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The World Economy

OVERVIEW

Despite the marked reduction in oil
prices, levels of nominal interest rates
lower than any experienced over the
previcus five years, inflation at its
lowest point for over twenty years and,
foliowing the Plaza agreement, fhe smooth
deciine in the value of the dollar against
the Yen and the Deutschmark, the prospects
for faster and more balanced world
economie growth are still uncertaln.
There are some signs of recovery in
Europe which may intensify and spread to
the US and Japan next year. The size of
the US budget deficit, the resulting trade
imbalances, and the reluctance of the West
Germans and Japanese to administer 3
fiscal stimulus to their economies, remain
the key policy issues.

MACROEQONOMIC THENDS

in the second quarter of 1986 aggregate
industrial growth in the OECD countries

remained unchanged compared with the {irst
quarter of the year. Slow US output
growth continues fo be the main depressing
infiuence with US industrial production
falling by 0.5% between the first and
second guarters, while European QECD
countries increased their industrial
performance on average by 0.5% over the
same period. Japanese production,
however, largely remained unchanged. By
August of this year total OECD industrial
production had risen by 1.2% during the
preceding twelve months, with US
production exhibiting a small increase of
only 0.3%, Japsun's production actually
faelling by 1.7% and, in contrast,
production in the Eurcopean OECD countries
rising by 1.5%.

During the past fowr years the US economy
has experienced sustained economic growth.
This growth has been stimulated by a large
budget deficit and has provided the main
impetus for the marked improvement in the
growth of the world economy in the
subsguent period. U3 growin was
expected to be even stronger in 1986,  As
reported in the August Commentary a
combination of facteors: lower interest
rates, lower inflation and the wealth
effects of a booming stock market, were
expected to provide a substantial boost to
domestic demand. In addition, the
depreciation of the dollar coupled with
spare industrial capacity and low stock
ratios, was expected to reduce the trade
deficit by raising domestic production for
export and restraining the growth of
imports.

Estimates of the growth in gross national
product {GNP) in the second guarter,
however, appesred to suggest thai growth
was in fact decelerating. In the three
months to June revised figures indicated
that GNP growth had slowed, falling from a
real annual rate of 3.B% in the first
guarter to 0.6% in the second.
Preliminary figures for the third quarter,



suggesting that GNP growth had accelerabed
to an annual rate of Z.6%, helped to case
the pessimism. The US Administration
therefore remained optimistic about future
performance predicting 4% growth for the
final gquarter of the year. However, even
if this prediction is realised growth
would 38111 fzll below the
Administration's target of 3.2% for 1986
which, as the August Commentary noted,
represented a downward revision of the
Administration's earlier forecast of 4%
growth for this year,
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Several factors account for the faltering
of US growth in the earlier part of 1986,
In particular, there nas been retrenchment
in the domestic oil industry following the
reduction in oil prices, the farming
sector remains weak, due to worldwide
changes in the structure of agriculture,
and private sector investment is subject
to a downward trend. On the other hand,
increased disposaple incomes due Lo the
decline in oil prices and lower interest
rates have raised consumer spending and
housing expenditures. Consumer
expenditure, and to a lesser extent
Government expenditure, have been the main
positive influences on recent US economic
growthn. Tndeed with expenditures on
consumer durables, particularly cars,
especially buoyant, most of the increased
grawth in the third quarter was accounted
for by the rise in consumer spending.
However, with domestlc demand growing at
approximately twice the rate of domestic
production, a high and increasing trade
deficit continues to be the principle
constraint on the growth of domestic
production,

Since 1982 the annual ftrade deficit in the
U5 has risen progressively from US$36.4bn
to US$124.4bn during 1985,  In the first
quarter of 1986 there was a slight fall in
the deficit from US$37.4bn to US$36.5bn,
In the second quarter the deficit{ was
largely unchanged at U3$36bn. By July
the deficit for the first seven months of
this year stood at US$94.7bn and by August
it was running at an annual rate of
5$170bn, considerably greater than the
previous year.

The recent increases in the US trade
deficit have taken place against a
background of a depreciation of the dollar
against the Deutschemark and the Yen of
over 40% since its peak in March 1985,
The failure of the U3 trade defieit to
adjust favourably is in part accounied for
by the sowcalled J-curve effect which, as
noted in previous Commentaries, results in
the prices of traded goods reacting more
quickly than trade volumes to exchange
rate changes. On this reasoning we
should expect the U3 trade defieit to
improve eventualily and current IMF
forecasis suggest that the improvement
should be evident in 1987, with further
improvements in 1988 and later vears.
However, the slow responsiveness of import
volumes into the U3 and the conseguent
sluggish response of domestic output to
the depreciation of the dollar have, as
noted in the August Commentary, been
compounded by the ability of importers
into the US, particularly the Japanese, to
absord the dollar price effects of the
currency cheange by a lowering of
previously high profit margins.
Moreover, the value of the dellar has
hardly changed against the currencies of
key competitor countries such as Talwan,
South Korea and Canada. On top of this
it is evident that two key structural
problems are limiting the effect of the
exchange rate adjustment in improving the
current account deficit. First, many
commentators believe that there has been a
shift in the pattern of comparative
advantage away from traditional US
exporting industries. Secondly, the
savings shortfall in the U3 continues to
persist because of a lack of effective
action %to reduce the Administration's
large Budget deficit which is greater than
expected due to sluggish growth., This in
turn has threatened the efficacy of
Congressional attempts to reduce it such
as the Gramm-Rudman-Hollins Budget reform
law,



the failure of the depreciation of the
dollar to improve the trade deficit and
reduce the constrazint on U3 domestic
growth has led to further reguests by the
US Administration for other countries,
especially Japan amd West Germany, to help
adjust the trade imbalances by promoting
faster domestic economic growth. These
requests have been accompanied by the
implied threat that failure to take action
will result in the US Administration
finding 1t difficult to resist domestic
protectionist pressures and that U3
monetary policy may have Lo be relaxed fo
secure a further, perhaps less smooth,
depreciation of the dollar against the
Deutschemark and the Yen.

Japanese GNP fell by 0.5% in real terms
during the first quarter of the year, the
first guarterly reduction in GNP for
eleven years., There was a siight
recovery in the second quarter with real
GNP rising by 0.9%., The 401 appreciation
of the Yen against the dollar since the
second guarter of 1985 has undoubtedly
been the major factor restraining Japan's
growth. By July of this year industrisl
production and manufacturing outpub in
particular had both fallen by 1.7% over
the preceding year. This in part
reflects the decline in export volumes
which fell by 0.9% in the vear to July
1686, While export volumes are now
declining the fall is small compared with
the appreciation ¢of the Yen resulting in
the dollar value of exporis increasing by
a massive 22% over the same period,
ancther example of the J-curve effect.
On the import side, there was a 44}
decline in the cost of mineral fuel
imports which consist largely of oil.
The volume of non-oil imports increased
but with lower Yen prices the overall
effect was $0 raise the dollar value of
iﬁﬁfrts by only 0.8% in the first half of
1986, The current aceount surpius has in
consequence increased markedly reaching &
record level of US#35.8bn in the first
half of the year, B80% higher than the
surplus in the corrsponding period of
1985. Some forecasters believe that the
surplus eould be as high as US$%0bn for
1986, which is significantly higher than
the record U3$55bn surplus recorded in
1985, These large surpluses are likely
to continue if the price of oil remains
reasonably stable in the US$14 to US$1T
range, the Yen continues to appreciate and
there is no major stimulus to domestic
demarnd, Only if the Yen stabilises will
the J-curve effect begin to unwind,

The August Commentary noted that the
Japanese CGovernment faced a dilemma in
trying to reconcile its commitment to a
policy of fiscal austerity with increasing
international pressure, particularly from
the U3, to stimulate the growth of
domestic demand, The effect of the Yen's
appreciation on the growth of the domestic
economy, particularly manufacturing, has
now added domestice pressure for a
relagation of fiscal policy. But the
measures introduced so far suggest that
the Government is proceeding cautiously on
the fiscal front.

The main attempts to stimulate the economy
have been in the easing of monetary
conditions, The official discount rate
was reduced three times beween January and
July resulting in a fall from 5% to 3.5%,
the lowest rate during the postwar period.
& further cut of 0.5% points occurred
followling the currency stabilisation
agreement. with the US at the beginning of
November. The money supply {M2 plus
certificates of deposit) was rising at 9%
during the first three months of the year
falling to a monthly average of B.5% in
the subsequent four months to July, a rate
of growth only slightly higher than the
preceding vear, It is, however, unlikely
that the slight easing in monetary
conditions will have much impact on
domestic demand, the current zccount
surplus and hence on the demand for US
exports,

The West German Government has also come
under pressure from the US Administration
Lo relax monetary and fiscal policy Lo
boost the prospects of world economic
growth and help reduce the U3 trade
deficit, Growth is expected to bhe about
3% this year and the Government bellieves
this is sufficient not to warrant a
further relaxation of mornetary and {iscal
policy. Yet the Governmentts critics
argue that 3%, if it materialises, is
58411 well below the economy's poteniial.
The West German Government's upwillingness
Lo stimulate domestic demand stems largely
from concern about the effects of the
appreciation of the Deutschemark on export
and import volumes. The nominal trade
surplus increased from DMZ20.5bn in the
last quarter of 1885, to DM25bn in the
first quarter of 1986, rising to DM2Tbn ip
the second quarter. However, this
increase is largely due Lo the J-curve



effect of the appreciating Deutschemark
coupled also with the effect of the
decline in oil prices in improving the
terms of Lrade. The greater {uture growth
in import volumes, which were 7% higher in
the first few months of 1986 compared with
the same period in 1985, and slower growth
in export volumes, currently growing at
2%, is expected by the Government to
reduce the surplus significantly in 1987.
However, West Germany's five leading
economic research institutes have recently
predicted that the sharp rise in import
volumesn 15 Likely Lo produce only a modest
fali in the trade surplus, They forecast
the current account surplus to be DM6Ghn
in 1987 compared with DM70bn in 1986, It
is therefore probable that domestic and
international pressures on West Germany to
stimulate domestic demand are unlikely to
abate,

The rate of inflation has, on average,
progressively fallen in the world economy
over the last few years, Reductions in
oil and commodity prices have reinforced
the trend begun by tighter monetary
policies in the major industrial
economies, Alse, as noted in the August
Commentary, the significant depreciation
of the doilar, against most but not ail
currencies, has had a favourable impact on
the domestic prices of these countries due
Lo the reduction in the import prices of
goods denominated in US dollars.
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The annualised rate of inflation for the
GECE Tell from 4.5% in the fourth quarter
of 1985 vo 2.9% in the first gquarter of

this year. By August, following further
reductions, the annual rate of inflation
stood at 2.4%. Wnile relative inflation
rates have continued to narrow, clear
differences 3till exist between the
principal economies of the QECD.

Both Japan and Germany have been
experiencing negative inflation rates with
prices falling py 0.2% and 0.4%
respectively in the year to August., The
US, despite the marked depreciation of the
dollar, which would be expected Lo
increase inflation through upward
movements in dollar import prices,
experienced a rate of inflation over the
year to August of 1.6%, which was Jower
than the OELD average. This provides
further indirect evidence of importers
inte the US responding to the depreciation
of the dolliar by reducing profit margins.
GECD Europe and the EEC, on the other
hand, while experiencing lower inflation,
still had in the year to August, rates
higner than the QECD average of 3.9% and
3% respectively.

The significant fall in oil prices since
the end of 1985 has been the key influence
on declining inflation rates in the
industrialised economies during the
subsequent pericd. The GECD has estimated
that on average the rate of inflation in
industrialised countries will have been
reduced by 1.3% points during 1986
foliowing an assumed fall of US$311 in the
price of oil., A3 late a3 autumn last year
oil prices stood at nearly US$30 per
barre} then fell rapidly to US$6 for some
biends of Arabian oil during the middie of
the year. The severe decline in the oil
price was - partly -~ the unintended
outcome of a2 deliberate policy by Saudi
Arabia and Kuwait, anncunced iast
December, to raise their market shares to
levels more in keeping Wwith the size of
their relative oil reserves. In 1979,
Saudi Arabia and the United Arab Emirates
{UAE} produced 56% of OPEC's output but by
1985 their share only accounted for 45% of
the OPEC total. <{heating on production
quotas by other OPEC members, encouraged
by the high 01l prices, was viewed by the
major oil-producing Gulf states as the
principal reason for their declining
shares, The abandoning of production
constraints precipitated the o¢il price



fail,

It is almost certain that neither Saudi
Arabia nor Kuwalt would have expected the
price of oil to fall so quickly or by so
much, reducing the income of OPEC members
by an estimated £59n during 1986. In May
the Guif Co—operation Council - which
includes the main Guif oil states - sought
to restore oil prices to a US$17-U5%1%
range. The August Commentary discussed
the outcome of several subsequent OPEC
meetings in Geneva in late July amd early
August where » temporary agreement was
finally reached on a reduction in cutput
of 3.5m barrels per day for a twomonth
period beginning in September. 0©Oil prices
subsequently rose by more than 50% to
around US$15 per barrel. OPEC recornened
in Geneva in Qctober in an attempt to
extend the August agreement. Amidst
conflict between members for higher
quotas, specifically over the allocation
of an extra 200,000 barrels per day, only
1.2% of the agreed ceiling of 16.8m
barrels per day, another temporary
agreement was reached until December,

The subsequent sacking of the long-
atanding Saudi 0il Minister, Skeikh
Yamani, in late QDctober, appeared to
indicate a shift of emphasisa in Saudi
policy towards higher prices rather than
higher production and recovery of marketl
share., But it i3 atill not clear whether
at futwre OPEC meetings Saudf Arabia will
be prepared to offer to reduce production
to achieve its objective of raising prices
to US$18 per barrel. Nevertheless,
continuing falls in the ¢il price appear
unlikely and the prospect of a longer-term
agreement on production levels and quotas
in December now appears less improbable.
However, it is unlikely that the price of
oil will rise by much above present levels
in the short term due to the large oil
stocks held by ¢il consumers which have
been bullt up during the recent period of
very low prices,

LABCUR MARKET

Despite the reduction of inflation and
evidence of recovery of output in Europe,
unemployment remains largely unchanged in
OECD coutries, In the Jast two quarters

-]

of 1985 and the first quarter of 1986 tLhe
standardised rate of unemployment in the
OECD remained at around the 8% mark, Also
wide differences continue t¢ perszist
hetween the unemployment rates of majior
OrRCD countries,

In the US, unemployment declined during
the last three quarters of 158%. In the
first quarter and second gquarters of 1488
unemplioyment rose slightly. From the
final quarter of 1985 upemployment rose
from 6.9% to 7.13 in the second quarter of
this year, thus reflecting the earlier
deceleration in US growth, Unempioyment
in OECD Europe and the EEC, at 111 and
11.9% respectively in the {irst guarter of
this year, remained largely unchanged but
stiil significantly above both the CECD
average and the rate ruling in the U5,
Within Europe, unemployment fell siightly
in West Germany in the first gquarter of
this vear from B.5% to 8.4% and remained
unchanged in the second guarter, France
and Italy, on the other hand, experienced
no change in unemployment in the first
guarter of the year with rates at 10% and
10.4% respectively. But then rates
increased in the second gquarter to 10.3%
in France and 11.3% in Jtaly. At tLhe
cther extreme lies Japanese unemployment,
which rose to 2.8% in the final quarter of
1985 then fell to Z.6% in the first
guarter of 1986, In the second quarter &
slight increase to 2.7% was recorded and
by July the rate stood at 2.9%, suggesting
perhaps that the effect of the
appreciating Yen on Japanese growth is
beginning to feed into the unemployment
figures,
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Previous Commentaries have noted that the
cutlook with respect to the continuing
high levels of unemployment in Europe,
poth in apsolute and relative terms,
remains pessimistic. The reduction in
demand following the oil price rise in the
19708 and the adoption by govermments of
tight monetary and fiscal policies
undouttedly had & significant impact on
the growth of unemployment in Europe and
in the rest of the OECD, However, many
econamists belicove that supply-side
factors have also played a significant
roje both in the relatively greater
increase in unemployment in Europe and
particularly in the subsequent persistence
of unemplovment at high levels,

The view most popular amongst European
sovernments, which has influenced the
policies adepted towards the labour
market, 1s that labour market rigidities
affecting agpregate labour costs, pay
differentials and labour mobility between
occupations, sectors and regions, largely
account for the unemployment problem.
£vidence for this view is largely
impressionistic but it may be significant
nonetheless,  For example, recent research
by the OECD found that pay differentials
were much smaller in Europe than in the U5
and Japan, and were still narrowing. On
the significance of aggregate real labour
costs, the QELD provided a measure of real
wage rigidity which related the degree of
responsiveness of money wage changes to
changes in prices and unemployment.
Countries with 2 lower responsiveness of
money wages Lo prices than to unemployment
were classified as having relatively
fiexible resl wages while those where the
responsiveness was grester were considered
to exhibit relatively rigid real wages,

On the basis of this measure, the OECD
research shows that countries with the
most rigid real wages such as Britain,
and to a lesser extent France and Holland,
have experienced the greatest percentage
peint rizse in umeploymeni between 1975 and
1982, Countries such as the US and Japan,
with apparently the most {lexible real
wages, experienced the lowest percentage
point increase in unemployment over the
period,

Juch evidence must, however, be trested as
impressicnistic because it is not clear

whether possible influences other than
labour market rigidities on the nature and
persistence of unemployment have been
taker into zceount. One such explanation
is that the level of unemployment required
to maintain & stable rate of inflation may
increase with the level of unemployment.
This follows from the belief that the
longer a person is unemploved the less
marketable his or her services are to
employers and s0 the search for work is
less intensive. It follows from this that
the long-term unemployed may exert little
downward pressure on wages. In Europe
around 60% of the unemployed have been
without jobs For more than six months
sompared with 20% and 403 in the US and
Japan respectively. Moreover the
proportion unempioved for a year or more
has been running at 40% in Europe and only
12% in the US., This would appear to give
some support for current policy efforts in
Europe which are beginning to focus on the
long~term unemployed,

In addition, it is also clear that a lack
of irvestment in Ewrope in the early 1980s
~ which might not be unconnected with
labour market rigidities as well as demand
deficiency - has resulted, along with the
scrapping of obsolete plant and machinery,
in 8 failure to maintain and build
capacity., Current levels of capacity
utilisation in Europe are high by previous
standards given the rate of unemployment,
Moreover, a recent study by the EEC
Commission suggested that the level of
capacity in the EEC is around 153 below
the level required for full employment,

wWe cannot be certain as to which of these
explanations accounts best for the
persistence of unemployment in Furope, or
whether other explanations not so far
discussed or identified may be more
relevant, However, it seems clear that in
the short-term at least even if the
expected improvements in output in the
world economy materialise the impact on
unemployment in Europe is unlikely to be
significant.

PROGNCGB LS

The two key developments in the world
gconomy over the past vear have been the
managed depreciation in the dollar and the



fall in oi} prices, These developments
have been sssociated with s fairly co-
ordinated reduction in nominal interest
rates and a reduction in inflation and
inflationary expectations. The favourabie
effects on world economic growth which
were expected to result from s reduction
in these imbalances have not yet
materialised, However, there sre some
signs of recovery in Europe which may
intensify and extend to the US and Japan
next year, Continuing imbalances within
the worlid economy suggest that the
prospects for a sustained increass in
econhomic growth in the future are
nevertheless still wncertain.

The fall in oil prices produced a transfer
of income from oil«producing to oil-
importing countries which is estimated to
have been of the order of USO0bn, This
income gain has failed to have the
expected favourable impact on the economic
performence of the industrialised
countries. The oil-producing countries
have reacted more quickly to falling
revenues in reducing their expenditures
than consumers in the cil-~importing
countries have reacted in raising their
expenditures. If the oil price stabilises
in the Y3$14 to USS$17 range then the
stimulus to output and trade in the
industrialised countries should become
more evident in 1987, However, there
must be some uncertainty about the future
course of ofl prices in the medivm term in
view of the apparent change 1n Saudi
Arabin's pollcy towards recovery of market
share. Nevertheless, 1t seems unlikely
that OPEC could suatain a price at US$18
per barrel and above in the short term
given both the wide divisions within OPEC
1tseif and the large stocks of oil heid by
the oil-importing countries which have
been built up during the recent period of
very low prices,

The smcoth depreciation of the dollar, the
subsequent fall in nominsl interest rates
and the reduction In inflation rates, must
be viewed as only partial steps towards
the removal of disequilibria in the worid
economy. The problem of substantial
current account imbalances between the
Group of Three (G3) countries, US, West
Germany and Japan, and whether a co-
ordinated strategy can be developed to
remove them, still remaina. Added to this
are the partially related problems of

w

trade diaputes and increasing
protectioniast preasures, and the
continuing debt probiems of the developing
countries, particularly in Latin Americs.

The deprecistion of the dollar in relation
to the Yen and D-Mark should, as the J-
Curve effects begin to unwind, start to
exert downward pressure on the US current
sccount deficit and the current account
surpiuses in Weat Germany and Jepan in
1987, However, the sclution to the
problem requires more fundsmental action
than a simple - 8ll be it large -
realignment of exchange rates, In many
reapects the key to the problem lies in
the imbalance in savings and invesiment
behavicur hetween the U5, and Japan and
West (epmany and the {iscal and mometary
policies adopted in each country,

The US economy has since 1980 experienced
a large savings shortfall which increased
as the budget deficit rose. The growth in
the budget led Lo increased interest ralbes
and 1increased capital inflows,
particularly from Japan, to finance the
deficit. This in turn jed to an increase
in the value of the deollar which, in
combination with the stimulus to domestic
demand provided by the growing budget
deficit, served Lo ralse US imports,
producing a significant detericration in
the country's current account. The
expansion of US 1mports and consequent
growth in world trade resulted in Japan
and, to a lesser extent, West Germany
belng the principal beneficizries, leading
to increasing current account surpiuses in
the two countries.

In principle, lmbalances between savings
and 1nvestment behaviocur and the
consequent effects on the current accounts
of the respeciive countries need notl
constitute a problem, However, changes in
deficits and surpliuses and policy
responses within the countries concerned,
particulariy large deficit countiries such
as the US, can prove 1o be destabilising
to the world economy., The attendant
effects on capital fiows and expectations
leads to increased instability in exchange
rates and 1nterest rates which may tend to
depress world trade. Moreover, severe
ad justment problems can occur as domestic



economies seek to adjust to the changes.

The US economy has moved from a position
of essentisliy glorying in its borrowing
role to one which began to recognise the
implications of a substantial trade
deficit for domestic manufacturing,
agriculture and the oll-producing regions
of the UB. The subseguent policy of
seeking reductions in the doliar exchsnge
rate has effectively lefi a substantial
imbalance in monetary and fiscal policy
between the U5 znd the rest of the
industrialised world, particularly Japan
and West Germany., For Japan and Germany,
the key to the problem is the size of the
US budget deficit which is likely to be in
excess of US$210bn in the current fiscal
year. For the U3, faced with the
difficuity of reducing the budget deficit
in the short run and growing protectionist
pressures from Congress, reflecting the
impact of the persisting trade deficit on
key areas of the US economy, the problem
would De eased by a relaxation of
menetary, and particularly fiscal, pelicy
in Japan and West Germany. The resulting
expansion of demand would serve to absord
domestic savings and reduce the surplus on
current account in the two countries. A
failure to do this would be likely to
result in a further depreciation of the
dollar and/or the U3 government being
unable to resist domestic protectionist
pressure, both of which would be damaging
to West German and Japanese economic
growth,

The relationship between the US and these
two countries in recent months has
therefore been c¢haracterised by
disagreement on the most appropriate
approach to the removal of the imbalances.
The West German government appears to be
the most reluctant to change its current
policy stance, There appears little
likelihood that the Bundesbank will risk a
further reduction in its discount or
Lombard rates, which currently stand at 3%
and 5% respectively. & further
relaxation of interest rate policy would
be unlikely to stimulate investment
overmuch given the current sluggishness of
worid trade and the fact that exports
account for around one third of West
German GDP. Traditional German
sensitivity abeut the inflationary
conseguences of monetary expansion i
therefore likely to prevent furiher policy
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change in the immediate future, It alsc
appears unlikely that the govermnment wiil
bring forward the second stasge of its
programme of tax cubs which are currently
scheduled to be introduced in 1588,
assuming that the government is re«elected
in January. However, a relagation of
fiseca)l policy would appesr to be necessary
both to reduce the trade surplus and %o
maintain the growth of the Sermany economy
by switching from export-led to domestic~
led expansion. In addition, a greater
willingness, by both West Germany and
dapan, to lend to less-developed countries
in Latin America in particular would help
these debtor countries directly and, by
enabling them to import more from the US,
would also indirectly help the US to
reduce its trade deficit.

the Japanese, while appearing to be more
conciliatory towards US demands, are still
nevertheless reluctant to relax fiscal
policy to boost domestic demand by an
amount sufficient to have much effect on
their trade surpius and the US trade
deficit, The Japanese Finance Minister
recently concluded ar exchange rate
stabilisation agreement with the U5
Treaury Secretary. This appears to seek
to link the Yen to the doliar in the range
1160 to Y170, The Japanese therefore
appear to have managed to put & floor
under the dollar, which will help protect
Japanese exporteled growth, without making
any substantial concessions onr the
expansion of domestic fiscal and monetery
policy which would nelp stimulate demands
for U3 imports. The Japanese agreed to
cut their discount rate by a further 4.5%
point but this is unlikely to have much
effect in stimulating an economy where
credit is already cheap. And, the recent
supplementary budget is expected only to
have a minimal effect in raising the
growth of the Japanese economy.

Overall then the key issues for the
development of the world economy remain:
the size of the U3 budget deficit; the
still high levels of resl interest rates;
and the reluctance of the West Cerman and
Japanese governments to relaxy fiscal
policy. While growth in the
industrialised countries should improve
next year, largely due to the dejayed
effects of the fall in oil prices, future
balanced growth requires the satisfactory
resolution of these issues.



