UK CSO)



14.  On the Economist Index (in SDRs) non-oil commodity prices have on average fallen 10 per cent since

January. Qil prices have changed little since May. .
Table 10: Economist SDR Commodity Price Indices (1985=100)
All items Food Non Food Metals Oil
(excl. oil) Agriculturals (Brent)
1984 110.3 112.3 111.6 106.2 n/a
1985 100.0 100.0 100.0 100.0 100.0
1986 89.8 92.4 89.9 85.4 46.9
1987 87.4 73.0 103.3 100.6 52.8
1988 1114 85.7 109.2 156.6 41.7
1988 Jul 119.1 96.9 117.7 157.6 42.3
Aug 116.9 91.0 113.5 163.1 42.8
Sep 1133 90.9 110.9 1529 38.1
Oct 112.1 88.7 108.2 154.8 34.8
Nov 111.8 86.6 100.9 162.8 354
Dec 117.2 89.5 101.7 175.5 41.0
1989 Jan 119.9 90.4 107.1 179.0 46.4
Feb 116.3 89.3 106.2 169.2 47.0
Mar 117.7 91.6 108.0 169.0 52.8
Apr 115.6 90.8 107.0 163.8 o971
May 116.3 92.1 108.5 163.0 542
Jun 1124 91.0 110.8 150.0 52.8
Jul 108.1 86.2 112.0 142.5 53.1
Aug 107.8 81.6 111.0 150.5 51.0
Sep 12 107.9 82.2 112.6 148.1 54.4
% change on a -6.1 -10.8 0.5 -4.7 +38.1
year earlier
CHART 12 : ECONOMIST COMMODITY PRICE INDICES
(SDR’s 1985 = 100)
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CHART 13 : ECONOMIST COMMODITY PRICE INDICES

. (PERCENTAGE CHANGE ON YEAR EARLIER)
150 ALL TEMS
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(METALS AND NFA)
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Latest points show values
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15.  Real prices of industrial materials and food have recovered since 1986, but are still below their peaks of
‘83-84. 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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(b) COMPRISES AGRICULTURAL NON-FOOD, NON-FERROUS
Includes some estimates for 1989Q2 METAL AND METAL ORES



SECTION C: TRADE AND CURRENT BALANCES

16.  Indollar 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

1988

1989

%

Source: Country data.

Mar
Apr

Jun
Jul
Aug
Sep

Nov

Feb

Jun
Jul

LIN)

-101.7
-126.5
-138.3
-152.1
-118.5

9.6
9.3
-8.7

-10.6

-8.5

-10.1

9.2
9.2

-10.5
-10.8

-89
9.4
9.5
-8.3
10.2
-8.0
-1.6

(-11.5)
(-10.7)
(-10.2)
(-10.0)
(-9.7)
(-9.5)
(-9.4)
(-94)
(-9.7)
(-9.7)

(-9.8)
(-9.7)
-9.7)
(-9.6)
(-9.5)
(-9.0)
(-8.8)

fob/cif for US and Germany, fob/fob for Japan.

Japan

443
56.0
92.8
96.4
95.0

8.3
1.7
6.8
6.4
T3
17
7.8
8.6
8.5
84

92
10.1
7.1
7.4
5.1
5.8
55

(8.0)
(8.0)
(19)
(7.6)
(7.4)
(7.4)
(7.3)
(7.4)
(7.7
(8.0)

8.4)
(8.8)
(8.7)
8.4)
.9
(7.5)
(6.8)

Germany

19.0
24.9
519
65.5
72.8

42
6.6
- B
8.1
6.7
59
35
52
6.9
6.2

73
6.6
6.4
6.0
5.2
6.4
6.3



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

Jving 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)

1984
1985
1986
1987
1988

1986 Ql
Q2
Q3

‘ Q4
1987 Q1
Q2

Q3
Q4

1988 Q1
Q2
Q3
Q4

1989 Q1
Q2

US

-107.0
-115.1
-138.8
-154.0
-126.5

-32.5
-33.7
-35.5
-37.1

-37.6
-40.9
-42.0
-33.5

-32.0
-33.5
-32.3
-28.7

-30.4
-31.0

Source: Country data.

(-2.8)
(-2.9)
(-3.3)
(-3.4)
(-2.6)

(-3.1)
(-3.2)
(-3.3)
(-3.4)

(-3.4)
(-3.6)
(-3.7)
(-2.9)

(-2.7)
(-2.8)
(-2.6)
(-2.3)

(-2.4)
(-2.4)

Japan

35.0
49.2
85.8
87.0
9.5

15.6
214
23.7
242

24.6
21.5
20.1
20.7

223
31
18.1
213

20.9
12.5

(2.8)
3.7)
(4.4)
(3.6)
(2.8)

(3.6)
4.5)
(4.4)
(4.6)

(4.5)
(3.6)
(3.4)
(3.2)

3.1
24)
(2.6)
(2.9)

(2.8)

Germany

9.8
16.5
392
45.2
48.5

8.7
8.4
12.4
10.8

11.8
114
11.1
10.5

A
14.8
122
13

16.3
13.7

(1.6)
(2.6)
4.4)
4.0
4.0)

4.3)
(3.9
(5.2)
(4.3)

(4.4)
(4.1)
4.0
(3.5)

(3-2)
(4.8)
(4.3)
(3.7)

(5.4)
4.7)



SECTION D: INTEREST RATES, MONEY SUPPLY AND ASSET PRICES
18.

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 Japan Germany France
States

1984 10.4 6.5 6.0 11.7
1985 8.0 6.6 54 9.9
1986 6.5 5.1 4.6 7.7
1987 6.9 4.2 4.0 8.3
1988 7.7 4.5 43 79
Average 1984-1988 7.9 5.4 49 9.1
1988  Jun 33 4.4 3.9 7.4
Jul 7.9 4.7 49 7.4

Aug 8.4 4.8 58 1.7

Sep 8.2 5.0 5.0 8.0

Oct 8.4 4.7 .1 8.0

Nov 8.8 4.4 49 8.1

Dec 9.3 4.5 5.3 8.3

1989  Jan 9.3 4.6 Y 8.5
Feb 9.6 4.7 6.5 9.2

Mar 10.1 4.8 6.6 9.1

Apr 10.0 4.7 6.4 8.7

May 9.6 5.0 7.0 8.9

Jun 9.2 54 7.0 9.0

Jul 8.8 55 71 9.2

Aug 8.7 5.5 T 9.0

Sep 20 8.8 5.7 TS5 9.3

Source: Bank of England.
CHART 15 : G7 INTEREST RATES
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19. Average Real short term rates in the G7 peaked in the first quarter and have now fallen back to below
ir average level for the years 1984-1988.

Table 14: Real Short-Term Interest Rates"

US Japan Germany France UK G7

1984 58 4.1 34 4.0 4.7 5.0
1985 4.4 45 3.3 39 5.8 4.5
1986 45 4.5 4.8 49 13 5.0
1987 3.1 4.1 3.8 50 3.3 4.0
1988 35 3.8 3.0 52 52 4.0
Average 1984-1988 43 42 3.9 4.6 5.6 4.5
1988 Q3 3.9 4.2 3.8 4.8 5.6 4.3
Q4 43 34 35 50 5.6 44

1989 Jan 44 34 3.0 50 52 44
Feb 4.6 3.6 3.8 5.6 49 4.6

Mar 49 3.6 3.8 3.5 4.7 4.8

Apr 4.7 22 3.3 5.0 4.8 43

May 4.0 2.0 3.8 5.0 44 4.0

Jun 3.6 24 3 3.1 54 4.0

Jul 3.6 24 39 35 33 4.0

Aug 3.6 24 39 3.3 32 4.0

‘ Sep 20 3.6 2.6 44 5.6 53 4.1
» Three month money market rates deflated by change in consumer price index. August and September

figures based on July consumer price inflation.

20. 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

US Japan Germany France UK G7

1984 124 7.1 8.0 124 11.3 11.1
1985 10.6 6.5 7.0 109 11.1 9.7
1986 1 5.1 6.3 8.4 10.1 1.5
1987 8.4 4.5 6.3 94 9.6 7.9
1988 9.0 4.9 6.5 9.1 9.7 8.2
1988 Q3 9.3 55 6.7 9.1 10.0 8.5
Q4 9.2 49 6.4 8.8 9.9 8.3
1989 Jan 9.3 49 6.6 8.6 10.0 8.3
Feb 9.4 49 6.8 9.0 9.7 8.4
Mar 9.6 31 6.9 9.1 9.9 8.6

Apr 9.4 5.2 6.9 8.9 10.2 8.5
May 9.0 53 7.0 8.8 10.1 8.4

Jun 8.4 53 6.8 8.7 10.6 8.0

Jul 8.2 52 6.7 8.6 10.2 8.0

‘ Aug 8.3 5.1 6.7 8.4 9.9 8.0
Sep 18 8.2 5.4 6.9 8.6 102 8.1

Source: Bank of England, OECD.



2l 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 47 8.7 134 8.8
1986 8.3 8.7 5.8 53 154 8.3
1987 6.9 10.4 7.1 7.4 153 8.6
1988 6.2 112 6.2 e 16.9 8.2
1988 Q1 5.8 12.0 6.0 8.2 16.2 8.1
Q2 6.2 114 6.4 7.0 16.1 8.0
Q3 6.7 109 5.8 7.6 17.8 8.5
Q4 6.2 10.5 6.8 7.1 17.5 8.3
1989 Jan 59 10.0 6.9 6.7 18.1 8.1
Feb 53 104 6.7 7.6 18.5 8.1
Mar 52 104 6.9 7.6 18.4 8.2
Apr 4.7 10.2 6.2 6.8 18.2 7.8
May 52 9.4 53 7.0 18.5 7.8
Jun 42 9.9 52 11 19.1 g

Jul 9.8

Year to Year to Year to
1989Q4 1989Q1 1989Q4
Target 3.7, 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 EARLIER)
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22 Share prices have risen steadily so far this year, and are now above pre-crash levels in all the

n‘_vr economies.

Table 17: Share prices

US Japan Germany France UK

St.& Tokyo Commer CAC FT. All

Poor SE New -bank Gen. Share

1986 262 1323 1999 362 779

1987 330 1954 1760 399 1025

1988 307 2332 1452 337 932

1987 - .15 Oct’ 344 2159 1903 366 1190

Nov 280 1851 1366 314 828

1988  Aug 303 2195 1476 353 954

Sep 307 2126 1529 363 919

Oct 319 2122 1601 383 958

Nov 312 2218 1591 393 949

Dec 319 2301 1620 399 915

1989 Jan 330 2435 1677 436 976

Feb 340 2470 1657 444 1059

Mar 338 2422 1648 440 1077

Apr 348 2464 1686 460 1067

May 361 2523 1703 466 1100

. Jun 370 2475 1800 483 1102

Jul 380 2527 1878 489 1149

Aug 397 2631 1965 all 1196

Sep 19 396 2619 2009 542 1198

Percentage changes

15 Oct 1987-19 15 21 6 48 1
Sep 1989

19 Sep 1988-19 28.4 21.7 28.4 47.7 313
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 thf‘
time of the Louvre.

Table 18: Exchange rates

Bilateral Effective (1985=100)
rates rates
Yen/$ DM/$ $/£ $ Yen DM
$ Peak - 26 261.0 343 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 1136
Oct 134.5 1.82 1.74 67.1 149.1 113.8
Nov 128.9 175 1.81 65.0 152.9 114.3
Dec 123.1 1.76 1.83 64.8 152.3 1139
1989 Jan 127.4 1.84 1.77 66.7 150.9 112.6
Feb 127.6 1.85 109 67.0 151.1 1124
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. 1‘
Jun 144.1 1.98 1.55 72.4 139.3 1124
Jul 140.4 1.89 1.63 70.0 139.5 1133
Aug 141.2 1.93 1.60 70.6 139.8 112.6
Sep 15 148.7 2.00 1.54 73.1 1354 112.0

Source: Financial Times.
CHART 17 : EXCHANGE RATES SINCE LOUVRE
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‘ CHART 18 : REAL AND NOMINAL EFFECTIVE
’ EXCHANGE RATES

(1985=100)

120

1880 1981 1882 1883 1984 1985 19886 1887 1988 1869

180

NOMINAL EFFECTIVE EXCHANGE RATE
---- REAL EFFECTIVE EXCHANGE RATE



CHART 19 : REAL AND NOMINAL EFFECTIVE

EXCHANGE RATES
(1985-100)

128
: 3 GERMANY
120 vc\\

s
118 | \\\

\

110 | \ et

3 o IR i o)
108 N ———

100

1980 1081 1982 1983 1984 1985 1886 1887 1888 1989

140

130

120

110

100

©0 AT L A 5Y i n 1 " n
1980 1981 1982 1983 1984 1985 1986 1987 1888 1689
130

120

110

100

1980 1881 1882 1883 1984 1885 1988 1987 1888 1889

____NOMINAL EFFECTIVE EXCHANGE RATE
——- REAL EFFECTIVE EXCHANGE RATE



24, As measured by the ratio, in common currency, of consumer prices in the G7 to those in the rest
i of tb% world, the real exchange rate of the G7 appreciated substantially between early 1985 and early 1987 but
*zn broadly stable since.

CHART 20 : MAJOR 7 REAL EXCHANGE RATE
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(\ September 23, 1989
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 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 suxveillance 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 vigilance is still required, particularly in those
countries where inflationary pressures persist. Some further
progress is also being-wade in reducing large external imbalances
although adjus@ent bas slowed. The Ministers and Governors .
considered the rise in recent months of the dollar.inconsistent .

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-Hollings 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-inflationarxy growth with a sufficient
margin in the mediun 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. = = - ' e
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The Ministers and Governors reaffirmed the importance t£2y
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 for plans to create more open and market-based economies.
They urgedthe Polish Govermment to reach an early agreement with
the IMF on a strong and sustainable program and they stand ready
to suppoft 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. B i :

_ 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 sexvice 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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MEETTIN F_THE N THE BLATR H ASHINGTON N A Y
23 SEPTEMBER 1989

The meeting began at 11.10.

2. G7 Ministers, Governors and Deputies were present. The
Managing Director of the IMF was present for the discussion on

surveillance.

5 1 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

4. 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.
5 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.

PERSONAL, & CONFIDENTIAT,
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6. Hashimoto described the economic situation in Japan as one of
strong expansion with private consumption and investment both
doing well. In the 1last 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.

T 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

DENTT
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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.

10. Carli said that 1Italy 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.

11. 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.

12. Turning to the Deputies' three questions, the Chancellor gave

the following answers.

E N IDENTI
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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.

Q2. 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.

Q3. 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



better to concentrate discussion on structural reform rather than

on current account imbalances which were a distraction.

13. Brady asked the Managing Director for his views on Poland and
on quotas before he left the discussion.

Poland

14. 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

15. 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.

16. The Managing Director at this point left the discussion.
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‘ Exchange Markets

17. 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.

18. 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.

19. 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.

20. The Chancellor agreed with a lot that had been said.
Cooperation and exchange rate stability had contributed to this

ECRE N
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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 1life 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.

21. 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.

22. (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.

23. Summing up the discussion Brady said that it was agreed to

have a coordinated intervention operation at this time.

24. The morning session concluded at 13.15.



25. The meeting resumed at 14.45.

Debt Strategy

26. 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 1lot 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.

27. 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.

28. 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

PERSONAL & CONFIDENTIATL
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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.

29. 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.

30. 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.

PERSON DE AT,
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31. 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.
32. 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

PERSONAL & CONFIDENTIAL



P NAT NFIDENTIAT

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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IMF Quotas

34. 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.

35. 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.

36. 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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37. 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.

38. 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 1level, 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.

39. 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.

40. 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 1look 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
41. 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.

42. 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.

43. 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.

44, 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.

45. 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 1into the

IDENTT



P IDENT

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.

46. 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.

47. The meeting then proceeded to the consideration of the draft

communique, a final version of which is attached.

48. The meeting concluded at 18.30 hours.
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MEETING OF G7 DEPUTIES 1IN DAVID MULFORD'S OFFICE IN THE
TREA Y ON FRI 22 SEP 1

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, was refusing to sanction the bills until the
banks had taken a hit. He was also expressing opposition to
further money for the IMF. There was, however, support on the
Hilll " for s IDA 9. Many saw it as political suicide to table both
the Quota Bill and IDA 9 in the same year. Against this
background, one possible solution was to link the decision on
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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3. 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.
4. 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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.> MEETING OF G7 DEPUTIES TN THE SHERATON HOTEL, WASHINGTON ON
WEDNESDAY 27 SEPTEMBER 1989

The meeting began at 07.30.

Poland and the Paris Club

i 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.

3. 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 Mountfield 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.

4. 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

5 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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’ indicated their strong dissent with her understanding that the
existing approach allowed for rescheduling.

Vietnam

6. 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. ]

Tos It was agreed that the next meeting should be in London on
Monday 20 November, beginning at 9.00 am.
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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 process had broken
down. The 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.

i 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.

4. 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 agrccd that

there should be coordinated intervention after the meeting.
94 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.

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 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.

i ecreta rad intervened to draw attention to the lack of
balance between US and Japanese intervention and German
intervention in the 1last 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

SECRET & PERSONAL



RET PER AT,

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.

10. 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.

11. 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 1limits. 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 .

12. Greenspan wondered whether a decline in the dollar would help
the US trade account. Such a decline, brought about by Ilower
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 1little 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.

135 oeh 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.

14. 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.

15. 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.

16. 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.

17. 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.

18. 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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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 process had broken
down. The 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.

3 Gxggngpﬁn_ 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.
4. 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.

5. 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
Ssymptoms, 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. &5 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.

T 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 v 80. 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.

10. 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.

11. 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.

12. Greenspan wondered whether a decline in the dollar would help
the US trade account. Such a decline, brought about by 1lower
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 1little 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.

13. 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.

14. 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
coumunique 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.

15. 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.

16. 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.

17. 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.

18. 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.
Poeh] 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. Buty df
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. IE
would be helpful if there was an air of mystery around the Group's

deliberations.

20. The meeting ended at 10.50.

SECRET & PERSONAL



EoI00NAL & CONFIDENT AL

HEBIING_QE_IHE_G1_IN__IHE__BLAIR__HQHSE4__HASHIHGIQN__QH__SAIHBDAI

23 SEPTEMBER 1989

The meeting began at 11.10.

2 G7 Ministers, Governors and Deputies were present. The
Managing Director of the IMF was present for the discussion on
surveillance.

3 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

4, 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.

s PA 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 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.

T 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.

8. 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.

g. 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. 1Its 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.

10. Carli said that TItaly 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.

11. 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 savinbs. 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.

12. Turning to the Deputies' three questions, the Chancellor gave

the following answers.

N. IDENTI



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.

Q2. 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.

Q3. 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.

13. Brady asked the Managing Director for his views on Poland and
on quotas before he left the discussion.

Poland

14. 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 ncecded 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.

tas

15. 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 o0il 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.

16. The Managing Director at this point left the discussion.



17. 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.

18. 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.

19. 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.

20. The Chancellor agreed with a 1lot 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 1life 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.

21. 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.

22. (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.

23. Summing up the discussion Brady said that it was agreed to

have a coordinated intervention operation at this time.

24. The morning session concluded at 13.15.
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25. The meeting resumed at 14.45.

Debt Strategy

26. 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. 1If 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.

27. 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.

28. 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.

29. 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.

30. 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.



31. 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 strateqy 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.

32. 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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IMF Quotas

34. 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 rext Spring or Annual Meetings.

35. 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.

36. 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.

P AT, IDENTTI



PERSONAL & CONy (DENTIAL

37. 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.

38. 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.

39. 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.

40. 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 1look 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.



Poland

41. 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.

42. 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.

43. 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.

44. 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.

45. 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

PERSONAL & CONFIDENTIAL
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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.

46. 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.

47. The meeting then proceeded to the consideration of the draft
communique, a final version of which is attached.

48. The meeting concluded at 18.30 hours.
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G7 INTEREST RATES

Attached to this note is a fair copy of the interest rate tables
which we supplied you with earlier today.

Skq,pl\u\ Hanks

STEPHEN HANKS
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US Japan Germany France Italy Canada UK

Oct 5

8.38 2% Dk = 7 12% 10.56 12
Oct 8.30 " e Tail. * 10.51 &
Nov 8.35 $ % 7% X 10.84 2.5
Dec 8.76 . 5.2 7% . 11.17 13
1989
Jan 9312 2% 5.8 8 12% 11.54 13
Feb 9.36 : 6 8% 12% 11.70 i
Mar 9.85 2 6 % 13% 12.40 o
Apr 9.84 " 6.2 " " 12.61 "
May 9.81 2% 6% " " 12.40. 7 13.3
Jun 9..53 3% i 8% " 12031 14
Jul 9.32 " 7 8% o 22132 "
Aug 8.99 " " " " 12.39 "
Sep 9.00 5 b y: " 12.44 ¥
Oct -5 9.00 3% 8 9% 13% 12.48 15
Change
on 1 yr 0.62 % 3 2% 1 1.9 3
on 1 Jan 0.14 % 2% 1% 1 0.94 2
1

Defined as follows: US Fed funds rate, Bank of Japan
discount rate, German Lombard rate, Bank of France intervention
rate, Bank of 1Italy discount rate, Canadian Bank rate, UK base

rate.
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Consumer Price Inflation
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General Government
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JOHN GIEVE
4 OCTOBER 1989

MR BARR (IF1) cc Sir T Burns
Mr Wicks
Mr H P Evans
Mr Peretz
Mr A Allan
Mr Mountfield
Mx..Bottridil
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.

Gl

JOHN GIEVE
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CONFIDENTIAL
S FROM: N L WICKS
) J DATE: 21 SEPTEMBER 1989
Ext : 4369
' CHANCELLOR OF THE EXCHEQUER 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
P
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.
= 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.
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