
CHAPTER 3

The World Economy in 1976

S. 1976 DREW TO A CLOSE, there appeared to be some doubt
\ regarding the strength, if not the sustainability, of the economic

recovery. After moving very fast early in 1976, the recovery began during
the summer to slow in many countries. This slowdown, combined with
pressures in foreign exchange markets associated with external payments
strains in a number of countries, brought about a renewed sense of uncer-
tainty. Whereas policy concerns early in the year had centered on the risk
that simultaneous recoveries in the industrial economies might reinforce
each other and bring about an unsustainable pace, in the second half of 1976
the concern shifted to the possibility that the flattening of the recovery might
lead to an insufficient rate of growth.

Nevertheless the record for 1976 is quite positive in many respects. Output
in the industrial countries is estimated to have risen about 5 percent above
its 1975 level in real terms, the volume of world trade expanded by about 10
percent, and inflation rates, though not diminished as much as would be
desirable, are significantly below earlier levels. Despite the pessimism of
the summer months, it should be clear that a cessation of growth is not
expected this year. The consensus of government and private forecasters
is that expansion in output will continue, at a pace only slightly below the
average rate of growth achieved in 1976, but nevertheless a pace that may
not be sufficient to allow a significant reduction in unemployment. In fact,
although employment has been growing in many countries, unemployment
has remained high and has begun to rise again in some.

The experience of the past several years has shown that high and rising
inflation rates are incompatible with the achievement of sustainable growth.
In recognition of this fact it was agreed at the Ministerial Meeting of mem-
ber states of the Organization for Economic Cooperation and Development
(OECD) and at the meeting of Heads of State and Government of the major
industrial countries in the summer of 1976, that the restoration of full
employment and normal levels of capacity utilization in the OECD area
would take a number of years. It was also agreed that sustained recovery
could be achieved only in a climate of price stability. For this reason ex-
cessively expansionary policies, which would be interpreted as carrying the
seeds of renewed inflation, might at best bring only temporary relief from
unemployment.
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The policy actions taken in 1975 and early 1976 were aimed at establish-
ing a sustainable recovery. Although several autonomous events in 1972-73
helped create severe inflationary pressures, it is clear that overly expansion-
ary policy measures bore part of the responsibility and eventually contributed
to the worldwide recession of 1974-75, and it is this costly experience that
authorities are determined not to repeat. Nevertheless, the strategy set out
in mid-1976 envisaged a considerable period of growth well above longer-
run average rates to ensure a steady move toward full employment. But it
also implied caution lest inflationary expectations revive. Therefore, it should
not be interpreted as a failure of policy if a mid-course correction now may
prove to be necessary to keep the recovery on track in a number of countries.
The fiscal program recommended in the United States (see Chapter 1) and
the possible adoption of fiscal measures supporting the recoveries in Japan
and Germany reflect the conviction that demand management policies must
aim at sustaining the recovery but should recognize the need to remain pru-
dent, even in the face of an apparent pause. This is particularly true since
the latest indicators in some countries point to a strengthening of activity.

Attainment of sustained growth after a prolonged period of rapid inflation
and recession as well as adjustment to the higher cost of energy require
a rising share of investment in national output, at least for some time. Now
more than ever this necessity implies an avoidance of policies that in the
end lead to abrupt shifts. Above all, it involves a commitment by govern-
ment as well as the public at large to realistic goals for the growth in incomes
and the distribution of these incomes within and among nations.

THE DEMAND SITUATION

At the beginning of 1977 the recovery from the deepest and most wide-
spread recession of the post-World War II period was entering its second
year. As one frequently finds at this stage, some 18 months after a turning
point, cyclical indicators in many countries are sufficiently mixed as to
raise the question whether the recovery might lapse into insufficient growth
or whether a broadening out into a sustainable expansion is imminent.

In late 1975 and the beginning of 1976 substantial increases in output were
registered in most industrial countries. These increases in activity were
transmitted to the developing countries, in particular the primary com-
modity producers, through a strong expansion in international trade and a
sharp upturn in commodity prices that came unusually early in the cycle.
The early phase of the recovery was associated in part with the substantial
amounts of fiscal and monetary stimulus that had been put in place during
1975 and early 1976, and in part with the cyclical recovery of inventory and
consumption demand.

Because inventory decumulation in 1974-75 had been unusually sharp and
private consumption demand had been weaker than in previous recessions,
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there was considerable room for expansion in both these demand components
once confidence in a stable recovery began to be established. Accordingly,
the main impetus to the expansion in output in late 1975 and early 1976
came from a shift in inventory behavior, which turned from significant
decumulation to moderate accumulation. As confidence about the economic
outlook improved, consumer spending began to contribute strength to the
recovery. The historically high saving rates of the preceding period of in-
flation and recession began to decline to more normal levels, especially in
those countries where inflationary tendencies were subsiding, as consumers
began to feel more secure about their jobs as well as about a restoration of
the value of their inflation-eroded savings (Table 26). As a consequence
pent-up consumer demand, reflecting earlier postponement of both replace-
ment needs and new purchases of durable goods, was released. And indus-
trial production in OECD countries expanded at an annual rate of nearly

TABLE 26.—Personal or household saving rates in selected industrial countries,
1965-76

[Percent; seasonally adjusted]

Period

1965-72 average..

1973
1974 . .
1975

1975: First half.
Second half

1 9 7 6 : 1 . . .
II—
III

United
States

6.7

7.8
7.3
7.8

8.1
7.5

6.9
7.1
6.4

Canada

6.2

9.3
9.4

10.2

10.9
9.6

9.8
11.6

Japan

19.1

22 5
24.3
23.0

23.2
22.9

23 6
21.8
22.2

France

13.3

17.3
17.4
17.7

1 U6.3

Germany

13.0

14.2
15.2
15.8

16.9
14.8

14.5
14.5
15.0

United
Kingdom

8.8

11 6
14.0
14.0

14.5
13.6

12.9
13.3

i Estimate.

Note.—For the United States, Canada, and the United Kingdom, the rate is personal saving as percent of personal dis-
posable income. For other countries, the rate is household saving as percent of disposable income.

Sources: Organization for Economic Cooperation and Development (OECD) and national sources.

20 percent in the first quarter of the year (Table 27). Most of this increase
was concentrated in the growth of output of industrial materials and con-
sumer goods. Clearly industrial activity could not be sustained at such a
pace, and growth of output moderated in the second quarter of the year.
But as the summer passed and the temporary impetus to activity stemming
from the reversal of the inventory cycle and the partial release of pent-up
consumer demand spent itself, the rate of increase of economic activity con-
tinued to be slow, largely because investment demand did not revive
significantly.

DEMAND AND OUTPUT IN MAJOR INDUSTRIAL COUNTRIES

The continued slow pace of the world recovery after the vigorous up-
swing earlier in 1976 raised questions about whether or not the recovery
might be faltering, especially in the United States, Germany, and Japan,
where considerable progress had been made in reducing inflationary expec-
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TABLE 27.—Changes in industrial production in selected industrial countries,
1975-76

[Seasonally adjusted monthly rates]

Period

Latest month from pre-
recession peak

1975: L .
II
III
IV

1976: 1

April..
May
June

July .__ _
Aug.._
Sept -

Oct
Nov

OECD
total

- 0 . 8

- 1 . 8
- . 3

3
.9

1.5

.8

.0

.8

United
States

0.1

- 3 . 1
.3

1 8
.8

1.0

.2

.9

.4

.5

.5
- . 3

- . 4
1 2

Percent change from preceding period

Canada

—2.9

_ 9

—'2
.4

1.0

.3
1.0

- 1 . 2

- . 7
1.3

- . 4

- 1 . 3

Japan

- 3 . 3

- 2 6
1.0

.3

1.9

3.0
- 1 . 8

1.3

2.2
- 1 . 7
- . 4

.2
2.2

France

- 2 . 3

- 1 . 1
- 1 . 0
- . 1
1.3

1.7

.0

.0

.8

.8

.0
4.0

- 4 . 7
- 2 . 4

Germany

- 0 . 9

- . 7
- . 5

1.2

.9

2.7
- . 9
1.8

- 2 . 6
.9
.9

.9
- . 9

Italy

0.4

- . 3
- 1 . 0
- 6
1.9

.8

.5
4.5

- 2 . 5

1.8
- 9 . 1
13.4

United
Kingdom

- 7 . 7

- . 2
- 1 . 4
_ 2

.3

.5

.1
2.2

- 4 . 1
1.7

- . 9
1.6

.1

Sources: Organization for Economic Cooperation and Development (OECD) and national sources.

tations, and where, therefore, policy could be more flexible than else-
where. Current economic indicators in all three countries do not yet pro-
vide clear evidence whether and to what extent stimulative measures in
addition to those already instituted or currently contemplated might be
needed.

In Germany the economic recovery had started earlier than in most other
countries, partly because inflationary pressures there had been contained
earlier than elsewhere. Because of the early reining in of demand pressures,
inventory accumulation in Germany was not as extensive in 1973-74 as else-
where. Therefore, with demand reviving, the shift in inventory behavior did
not contribute as much to the early stages of the recovery as in other coun-
tries. Initially, the recovery was carried by the effects of a large income
tax cut and a temporary subsidy on investment instituted in late 1974. By
the end of 1975 it seemed that the impetus to final demand provided by the
fiscal stimulus and by strongly rising export orders might broaden the re-
covery. Private consumption and investment demand were growing at annual
rates of 8 percent in the first quarter of 1976. Surveys of business intention
and consumer sentiment pointed toward a continued firming of domestic
demand.

After the first quarter, however, the pace of recovery slowed markedly.
Not only was there no further improvement in unemployment, but employ-
ment remained below year-earlier levels. Domestic order inflows to industry
began to weaken. Part of the slowdown in the pace of economic activity
reflected a weakening of consumption demand. The saving rate stopped
falling and stabilized well above its 1965-72 average, though considerably
below its recent peak, and the volume of retail sales was flat through most of
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1976. Only exports seemed to remain an expansionary force. Thus, consid-
erable concern arose about the ability of the German economy to move into
a sustained expansion.

However, industrial production began to pick up again toward the end of
the summer. Later in the year, order inflows, especially from domestic
sources, appeared to strengthen and unemployment fell slightly. But business
intentions remained weak through the third quarter of 1976, according
to surveys, and some part of the rise in domestic orders reflects subcontracting
of export orders rather than a broad upturn of domestic investment.

Monetary policy has been accommodating, and it appears that the target
for monetary expansion set by the Bundesbank for 1976 will be exceeded. For
1977, the monetary authorities have announced that their target for mone-
tary expansion in terms of Central Bank money will be 8 percent, implying a
growth rate of 6*/2 percent from the last quarter of 1976 to the last quarter
of 1977. In order to help ensure that the projected growth of gross national
product (GNP) of 5 percent for 1977 over 1976 will materialize, the au-
thorities have instituted a number of selective measures to increase labor
mobility and curtail unemployment, and a scheduled increase in value added
tax has been postponed. In addition, further measures to stimulate private
investment are being contemplated.

Developments in Japan in certain respects appear to be similar to those
in Germany. The early phase of the recovery was sparked by fiscal stimulus,
and activity picked up sharply toward the end of 1975 with a revival of
export demand. In early 1976 the recovery appeared to broaden as
private consumption demand rose rapidly and investment demand, though
not buoyant, registered its first significant increase in 2 years. Underlying
inflationary tendencies seemed to have moderated substantially, although
price indicators were rising at a somewhat faster pace than in 1975. The
faster rise of consumer prices largely reflected reductions in the subsidy ele-
ments of certain government services as well as other government price
decisions. A regeneration of cost pressures did not appear to be a factor. In
fact wage settlements, last year at an average 8% percent, were well below
past trends and indicate that the moderation in price increases that occurred
in the third quarter of 1976 may well continue. Furthermore the rate of
saving in Japan, as in Germany, appears to have stabilized at levels above
its long-run average, and consumption demand is consequently a lesser
expansionary factor than had been expected.

The Japanese recovery seemed to come to a virtual halt during the sum-
mer months. Industrial production fell toward the end of the summer, and
the growth in real GNP decelerated sharply from an annual rate of 8%
percent during the first half of the year to somewhat less than 2 percent in
the third quarter of 1976. This slowdown reflected a decline in the volume
of exports from the very high levels of the first half of the year and a flatten-
ing out in private investment demand. Finally, in Japan as in the United
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States some underspending by public authorities may have contributed to
the slowdown in the growth in output. In the case of Japan this underspend-
ing was associated with parliamentary delays in approving public
financing bills.

Because of the sluggish growth in the third quarter of 1976, the Japanese
authorities announced a number of stimulative measures in November. The
economic package consisted primarily of fiscal measures on the expenditure
side of the budget, and the direct effect of this fiscal stimulus is estimated to
amount to about 1 percent of GNP. However, because last year the Govern-
ment failed to effect the usual annual cut in income taxes designed to reduce
fiscal drag, overall fiscal policy may not prove quite so stimulative on bal-
ance. The formulation of budgetary policy in Japan in 1976 was complicated
by the tenuous political situation. Now that the December elections are over
and a Government has been formed, the course of fiscal policy may well be
clearer in 1977.

The slower growth in activity in the three large industrial economies, the
United States, Japan, and Germany, was accompanied by similar develop-
ments in the other major industrial countries. In these countries, however,
the fact that internal demand grew more slowly or stopped growing during
the summer months of 1976 largely reflected domestic policy measures aimed
at containing accelerating price pressures.

In Italy, partly because the Government was under strong political
pressures, fiscal and monetary policies had turned decisively expansionary
in the second half of 1975. As a result output expanded rapidly from the
end of 1975 through May 1976. This expansion in output was accompanied,
however, by accelerating price pressures, largely reflecting rising wage
costs, a budget deficit that rose to 13 percent of gross domestic product
(GDP), and an apparent loss of control of monetary expansion. These devel-
opments were in turn reflected in growing trade deficits and pressures
on the exchange rate. The authorities attempted for some time to contain
exchange rate pressures by foreign borrowing and heavy intervention in the
exchange markets. But growing reluctance by foreign lenders to extend fur-
ther credit and mounting pressures in the exchange markets, partly caused
by capital flight, brought about a significant change in economic policy.
Systematic support of the exchange rate was discontinued early in
1976, and monetary policy was tightened, as was fiscal policy. Partly
to reduce domestic liquidity, but mainly to arrest the drop in the exchange
rate, the authorities instituted a prior deposit scheme on most foreign cur-
rency transactions. Later in the year a temporary surcharge on all purchases
of foreign exchange was imposed.

Stabilization measures which could strike at the root of Italy's economic
problems—wage push which was largely self-perpetuating in a climate of
accelerating inflation because of tight indexation schemes and excessive
government deficits financed in large part by the central bank—proved
difficult to effect because of political uncertainties. Following the June elec-
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tions the authorities began to formulate a more comprehensive economic
program partly in preparation for reopening negotiations with the Interna-
tional Monetary Fund (IMF) for financial assistance. The Government's
program took more definite shape in October with the announcement and
subsequent parliamentary ratification of a series of increases in taxes, admin-
istered prices, and public traiffs. Monetary policy was tightened further, and
discussions with business and labor were begun to seek ways of reducing
labor costs and in particular of modifying the linkage between wages and
prices. These discussions are continuing, and completion of the IMF nego-
tiations awaits presentation of a satisfactory program of wage restraint.
Italy's Communist Party, which made considerable gains in the June elec-
tions, as well as the country's other major political parties have supported
the Government's stabilization efforts and have agreed, along with key mem-
bers of the union leadership, that wage restraint must form an essential part
of any stabilization package. However, the form such restraint is to take still
remains to be worked out.

In the meantime, the recovery slowed, though not quite as much as had
been expected. Real GDP in the third quarter of 1976 increased at an annual
rate of less than 2 percent, after strong increases in the preceding 2 quarters of
10.2 percent and 6.3 percent respectively. Growth in the second and third
quarters was largely sustained by exports and stockbuilding. Investment
spending, except for energy-related projects, leveled off after some improve-
ment early in the year. If the Government's stabilization efforts are effec-
tive, income growth may remain weak in 1977. In addition, high nominal
interest rates, a weak demand outlook, and poor profit opportunities may
continue to inhibit private investment demand. A successful stabilization
program and strong export orders, however, might do much to release long-
deferred replacement demand for capital equipment.

In the United Kingdom it was hoped that an export-led recovery would
bring about the structural shift of resources into exports and private in-
vestment that was needed for a sustainable expansion, but these hopes
flagged in the spring of 1976. The growth of exports began to slow, and
in volume terms they fell by 3 percent in the third quarter of 1976. At the
same time, the recovery of private investment expenditures, except on
North Sea oil installations, appeared to have come to a halt in the second
half of 1976. Real GDP fell in the second quarter; and although industrial
production stopped falling in September, by November it was only fraction-
ally above its early 1976 level. As a consequence unemployment rose through
most of the year.

The disappointing performance of the British economy was largely asso-
ciated with continued high rates of inflation, despite the wage restraint
instituted in August 1975 and the agreement for further restraint reached
in May 1976 in return for some tax relief. The high rates of inflation—
over 15 percent at an annual rate as measured by the CPI in the first half
of 1976—to some extent reflected higher import prices, as commodity prices
rose and the exchange rate weakened. But to a larger extent they reflected
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continued strong domestically generated price pressures, partly emanating
from the public sector.

The British Government therefore reassessed its policies toward the end
of 1976. In a policy statement, formulated partly in conjunction with the
need to obtain conditional credit from the IMF, the authorities set out their
prospective policy guidelines and the reasons for them. An essential require-
ment, aside from the necessity of further reducing inflation rates and of en-
suring continuing support from the unions for the Government's wage policy,
is the need to improve the nonprice elements of British competitiveness at
home and abroad. Furthermore resources must be shifted from public and
private consumption into exports and productive investment. The Govern-
ment stated that "for this purpose an essential element of the Government's
strategy will be a continuing and substantial reduction . . . in the share of re-
sources required for the public sector. It is also essential to reduce the public
sector borrowing requirement in order to create monetary conditions which
will encourage investment and support sustained growth and the control of
inflation." Accordingly the Government is effecting public expenditure
cuts, phased over several years, and raising some indirect taxes. These
measures, combined with earlier expenditure cuts, an increase in employers'
social security contributions, and some other revenue-raising provisions, are
expected to bring the public borrowing requirement down from its current
level of 9 percent of GDP to about 6 percent in fiscal 1977-78. The fiscal
measures are coupled with limits on the expansion of domestic credit
designed to bring the growth of bank lending and of the monetary aggre-
gates into line with the Government's overall objectives of reducing the
rate of price inflation and bringing down interest rates.

The economic program adopted by the British authorities was hammered
out under intense political difficulties, since the longer-term strategy clearly
was difficult to accept in the face of high and rising unemployment. How-
ever, the authorities decided that the past record of consumption-led growth
policies had only weakened the industrial structure in the longer run.
Equally, strong pressures to impose direct controls on imports, which were to
reduce both external payments pressures as well as pressures on the internal
price level stemming from rising import prices, were resisted successfully,
mainly on the grounds that such controls would help to perpetuate the
structural weaknesses in the economy, but also in recognition of interna-
tional obligations agreed to within the framework of the General Agree-
ment on Tariffs and Trade (GATT) and the IMF. If the recent measures
remove some of the uncertainties that have clouded the economic outlook
for Britain, and if the forthcoming budget, as expected, removes some of
the tax disincentives to business expansion, the outlook for the growth
of economic activity in 1977 and beyond may have improved substantially
compared with the trends apparent around mid-1976.

In France, as in the other major industrial countries, the recovery initially
sparked by fiscal measures and a turnaround in inventory investment slowed
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after the first quarter of 1976. The domestic economic situation is domi-
nated by concerns about continued high inflationary pressures. Wholesale
prices, which had been falling in 1975, rose at annual rates of almost
20 percent in the second and third quarters of 1976, and consumer prices
increased at about a 10 percent annual rate from early 1975 through late
1976. The revival of domestic activity and the relatively high inflation
rates were reflected in a growing current account deficit and downward
pressure on the exchange rate.

Although a severe drought and the effects of the depreciation of the
French exchange rate contributed to the rise in the domestic price level,
the main pressures came from internal sources. Wages rose at an annual
rate of 16 percent through the third quarter of 1976, in part led by settle-
ments in the government sector well in excess of the inflation rate. The
budget deficit in 1975 had been financed largely by bank borrowing, and
monetary policy at that time was decidedly expansionary. As a result the
growth of the broader money supply (M2) accelerated sharply.

Faced with internal price pressures and external financial constraints,
the authorities tightened monetary conditions progressively during 1976.
The budget for 1976 was designed to halve the public deficit compared
with that of 1975. However, aid to farmers to alleviate the effects of the
drought and subsidies to the social security fund exceeding planned amounts
may keep the deficit above anticipated levels. The proposed budget for
1977 is in balance. The growth rate of public expenditures is to be less
than that of nominal GNP, and increases in personal and corporate income
taxes, partially offset by a cut in indirect taxes and some investment incen-
tives, are to close the remaining gap between expenditures and revenues.
In addition^ monetary policy is to continue to support the anti-inflationary
measures. M2 is to grow by 12J/2 percent in 1977 over 1976, compared with
a 20 percent annual rate during the first half of 1976. The growth of regu-
lated bank credit (about 80 percent of all bank credit extensions) is to be
held to 5 percent for the large banks.

The authorities also instituted a general price freeze from mid-September
to the end of 1976 and will keep public utility charges unchanged until
April 1, 1977. The price pressures built up during the 3/2-month freeze
on private sector prices were to be offset by a reduction in value added tax in
January 1977, and tighter control of profit margins is to limit price rises
further. Finally, the Government proposed a voluntary wage restraint under
which real wages would remain constant.

The inflationary environment, coupled with political uncertainties re-
flected in an early focusing on the 1978 parliamentary elections, has
brought about a pessimistic turn in business and consumer confidence ac-
cording to latest surveys. Nevertheless capacity utilization has continued to
rise moderately; and private consumption, reflecting somewhat larger rises
in real incomes than elsewhere, has continued to support economic activity.
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GENERAL DEMAND TRENDS

Economic developments in the individual countries clearly show a con-
siderable divergence among underlying conditions and therefore among
policy concerns. In those countries where marked progress had been made
in turning around inflationary expectations—Germany, Japan, and the
United States, for example—concerns centered on the sufficiency of the
policy stimuli effected earlier. In a number of other countries inflation rates
had diminished only little or were accelerating once more, partly because
authorities in these countries had generally not moved to contain inflation-
ary pressures during 1974-75 to the extent that other countries had done.
The authorities in these countries, notably Britain, Italy, France, and Can-
ada, were thus forced, partly by external pressures, to institute measures
aimed at cooling the inflationary climate during 1976. Despite the grow-
ing divergence of policy aims among major countries, however, the shape
of the recovery revealed a number of striking similarities.

The slowdown in the growth of output over the summer months of 1976,
aside from the expected diminution of the stimulus derived from earlier
expansionary policy measures and inventory changes, generally reflected
one major shift in the demand outlook: private investment demand failed
to revive to the extent that might have been anticipated on the basis of
surveys of investment intentions and general economic developments. This
sluggishness occurred in many countries, despite the fact that replacement
needs have been cumulating for some years and a general recognition that
a return to sustained full-employment levels in most countries presupposes
a shift of resources toward investment.

In Germany and Japan, for example, past recoveries have usually shown
a considerable rise in investment demand following an export-led upturn.
In the current cycle this pattern has not been repeated, despite the fact that
the early stages of the recovery were clearly export led. Further, in a number
of other countries as well, investment is turning out to be less strong than past
historical relationships would indicate. Econometric evidence based on
models for a number of countries participating in Project LINK supports
this view.

The financial position of the business sector in many countries does not
appear to be a factor restraining investment decisions at this time. The con-
siderable improvement in the liquidity positions, and in the structure of
balance sheets of nonflnancial corporations, that had been evident in 1975
apparently continued at least into the first half of 1976. The cyclical rise
in corporate profits and the improved climate in bond and equity markets
allowed corporations to bring their internal financing and debt-to-equity
ratios into better balance. Flow of funds data for the United States, Japan,
Germany, France, and the United Kingdom collected by the OECD show
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that this phenomenon was general among industrial countries. Of course,
it reflects to some extent the weakness of investment demand, but the struc-
ture of the financial flows themselves was a significant contributing factor.

If neither the low level of capacity utilization nor financial constraints can
fully explain current investment behavior, the explanation for the failure
of investment demand to turn up decisively in the second year of recovery
may be linked to a number of the longer-run factors discussed in Chapter 1.
Data for most countries show that there has been an erosion of profits
apparent since at least the late 1960s and earlier in some countries. At
that time, however, concerns regarding the downward trend of profitabil-
ity were alleviated by a growth-oriented business climate. Hence private
investment demand responded strongly in the 1972-73 upswing. The cur-
rent pause in investment spending appears to reflect a stronger awareness
of the earlier underlying uncertainties and the addition of new ones.
The risks associated with committing capital for long periods therefore
appear to be weighing more heavily on the appropriation process and the
risk premiums required have increased. The costing out of rates of return
into the future, never easy, is compounded by the fact that recent expe-
riences have led to greater uncertainties regarding future changes in de-
mand, inflation rates, and financial conditions. The lack of clear guidelines
regarding government policies in various areas, but more generally also a
fear that governments may have lost control over economic conditions and
that the economy in a number of countries may fall into stop-go cycles
have added to the difficulties involved in the forward projection of profit-
ability.

A major new element affecting investment decisions is the large increase
in the relative price of energy that was effected in 1973-74 by the OPEC
cartel. By raising inflation rates and making many processes in industrial
and agricultural production uneconomic, the sextupling of the export
price of OPEC oil since 1970 has had much more far-reaching effects than
the directly obvious ones of deepening the world recession and creating
serious international financial problems. The success of the OPEC cartel
has also raised uncertainties regarding future price decisions and the security
of supply. Investment decisions have become vastly more complicated under
these circumstances; and adjustment, while creating new needs for physical
capital, may take a long time. In the meantime, capital shortages may
appear in various sectors and intensify inflationary tendencies, which in turn
will inhibit the adjustment.

In countries where for one reason or another nominal interest rates have
risen to recent cyclical highs, the problem surrounding investment decisions
is further complicated by the fact that interest payments on debt create cash
flow problems. Under such circumstances the longer-run problem of build-
ing and sustaining confidence is therefore compounded by the more immedi-
ate financial situation.
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PUBLIC SECTOR DEFICITS

The economic programs adopted or proposed by the British, Italian, and
French authorities, as well as some others, during 1976 all stressed the need
to stabilize the growth of the public sector and to reduce budget deficits.
In most of these countries it was felt that both inflationary tendencies and
disincentives to private sector initiatives were closely linked to the fact that
the longer-run trends and the past years of inflation and recession had
led to an excessive growth of government expenditures. The expenditure
levels that have resulted are not expected to be sufficiently reduced as reces-
sion effects wear off. During 1976 government efforts in a number of coun-
tries were therefore largely concentrated on achieving immediate cuts in
public expenditures as well as better longer-run control of the government
sector. The focus on expenditure policy was owing in part to the fact that
in a number of countries it was felt that marginal tax rates were approaching
effective limits. In Britain and Italy efforts were also directed specifically
toward reducing the very large public borrowing requirement, since financ-
ing of the deficit during the year involved a high rate of monetization, thus
giving impetus to inflationary expectations and, toward the end of the
year, to rising nominal interest rate levels. The latter lessened the effective-
ness of the governments' policies directed toward increasing private in-
vestment demand.

By itself the growth of the public sector does not necessarily imply a loss
of vitality in the economy. In fact at times there is a perceived need for the
expansion of certain public sector activities, such as infrastructure invest-
ment, which while leading to a growing absorption of resources by the
public sector sustain or increase the vitality of the private sector. Germany
is a good example of this proposition. If the public sector provides the type
of services the public desires and is willing to pay for, there is no loss in
either productivity or private incentives. However, if public sector services
are such as to cast doubt on the willingness of the public at large to pay for
them, they imply an increase in the tax burden that the public would be
reluctant to bear. In such a case the struggle between business and labor
about the distribution of net income could be exacerbated. Such struggles
inevitably lead to inflationary pressure and to a loss in efficiency for the
economy at large. In this sense the growth of the public sector may be
seen as inhibiting growth in the economy.

The closest link between transactions by the public sector and their effects
on the overall economy is the direct claim on output and labor that derives
from government spending on goods and services. A large part of such
spending is concentrated on consumption or on investment in areas that
may not necessarily reflect an optimal use of resources. One example is ex-
tensive government aid to ailing sectors of industry or individual firms,
when aid directed at phasing out such activities might represent a better
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use of resources. In such instances the overall ability of the economy to grow
may be affected negatively.

One element in the rise in government spending has been the increasing
claim of the public sector on labor over time (Table 28). In some cases

TABLE 28.—Private and public employment in selected industrial countries, 1960-75

Sector and country

Private sector:

United States _
Canada
Japan
France .
Germany
Italy
Netherlands
Sweden
United Kingdom

Public sector:

UnitedStates . . . _
Canada
Japan
France - .
Germany
Italy
Netherlands
Sweden
United Kingdom 3

Percent of total civilian employment

1960

88.2
192.5

97.1
91.3
89.8

91.0

78.1

11.8
17.5
2.9
8.7

10.2

9.0

21.9

1965

86.9
93.1
96.9
89.8
89.0

90.9

77.6

13.1
6.9
3.1

10.2
11.0

9.1

22.4

1970

85.8
93.1
96.8
88.4
88.2
89.8
90.1
91.0
74.9

14.2
6.9
3.2

11.6
11.8
10.2
9.9
9.0

25.1

1972

85.5
93.0
96.6
87.8
87.4
88.7
89.3
90.3
71.8

14.5
7.0
3.4

12.2
12.6
11.3
10.7
9.7

28.2

1974

85.3
93.0
96.4
87.3
86.7
88.4
88.9

2 90.2
73.6

14.7
7.0
3.6

12.7
13.3
11.6
11.1
2 9.8
26.4

1975

82.6

96.2
86.9
85.4

71.8

17.4

3.8
13.1
14.6

28.2

1 Data for 1961.
2 Data for 1973.
a Includes public corporations.

Sources: Organization for Economic Cooperation and Development and national sources.

a shift of labor to the public sector has been part of a general change in
resource allocation that, as noted above, has been conducive to—or at
least has not hampered—overall growth. But sometimes it has led to in-
creased inflationary tendencies, particularly in countries where the govern-
ment tends to be a wage leader. This appears to have been a problem, es-
pecially in the United Kingdom in the early 1970s and in France during
1976.

In a more indirect way government policies may have influenced wage
formation and price pressures through the timing and extent of increases
in social insurance contributions. When such contributions represent a
large, and in some cases rising, share of total employment compensation
they may create problems. These problems, however, do not lie in the pro-
grams that are financed but in the fact that in wage negotiations workers
do not normally regard employers' contributions to social security funds
as a part of compensation. To the extent that unions in a number
of countries have begun to negotiate on the basis of after-tax compensation,
rising contributions by employees have also added to wage demands and
thus to price pressures. The need to increase contributions to social insurance
programs has become apparent in a growing number of countries as recession
and inflation have reduced surpluses or have increased deficits of social
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insurance funds. The requirement that such programs be put on a solvent
basis has necessitated increases in contributions, and to the extent that such
increases put pressure on wages and prices, they provide a good example
of the problem, mentioned earlier, that can arise with regard to income
distribution.

The unpredictability of changes in social policies as well as their increased
cost may also be inhibiting investment decisions. There is some evidence that
this may have been a significant factor in the United Kingdom and Italy. In
this connection the recent decision to raise employers' social security contri-
butions in the United Kingdom may well hinder the industrial revitaliza-
tion which other British policy actions were designed to foster.

The size of the public sector and the way it is related to inflation and
overall growth of the economy must be viewed in terms of a balance between
public services and private output representing a social consensus. In particu-
lar, expansion of public sector expenditures for purposes of short-term de-
mand management without an appropriate linkage to longer-term public
objectives can disturb this balance. Because programs once phased in to fill
a temporary need tend not to be phased out with matching speed, there may
be an unintentional residue of additional public expenditure after each
cycle that is possibly wasteful from a longer perspective. However, some
countries, Sweden for example, have institutional arrangements that mini-
mize such effects.

Because it has proved difficult in most instances to restrain the growth
of public expenditures, or in any event to increase tax revenues at an equal
pace, public sector deficits, aside from cyclical effects, have been growing in
most countries. A number of countries have been able to keep domestic
consumption high by drawing on foreign savings to finance their public
debt. But it has become increasingly clear that there are limits to the will-
ingness of foreign lenders to extend such credit. Although in some countries
external debt levels might have reached excessive proportions in any event,
the time was telescoped by the need to finance external deficits resulting
from the increase in the export price of OPEC oil. Consequently in some
cases the level of external debt has begun to force authorities to adopt
domestic retrenchment programs. The situation has become increasingly
acute in those countries where inflationary expectations have remained
high and where inflation is eroding trade positions.

THE EXTERNAL SECTOR

The recovery was accompanied by a sharp upturn in the volume of
world trade. In contrast to 1975, when world trade in volume terms fell by
5 percent, trade is estimated to have expanded by 10 or 11 percent in 1976.
Clearly, this substantial growth of world trade has helped to sustain the
recovery, but it has also brought to light the serious underlying imbalances
which exist among countries but which had been masked by the recession.
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Among the industrial countries, those with the most stable domestic condi-
tions have apparently had a larger share in the expansion of world exports
than those with continued high inflationary pressures. This development
has occurred despite the large exchange rate adjustments during 1975
and 1976 which helped to offset differential developments in inflation
rates (Chart 7). The full effects of changes in relative exchange rates
are felt only after a considerable lag. Given the existing slack in capacity
utilization and the vigorous upturn in world trade, however, one might ex-
pect that countries with depreciating currencies would have shared at
above-average rates in the trade expansion. In the event, throughout 1976
the United Kingdom, for example, has been unable to maintain its export
market shares, at least in trade in manufacturers, compared with other in-
dustrial countries. Italy's share was reduced through the first half of the
year, and France may have begun to lose shares as well (Table 29).

The failure of trade flows to respond quickly to changes in exchange rates
is often attributed to the failure of such changes to show up immediately
and fully in transaction prices. But the price side tells only part of the
story. If export prices, expressed in foreign currency, are not adjusted
quickly to reflect exchange rate changes, profits on export sales will rise
and selling abroad will become significantly more lucrative compared
with domestic sales. It is therefore reasonable to presume that, particu-
larly at times of low general profitability, the leverage exerted by exchange
rate changes on the supply side may be greater—at least in the short
run—than the leverage on demand arising from increased price competitive-
ness. Because there is considerable evidence that some countries which have
recently experienced relatively large depreciations of their currencies have
not adjusted their export prices in foreign currency to the extent that might
be expected, the profit argument would have provided further grounds for
expecting these countries to maintain, if not to improve, their export market
shares.

In view of the above discussion, it may be surprising that some "strong
currency" countries, especially Germany and Japan, have not only main-
tained but increased their shares in export markets. Several explanations
suggest themselves. Countries with relatively low inflation rates tend to
have lower interest rates and may therefore be able at a time of high
domestic liquidity to offer more competitive financing terms. Unfortu-
nately data on such nonprice components of export transactions are
not available. But because a number of countries exempt export credit
transactions from the effects of tight domestic monetary policies, and
because the cost of forward cover may partly offset differences in uncov-
ered rates, this explanation takes one only part of the way. Stronger cir-
cumstantial evidence exists for a structural explanation relating largely to
so-called big ticket items. It is thought that countries with a relatively
stable price performance and relatively little social strife and labor dis-
ruption, such as Germany and Japan, have a structural advantage in cap-
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TABLE 29.—Export shares in trade in manufactures of 11 industrial countries, 1966—76

[Seasonally adjusted]

Period
United

States i
United

Kingdom 2 Germany France Italy Japan Others 3

Percent of total value *

1966..
1970..
1972..
1973..
1974.
1975.

1975: III.
IV..

1976: L._.
II5..
III K

20.1
18.5
16.1
16.1
17.2
17.7

18.7
18.3

17.2
17.5
17.5

13.4
10.8
10.0
9.4
8.8
9.3

9.2
9.4

9.2
8.8
8.7

19.3
19.8
20.2
22.1
21.7
20.3

20.1
19.6

20.5
20.4
21.1

8.6
8.7
9.3
9.5
9.3

10.2

10.1
9.9

9.7
10.3
9.7

6.9
7.2
7.6
6.8
6.7
7.5

7.9
7.9

6.6
6.3
7.5

9.7
11.7
13.2
12.8
14.5
13.6

13.6
13.5

14.8
14.7
14.7

22.0
23.3
23.5
23.3
21.8
21.4

20.4
21.5

22.0
22.0
20.7

Percent of total volume *

1966..
1970..
1972.
1973.
1974.
1975.

1975:111....
IV...

1976:1
l | _ .
I I I 5 .

20.8
18.5
17.5
18.9
20.3
20.2

20.9
19.9

18.6
18.9
18.8

12.6
10.8
9.7
9.8
9.3
9.6

9.4
9.5

9.2
9.2
8.9

19.1
19.8
19.5
20.0
20.4
18.9

18.9
18.7

19.5
19.3
19.6

8.0
8.7
9.2
8.8
9.3
9.4

9.3
9.0

8.8
9.6
9.1

6.8
7.2
7.5
7.2
7.1
7.6

7.9
7.8

6.9
6.6
7.6

10.0
11.7
12.9
12.1
13.0
13.6

13.5
14.1

15.8
15.4
15.3

22.7
23.3
23.7
23.2
20.6
20.7

20.1
21.0

21.2
21.0
20.7

1 Excluding special category exports.
2 Including reexports, and adjusted for underrecording.
3 Belgium-Luxembourg, Netherlands, Sweden, and Switzerland.
* Total value and total volume refer to total exports of manufactures of the 11 countries in this table.
5 Partly estimated.

Note.—Details may not add to totals because of rounding.

Source: National Institute Economic Review, London.

turing large contracts. The certainty of timely delivery and the relative as-
surance that contracts will not be reopened because of cost overruns ap-
parently make it worthwhile for the purchaser not to speculate on the pos-
sible exchange rate advantage that might derive from placing contracts in
a "weak currency" country. If this interpretation is correct, improvement in
underlying deficits may take a long time to become evident, even after the
adoption of adequate measures to correct the underlying conditions.

The large swing in world trade from an actual decline in 1975 to above-
normal growth rates in 1976—equaling about twice the rate of growth
in GNP—has eased external payments strains for a number of countries,
especially the primary producers. The worldwide trade expansion was re-
flected in a shift in the U.S. trade balance of about $20 billion (at an annual
rate) from a surplus of almost $9 billion in the fourth quarter of 1975 to a
deficit of about $12 billion in the fourth quarter of 1976. This change in the
U.S. trade position, which was in large part cyclical, was not, however, ac-
companied by similar changes in the trade positions of Germany and Japan.
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Chart 7

Exchange Rates for Selected
Industrial Countries
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Chart 7—Continued

Exchange Rates for Selected
Industrial Countries

INDEX, 1973=100 (RATIO SCALE)
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In fact trade surpluses of both these countries toward the end of 1976
were larger than they were the year before, a reflection not only of their
strong export performance but also of a relatively slower growth rate of
imports, particularly in Japan.

As the recoveries in Germany and Japan—as well as in the United States—
proceed, demand for imports is likely to rise concurrently. But the total
effect on world trade in 1977 exerted by about 1 or 2 percent faster growth
in each of the big countries—which would imply rates of growth that are
at the upper limit of what authorities currently judge to be compatible with
noninflationary growth—might raise the currently projected 8 percent rate
of growth of the volume of world trade to 9/2 percent. This increase
would help smooth the adjustment problems of the rest of the world, but it
could not be enough to make a crucial difference to those countries which
still find themselves in payments difficulties despite the large growth in ag-
gregate foreign demand registered in the past year.

ECONOMIC OUTLOOK AND GOVERNMENT POLICIES

The slowing of the world recovery after the vigorous upswing earlier in
1976 raised questions about whether or not the recovery may be faltering.
Nevertheless, with the policy measures now in place or contemplated, esti-
mated growth of real GNP in 1977 for the OECD area as a whole based on
national projections may amount to 4 / 2 to 5 percent. This rate of growth
approximates the 5 percent or so achieved for 1976.

In the three big industrial economies, recovery paths actually may not di-
verge substantially from earlier recoveries. Further, it must also be remem-
bered that the breadth and sustainability of every upswing in the recent past
has been put into question at some time or other before it moved into the
broader expansion phase. The difference in the current recovery lies in the
greater role that inflationary expectations and other uncertainties may be
playing in business decisions. Thus the judgment must be that demand man-
agement policies in the three large economies need to remain prudent if the
gains achieved so far are not to be jeopardized—especially because the risk
inherent in stimulating considerably faster growth than the 5 to 6 percent
rates now aimed for may be too high. Nor would faster growth lead to an
appreciable easing of the policy problems that are being faced by other
countries.

A growing number of OECD countries are facing large and in some cases
rising external deficits as recoveries proceed. In many of these countries the
progress on the inflation side has been less than satisfactory, particularly
compared with achievements in the three major industrial economies.
Consequently, after underlying deficits which were masked by the re-
cession surfaced once more, private capital inflows proved insufficient to
cover such deficits. In fact inflation fears have in a number of cases caused
such capital inflows to shrink at the same time that current account deficits
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widened and the possibility of borrowing abroad began to reach its limits.
As a result adjustment policies are being forced on a number of countries.

Besides Italy and the United Kingdom, a growing number of smaller
countries are now experiencing problems in attracting a sufficiency of foreign
capital. Consequently in late 1976 the monetary authorities in several
countries moved to raise interest rates and tighten monetary conditions. This
was particularly evident in countries adhering to the European snake
arrangement, where exchange rate policy forced an adjustment in monetary
policy. Nominal interest rate levels in the second half of 1976 were approach-
ing recent cyclical highs in Italy, the United Kingdom, the Low Countries,
and the Scandinavian countries (Chart 8). These policy actions clearly
bring out the dilemma faced by many authorities: how to deal with con-
tinued inflationary pressure without diminishing private investment in-
centives, since the latter are requisite to a resumption of a stable growth
path and a lasting reduction in unemployment. In this respect the strong
reliance on monetary policy exhibited in a number of countries raises ques-
tions regarding the appropriateness of the policy mix given longer-term
policy goals.

The reliance on monetary policy reflects what are perceived to be political
constraints in a number of cases. Where social friction is growing and union
support of demand management policies has been gained on the basis of un-
derstandings regarding transfer payments and public sector employment
opportunities, it is proving difficult to change the policy mix. Partly because
of such dilemmas a number of these countries have looked increasingly to
rising demand in the United States, Germany, and Japan to resolve their
external payments difficulties as well as to encourage domestic investment.
As noted above, however, stronger demand emanating from the three large
industrial countries can help to smooth the adjustment process, but it cannot
take the place of well-conceived domestic stabilization programs.

STABILIZATION POLICY AND EXCHANGE RATE POLICY

Countries have recently had to make difficult adjustments as a result of
the severe shocks the world economy has undergone in the past several years.
The large exchange rate changes that occurred during 1975 and 1976 partly
reflect this process. The task of formulating domestic stabilization policies,
never an easy one, has been made even more difficult by these circumstances.
Serious social and political problems had to be faced by authorities as they
attempted to bring their economies back to a path of balanced growth. Be-
cause of these difficulties, it is not surprising that there has been a search for
external sources of stability which might ease the hard choices faced by gov-
ernments and the social partners in the private sector, business and labor. In
particular, some have looked to exchange rate stability as a means of reduc-
ing inflationary pressures.
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Chart 8

Interest Rates in Selected
Industrial Countries

PERCENT PER ANNUM

16

12

8

4

n

- UNITED

-

-

i l I I I

STATES

I i i i

LONG-TERM

I i I l I

••* *\

RATE

ii i i

SHORT-TERM RATE

MI MI

' - • • • • ' /

DISCOUNT

l I I I I I

R A T E

I I I I I

-

I I I I I I I I I

16

12

8

4

0

1973

- JAPAN

••'

- ̂  .y*—'* I

i i i i i ! i i i i i I i i

1974

. - - * " '

i i i I i i i

N

1 1 1

1975

I I I I I I I I I I

1976

-

-

-

i i i i i 1 i i i i i

1973 1974 1975 1976

16

12

8

4

0

16

12

8

4

0

- GERMANY

i i i i i I i i i i i I i i i i I i i i i i i i I i i i i i I i i i i i I i i i i i

1973

SWITZERLAND

-*• —

J *,t

I l I l I I l l i i I I I l I

1974

I I I I I I I 1

1975 1976

• •vui^.tr.^^. ̂  ^

I I I I I I I I I I I I

T ,

I I I I 1 I I I I

-

-

1 1

1973 1974 1975 1976
NOTE: SHORT-TERM RATES ARE GENERALLY 3-MONTH MARKET RATES AND LONG-TERM RATES ARE
GENERALLY GOVERNMENT BOND YIELDS; THESE RATES ARE FOR THE LAST WEEK IN MONTH.

SOURCE: BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM.

120

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Chart 8—Continued

Interest Rates in Selected
Industrial Countries
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One of the theories put forward in support of substantial intervention in
exchange markets is that currency fluctuations as they occur under the float-
ing rate system provide an independent source of inflationary pressure. In its
flattest terms this view is that wherever inflation has led to currency
depreciation the decline in the exchange rate will create further inflationary
impetus, because of its effect on the domestic price level, and will therefore
make stabilization policies increasingly ineffective. In other words, exchange
rate changes under these circumstances have a destabilizing effect by creating
more inflation, leading in turn to further depreciation, and so on. Some
proponents of this theory conclude that this so-called vicious circle can be
broken by official intervention in the foreign exchange markets because this
action will prevent further depreciation of the exchange rate.

That theory, however, ignores the usual basic cause of the initial deprecia-
tion of a currency: domestic policies that have allowed inflationary ten-
dencies in a particular country to diverge substantially from those in sur-
rounding countries. Stabilization of the exchange rate through intervention
or borrowing abroad subsidizes imports and thereby suppresses already
present domestic inflation and prevents needed adjustment. This effect is
possible only for a limited period and when differentials in inflationary ex-
pectations are moderate. In the longer run an exchange rate change must be
seen not as an independent cause of inflation but as a release of inflationary
tendencies that had been suppressed earlier.

A more sophisticated variant of the vicious circle theory states that even
when adequate adjustment measures are in place import prices may be
forced to adjust to anticipated inflation. Because adjustment takes a consider-
able period of time, depending on the size of the disequilibrium needing to
be corrected, the exchange markets may in some cases bring about an initial
rate of depreciation that anticipates the length of the adjustment process. In
such instances, the longer the expected adjustment period, the greater the
initial overshooting of the exchange rate. Such overshooting at the beginning
of the adjustment period may indeed cause inflationary pressure. In the short
run, therefore, downward pressure on the exchange rate, resulting either
from overshooting or from autonomous movements in exchange rates inde-
pendent of inflation trends, may complicate the effectiveness of stabilization
policies. This possibility is all the stronger in relatively open economies in
which indexing arrangements establish a close link between price and wage
movements. But, clearly, such a process will be sustainable only if policies are
followed that validate the resulting inflation. Thus, even this more sophisti-
cated variant of the theory of a vicious circle is incomplete. To the extent
that adjustment measures cause a reversal of inflationary expectations and
reestablish a stable economic environment, the likelihood that a reflow of
capital will occur is increased, with a consequent tendency for the exchange
rate to move upward. The changes occurring through the current and the
capital accounts are hence likely to be offsetting. Thus the notion of a gen-
eralized vicious circle phenomenon is unwarranted.
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Where stabilization policies are perceived to be adequate and are firmly
in place, bridging finance to cover the period until external deficits can be
reduced adequately and intervention in the market to counter disorderly
conditions that can arise without being related to inflation trends may be
helpful. In most cases where sound programs are in place and government
intentions to hold to them are felt to be firm, the need for such intervention
will usually be small. One should also note that the inflationary impact of
exchange rate depreciation often conceals the important role of these adjust-
ments in restoring competitiveness and accommodating a reallocation of
resources toward the external sector.

It is not useful to ascribe the possible overshooting of exchange rate
changes and their consequences on the domestic price level to one exchange
rate system or another. If domestic policy goals diverge, and in consequence
inflation rates also diverge among countries linked together by trade and
capital movements, participants in the foreign exchange market will act
upon their expectations regardless of the international monetary system
under which they are then operating. If a fixed exchange rate system pre-
vails, considerable speculation will occur and capital flows will after a while
push the rate off the peg. If the system is flexible, the response will be
similar. The underlying economic conditions and how market participants
perceive a government's determination to deal with underlying problems
are what determine actions in the market. And market participants will
use whatever system is available to them to obtain the adjustment they
consider necessary. Because they have perceived the reluctance on the part
of various governments to institute politically difficult measures, their ac-
tions in the exchange market have leaned toward the pessimistic side.
But under these circumstances most observers would judge such reactions
to be realistic rather than pessimistic. Hence it is not clear that market
actions have ordinarily led to an overdepreciation of exchange rates, or
indeed that they have been destabilizing.

Government intervention in the exchange markets aimed at holding a
rate when there is increasing evidence that this rate is not in line with
underlying economic conditions is likely to prove costly and wasteful of
scarce official financial resources. If anything is to be learned from the ex-
perience of the 1960s and early 1970s it is surely that intervention policy
by itself does not bring about needed adjustment and that the markets are
fully aware of this fact. In recognition of this reasoning the Heads of State
and Government of the six major industrial nations agreed in November
1975 that the aim of intervention policies should be "to counter disorderly
market conditions or erratic fluctuations in exchange rates," and further
that stable underlying economic conditions are requisite to stable exchange
rates. This agreement was affirmed in a wider context by the meeting of the
Interim Committee of the IMF in early 1976.
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CURRENT ACCOUNT POSITIONS AND FINANCING

The changes in the world payments pattern from 1975 to 1976 largely re-
flected the upswing in economic activity. Thus the current account deficit of
the industrialized countries as a group increased substantially, while the
deficit of the non-oil developing countries (non-oil LDCs) shrank and the
surplus of OPEC rose (Table 30). But current account positions of individ-
ual countries reflected both the recovery itself and underlying disequilib-
ria that became apparent once more during the recovery. For a number
of countries the appearance of a current account deficit, or a diminution
of a surplus, is a healthy sign from the point of view of both domestic ac-
tivity and international equilibrium. As long as the oil-producing countries
are unable to spend all their current earnings on imported goods and serv-
ices, a corresponding current account deficit must be shared among the
oil-importing countries. However, the distribution and the size of such
deficits are compatible with international equilibrium only if the countries
sustaining them exhibit a sufficient degree of economic vitality to attract
offsetting capital inflows.

TABLE 30.—Current account balances for OECD, OPEC, and other countries, 1973—77

[Billions of U.S. dollars]

Group of countries

OECD
OPEC
Non-oil developing countries.
Other countries 3 . . .
Unexplained discrepancy

1973

2H

-V4
lA

1974

-33
70H

-21
-VA
- 7

1975

- 6 ^
39H

-2914
- 1 5 H

12

19761

-23
41

-20
-12

14

19772

- 2 5
45

- 2 2
- 1 4

16

1 Partly estimated.
2 Projection.3Sino-Soviet area, South Africa, Israel, Cyprus, Malta, and Yugoslavia.
Sources: Department of the Treasury and Organization for Economic Cooperation and Development (OECD).

OECD CURRENT ACCOUNT POSITIONS

The shift in the current account balance of the United States from a sur-
plus of $6.3 billion in the second half of 1975 to an estimated deficit of $1 *4
billion in the second half of 1976 contributed to smoothing the international
adjustment process (Table 31). No such support to better international
equilibrium was apparent in the shifts in the current account positions of
the other two major industrial countries. The Japanese current account
swung from a deficit of about $1 /2 billion in the second half of 1975 to a
$^4-billion surplus in the second half of 1976. This shift, however, masked
the diminution during the second half of the year from the very large surplus
accumulated in the first half of 1976. The recent downward trend in Japan's
current account balance indicates that some further cyclical adjustment may
still be expected. Nevertheless the persistent Japanese surplus has compli-
cated adjustment for other countries and has led to voluntary agreements to
restrict certain trade flows. In Germany the current account surplus in 1976
was about unchanged from its 1975 level. But because import demand in
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Germany grew more in line with output than it had in Japan, there is less
reason to believe that Germany's current account surplus is likely to dimmish
significantly in the coming year.

TABLE 31.—Current account balances for OECD countries, 1974—76

(Billions of U.S. dollars; seasonally adjusted]

Country

OECD: Total.__

United States _ _
Canada
Japan
France
Germany
Italy
United Kingdom
Other OECD-

1974

-33 .0

- . 6
- 1 7
- 4 . 7
- 6 . 0

9.7
- 8 0
- 8 . 7

-13 .0

1975

First
half

- 1 . 0

5.4
- 2 5

.9

.6
3.3

1
- 1 . 9
- 6 . 8

Second
half

- 5 . 5

6.3
- 2 3
- 1 . 6
- . 7

.6
- 6

- 1 . 8
- 5 . 3

1976

First
half

-m
.8

-2 .6
3.5

-1 .9
2.3

-1 .9
- 1 . 1
-6 .5

Second
halfi

-1%
-2H

X
- 4

IH
- 3 4

- 2
- 7

1 Estimate.

Sources: Organization for Economic Cooperation and Development (OECD) and national sources.

Because of the strong current account positions of Japan, Germany, and
a number of other countries, including Switzerland and the Netherlands,
the shift in the combined position of the OECD countries, from a deficit of
$55/2 billion in the second half of 1975 to a deficit of more than $15 billion in
the second half of 1976, included substantial increases in the deficits of
OECD countries other than the United States. Particularly large shifts were
recorded for France1 and some smaller OECD countries. The improvement in
the Italian position reflects in part the adjustment measures taken through-
out the year, but it also results from the direct actions taken to curtail in-
creases in imports and to limit purchases of foreign exchange. The position
of the United Kingdom was little changed on a year-to-year basis, but a de-
terioration occurred during the year, partly reflecting an export performance
that was somewhat disappointing, even after initially perverse effects of the
exchange rate depreciation were taken into account.

Thus, for the OECD countries, 1976 was a year of adjustment difficulties
and of wide disparities. However, measures taken toward the end of 1976
to help sustain the recovery, as well as further actions contemplated for
early 1977 in some "strong currency" countries, should help smooth
the adjustment process this year. Nevertheless, remaining difficulties must
not be underestimated, nor must the danger that they could lead to grow-
ing pressures for restrictive trade measures be taken lightly. Because such
pressures may be increasingly difficult to resist, it is important that progress
in the Multilateral Trade Negotiations (MTNs) be substantial. In particu-
lar, aside from the increase in general welfare that would result from trade
expansion associated with tariff cuts and the removal of nontariff trade bar-
riers, the strengthening of the general framework of the GATT is important
in this context.
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OPEC SURPLUSES

Adjustment problems of many countries continue to be complicated by
the large surpluses accruing to OPEC. In line with the upswing in eco-
nomic activity, the OPEC current account surplus began to rise again in
1976. Import absorption possibilities have turned out to be very high
for most OPEC member states, even for Saudi Arabia and the United
Arab Emirates. Nevertheless the rise in the current account surplus for
OPEC in 1976 is a reflection of increases in the surpluses of the latter
countries and Kuwait as import expansion possibilities for these countries
lag well behind the inflow of oil revenues. The increase in the export
price of OPEC oil agreed upon at the end of 1976 will serve to raise the
OPEC surplus further in 1977. Because of port congestion, disarray in de-
velopment programs that were accelerated too quickly, and surfacing finan-
cial constraints, a number of OPEC members have begun to reconsider their
domestic requirements. For this reason and because much of the prospec-
tive increase in production will probably be in Saudi Arabia, it is not likely
that much of the addition to oil incomes from price increases will quickly
be translated into foreign orders. Thus the investible surplus of OPEC is
likely to increase in 1977, assuming that economic growth in oil-importing
countries will continue, albeit at a moderate pace.

The way in which OPEC members have invested their financial sur-
pluses has changed markedly over time (Table 32). Whereas OPEC
funds in 1974 were largely invested in short-term assets, the flow into
bank deposits and Treasury bills has declined sharply since then, while
equity investments and purchases of bonds and notes have continued to
grow. With the termination of the Oil Facility in the IMF and some diminu-
tion of OPEC grant aid in 1976, a larger share of OPEC's investible surplus
flowed to the market. However, considering the decline in the current ac-
count surplus, investible funds in 1976 are likely to have totaled about $40
billion compared with almost $60 billion in 1974.

The geographical distribution of OPEC's investment flows has also
changed considerably over the past 3 years. Investments in the United States
have risen from 20 percent of the total in 1974 to an estimated 30 percent or
so in the third quarter of 1976. On the other hand, OPEC's placements in
the United Kingdom fell from 12% percent of the total investible surplus in
1974 to nearly zero in 1975; and for the first 3 quarters of last year there was
a net liquidation of $1*4 billion of sterling assets,

NON-OIL LDCs

The increase in the OECD's current account deficit last year was re-
flected largely in a narrowing of the deficits of the non-oil developing coun-
tries. Because official financing flows to the non-oil LDCs from both OECD
countries and OPEC were little changed from 1975, the diminution of the
non-oil LDCs' deficit reflected primarily market transactions. Adjustment
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TABLE 32.—Estimated disposition of OPEC investible surplus, 1974-76
[Billions of dollars]

Disposition

United States .

Banking and portfolio placements.

Short-term bank deposits and Treasury bills
Long-term bank deposits
U.S. Treasury bonds and notes
Other domestic bonds and notes
Equities

Other (includes real estate and other direct investment,
prepayments on U.S. exports, debt amortization, etc.)__.

United Kingdom

Other developed countries

Less developed countries ._

Non-market countries

Euro-banking market4

International financial institutions (including IMF Oil Facility).

Total investible surplus (identified above)

ESTIMATED INVESTIBLE SURPLUS

Error of estimates of surplus and unidentified investments

1 Preliminary.2 Includes shift of over $1 million from prior year "direct investment" in a U.S.-incorporated petroleum company to
banking and portfolio assets.

3 Less than $0.5 million.4 Claims on banks in currencies other than that of the country in which bank resides; excludes banks in the United
States.

« Not available.
Note.—Detail may not add to totals because of rounding.
Source: Department of the Treasury.

measures taken by a number of non-oil LDCs in late 1975 and in 1976 were
reflected in lower import flows. But a more important factor in the smaller
deficit was the resumption of growth in the volume, and even more in the
value, of exports. Commodity prices began to rise early in the recovery. The
London Economist's "Index of Commodity Prices" in dollar terms showed
a rise of 40 percent between July 1975 and July 1976. With the pause in the
recovery at midyear, price increases appeared to come to a halt for some
commodities and to moderate for others. The overall result, however, was
that by the end of 1976 commodity prices on average, at least as measured
by the Economises index, had reached the inflation peaks reported in 1974.
This upward shift in the price level for commodities will continue to be
reflected in the export earnings of commodity producers.

EXCHANGE RATE CHANGES

The financing of external deficits in 1976 was accompanied by a very high
rate of activity in foreign exchange markets. The trade-weigh ted exchange
rates for certain major currencies showed considerable movement despite
relatively large balance of payments financing and heavy intervention by for-
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eign central banks in exchange markets (Chart 7). The strains experienced
within the European snake arrangement were a major factor in the heavy
intervention activity. Early in the year heavy pressure on the French franc
led the authorities to break the link with the currencies adhering to the snake.
Upward pressures on the German mark, reflecting both the large German
current account surplus and the continued significantly better inflation
performance of the German economy compared with its trading partners,
caused considerable strain among the currencies remaining in the snake. In
the fall of 1976, therefore, the central values of the currencies within the
snake were realigned, with the mark appreciating by 2 percent, the Swedish
krona and Norwegian krone depreciating by 1 percent, and the Danish krone
depreciating by 4 percent. The largest changes in the foreign currency mar-
kets, however, involved the pound sterling, the Italian lira, and the Mexican
peso, which depreciated by 16 percent, 2134 percent and 37J/i percent
respectively against the U.S. dollar between the end of 1975 and the end
of 1976.

INTERNATIONAL FINANCIAL MARKETS

The unrest in the exchange markets and the financing difficulties that
surfaced during the year for a number of industrial and developing coun-
tries obscured the relative ease with which deficits of many other countries
continued to be financed. Activity in the international capital market was
brisk during 1976. On the demand side, expectations that borrowing costs
would rise in 1977 buoyed activity; in addition, there was an exceptionally
strong surge in Canadian demand for long-term funds. Concurrently the
supply of funds to the bond markets was encouraged by low demand for
domestic credit in the United States and Europe resulting in declines in
short-term interest rates during the year. As funds became more abundant,
bond yields began to fall. Medium-term credits arranged in the Euro-
currency market also showed a substantial increase last year, as rising
demands for finance from almost all the main categories of borrowers were
met by increases in supply sufficiently large to allow borrowing costs to de-
cline. Total borrowing in the markets for medium-term Eurocredits, Euro-
bonds, and foreign bonds amounted to $48 billion in the first 10 months of
the year, representing an annual rate of $58 billion, an increase of more than
one-third from the 1975 total.

New issues of Eurobonds during the first 10 months of the year at $12j/2
billion were well above the volume issued in the corresponding period of
1975, a previous peak for the Eurobond markets. Industrial countries issued
69 percent of all bonds during the first 9 months of 1976, taking a consider-
ably lower share of loanable funds than in 1975. Japan was very active in the
market, but some borrowers from countries in deficit—for example, the
French, the British, and especially the Canadians—also increased their use of
the Eurobond markets. Canadian issues of $2% billion in the first 10 months
of last year were more than twice as large as in all of 1975 because of
exceptional needs for long-term finance, relatively high domestic interest
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rates, and tax changes that facilitated foreign issues by private companies.
Developing countries floated loans whose volume in the first 3 quarters of
1976 was more than twice that of the preceding year; their share of the
market consequently rose to 20*4 percent, 5 percentage points of which were
accounted for by oil-producing countries (Table 33).

TABLE 33.—Borrowing in international capital markets, 1974-76
[Billions of dollars]

Capital market

Total borrowing

Medium-term Eurocredits2

Industrial countries..
Denmark
France
Spain _. _
United Kingdom
Other

Oil-exporting countries
Algeria .
Indonesia
Iran
Venezuela
Other

Other developing countries.
Argentina
Brazil __
Mexico
Philippines .
Other

Nonmarket countries and
organizations

International organizations
and other _ __

Eurobonds.. _ _
Canada
France
Japan
Other

Foreign bonds __ ._
Canada.
IBRD .
Other

1974

40.8

28.5

19.0
.4

3.3
1.1
5.7
8.5

.8
o
.4
.1
.1
.2

7.2
.5

1.6
1.5
.9

2.7

1.1

.4

4.5
.4
3

3.6

7.8
2.0
3.1
2.7

1975

Total

42.7

20.6

6.4
.3
.5

1.0
.6

4.0

3.2
5

1.6
.3
.2

.6

7.9

f]2.2
.3

3.3

2.7

.4

10.2
1.2
1.3
1.2
6.5

11.9
3.4
2.4
6.1

First
half

19.2

8.5

2.8
0

'.5
.3

1.6

1.4
.1

1.1
0
.2

0

2.6
(3)

.7

.1
1.1

1.1

.3

5.6
.3
.8
.6

3.9

5.1
1.3
.6

3.2

Second
half

23.5

12.0

3.6
.3

'.6
.4

2.2

1.8

6
2

0
.6

5.3

n
1 5
.1

2.3

1.6

.1

4.6
.9
5

.6
2.6

6.9
2.0
1.7
3.2

1976

First
half

30.3

12.3

3.6

.3
1.0
1.2

1.7
4

.3

.7
0

4.7
.1

1.2

.7
2.0

1.4

.9

8.4
1.9
.8
.7

5.0

9.6
3.4
1.6
4.6

Third
quarter *

11.2

4.7

2.5
0

ill
.3

1.0

.4
1

2
0
.1

1.6
.1
.7
.4
.1
.3

.2

3.1
.6
.3
.3

1.9

3.4
1.1
.5

1.8

October *

6.9

5.0

1.5
0
0
.1
.6
8

1.1
0
0
.1

1.0
0

2.0

(3)
9

.1

.5

.3

.1

1.0
.2
.1
.1
.6

.9

.3
0
.6

i Preliminary.
3 Publicized credits of over 1-year maturity; represents commitments.
3 Less than $50 million.

Source: International Bank for Reconstruction and Development (IBRD).

The brisk activity in the Eurobond market was in part related to a shift
in interest rate differentials that may have contributed to the willingness of
investors to reduce their liquidity positions and extend the maturity of their
holdings. Short-term rates exhibited a sharp cyclical decline, while long-term
rates fell relatively little, partly because inflationary expectations appeared
to change slowly. Thus yield differentials changed greatly. Whereas at the
time of historically high short-term interest rates the differential between
Eurodollar deposit rates and Eurobond yields had been as high as 3 percent-
age points, Eurodeposit rates in 1976 were generally below Eurobond yields.
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Bank lending also rose substantially in 1976. Like the rising activity in the
Eurobond market, the expansion of Eurocurrency loans and the increase in
claims on foreigners by head offices reflect the high level of liquidity in the
private sector in the main financial centers and the low loan demand from
domestic borrowers. Although there has been considerable discussion in pri-
vate and government circles regarding the structure of the balance sheets of
the banking system, particularly regarding the exposure vis-a-vis certain
countries, bank lending to foreigners has risen briskly, at least through the
third quarter of 1976 (the latest date for which overall data are available).
Publicly announced Eurocurrency bank credits for 1976, at over $28*/2 bil-
lion, exceeded credit extensions in 1975 by 36 percent. Morgan Guaranty
estimated that the size of the market, net of interbank deposits, expanded
from about $250 billion at the end of 1975 to nearly $285 billion in Sep-
tember 1976.

In the first 10 months of last year U.S. banks increased their short-term
claims on foreigners by $10 5/2 billion, $8^2 billion of which was accounted
for by loans to Latin America. The continued extension of bank credits to
developing countries was not confined to U.S. banks: European banks have
also increased their assets vis-a-vis this group of countries. The risks associ-
ated with some of these loans are reflected in the rates that are being
charged. For example, in the medium-term Eurocurrency markets the pre-
mium charged some developing countries has risen to at least $/$ percentage
point at a minimum in recent months. There seems to have been a marked
shift in the way banks view the creditworthiness of certain countries.
Whereas in earlier periods the fact that a government had not touched its
reserve position in the IMF was taken to indicate a relatively low risk in
extending loans, banks now seem to favor lending to countries operating
under IMF-suggested surveillance. Because banks cannot attach macro-
economic conditions to their loans, or in any event monitor them, they
apparently feel more comfortable with debtors operating under IMF
conditionality.

OFFICIAL FINANCING

Official financing flows in 1976 constituted a somewhat larger pro-
portion of the financing of external deficits than they did in 1975. Total
borrowing from the IMF in 1976 amounted to SDR 6.0 billion as compared
with SDR 3.9 billion in 1975. Although this change appears relatively small,
funds drawn from the IMF in 1976 reflected a higher amount of drawing on
regular IMF facilities subject to stricter conditionality as the Special Oil
Facility came to an end in March 1976. Access to IMF resources was eased
because credit availability in the IMF had been increased temporarily by 45
percent of quotas pending the ratification of the Amendments to the Articles
of Agreement, which among other things will put into effect the particular
quota increases agreed upon in Jamaica at the beginning of 1976.

Access to official financial resources was also considerably increased by
liberalization of the Compensatory Financing Facility in the IMF. This
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facility is designed to help countries overcome shortfalls in export earnings
which are largely beyond their own control. During 1976 drawings approved
under this facility amounted to SDR 2.3 billion compared with a total usage
for the preceding 13-year period, 1963-75, of SDR 1.2 billion. The more
liberal access to the Compensatory Financing Facility has clearly done much
to ease external financial constraints and cyclical payments problems that
non-oil primary producing countries, both developed and developing, were
experiencing during the year. In fact, the non-oil LDCs as a group were able
to increase their reserve positions by SDR 7^4 billion during the first 10
months of 1976. However, this aggregate increase combines a number of
countries that experienced increasing external financing problems with
others that experienced an easing of financial constraints.

Finally, official financing resources available to developing countries are
being augmented by the disposal of part of the IMF's gold holdings. One-
sixth (25 million ounces) of the IMF's 150 million ounces of gold is being
sold at public auction over a 4-year period for the benefit of developing
countries. A portion of the profits are being transferred directly to develop-
ing countries in proportion to their quotas in the IMF. The remainder of
the profits is being used to finance a Trust Fund, separate from the IMF but
managed by the IMF as trustee. This Trust Fund will provide balance of
payments support on concessional terms to the IMF's poorest members. An
additional 25 million ounces of the IMF's gold holdings are being sold to all
members in proportion to their quotas, or "restituted," at the present official
price of gold in exchange for currency usable by the IMF. Restitution is
being carried out in four annual installments of approximately 6% million
ounces each.

In May of last year the IMF announced a program of 16 auctions at
roughly 6-week intervals over a 2-year period covering sales of 12 5/2 million
ounces of gold, with 780,000 ounces to be offered for sale at each auction.
Five auctions were conducted under this program during 1976, in which a
total of 3.9 million ounces of gold was sold at an average price of $122 per
ounce and at a profit for the Trust Fund of $320 million. The first loans
under the Trust Fund program were being approved by the Executive Board
of the IMF at the turn of the year.

In late 1976 the Executive Board of the IMF reviewed the results of the
auction program and decided that it would be desirable—without disturbing
any of the basic tenets of the general agreement on gold—to shift to a definite
schedule involving somewhat more frequent auctions at which slightly
smaller amounts of gold would be sold. The first installment of restitution
was to take place in the first weeks of January 1977, to be followed on Jan-
uary 26 by the last auction to be held at the 6-week intervals established in
May of last year. Beginning March 2, 1977, auctions will be conducted on
the first Wednesday of each month, each involving the sale of 525,000
ounces.
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The general assessment of the experience gained so far, following some
initial uncertainty about the potential effects of the IMF's sales and about
market interest and participation, is that the IMF's sales program has been
quite successful. All of the auctions were oversubscribed, and the IMF was
able to obtain prices on each occasion that were very close to prices prevail-
ing in the market. The absence of a definite timetable for sales, however, gave
rise to questions about the timing and amounts of auctions, and has raised
needless questions and speculation in the market about the IMF's intentions.
The IMF's announcement in late 1976 of a definite schedule of dates and
amounts for auctions over the next few months should remove any remaining
uncertainties about the periodicity of IMF sales or the amounts to be
offered.

ADEQUACY OF OFFICIAL FINANCIAL RESOURCES

Despite the fact that official financial resources were augmented consider-
ably during 1976, there is some question about the adequacy of such resources
for the period ahead. As noted earlier, the financing of external deficits,
except in a few instances, was managed relatively smoothly during 1976.
Extension of bank credit remained large, although during the year there was
a growing perception of the need for banks to become increasingly selective
vis-a-vis their debtors, and this was reflected in a growing desire on the
part of private lenders to see commitments backed by some kind of condi-
tionally in terms of adequate economic policies. As a result a number of
authorities may have become less reluctant to draw on their credit with the
IMF.

Since the large increases in OPEC's export price of oil, external debt
levels in nominal terms have cumulated well beyond historical highs for
many countries. The OECD has estimated that current account deficits for
the OECD area since 1974, the first year of the high oil prices, have cumu-
lated to $56 billion. The comparable figure for non-oil LDCs is $72 billion.
In a number of instances debt levels are such as to make private lenders
reluctant to extend further credit.

It is important that countries which have adopted satisfactory adjustment
measures to deal with underlying external disequilibria and high external
debt positions have access to international financial resources to carry them
through the adjustment period. The need for such bridging financing is
obvious because adjustments cannot take place quickly. Furthermore in the
absence of such financing there is a growing risk that political pressures to
institute trade restrictions cannot be resisted.

But, in addition, because of the continuing need to adjust to higher import
prices for energy, further financing may need to be available. As long as
OPEC surpluses persist, there can be no reversal in total debt positions. On
the contrary, external debts will continue to grow. In the interest of interna-
tional equilibrium and the continuation of economic growth worldwide, it
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is necessary that the strongest economies be willing not to resist either a wid-
ening of their current account deficits (or lessening of surpluses) or an in-
crease in purchases of their assets by foreign investors.

For a large number of countries balance of payments financing continues
to be available from private sources. But a very high proportion of such
financing flows through commercial banks, which perform a large share of
the intermediation between OPEC surpluses and the deficits of other coun-
tries. There are internal risks in this situation: banks may at times make
financing too easy for certain countries and thus delay needed adjustment; in
other instances banks may be reluctant to promote adequate financial flows
to a particular country although the country in question could reasonably be
expected to be able to service such flows. In terms of the world financial struc-
ture there are therefore advantages to conditional multilateral financing of
some proportion of the oil-importing countries' current account deficits. The
IMF is the indicated institution to provide intermediation between the
strong creditor countries on the one hand (certain members of OPEC as
well as certain industrial countries with strong payments positions) and the
deficit countries on the other. It is important, from this point of view as
well as to strengthen the IMF's liquidity position, that the enlarged quotas
agreed to under the Sixth Review of Quotas should go into effect as early as
possible in 1977. This will require that the second Amendment to the Articles
of Agreement be ratified by many members who have not yet done so. Fur-
ther, in recognition of the possible greater financing needs, the OECD coun-
tries have negotiated a Financial Support Fund, submitted to the Congress
last year. In addition, the IMF has advanced the date of the normal quin-
quennial review of its resources by 2 years. However, needs may materialize
sooner than the advanced completion date of that review would allow; and,
in any case, additional means may be required to augment the IMF's re-
sources either generally or in terms of certain currencies.

NORTH-SOUTH ECONOMIC RELATIONS

The growing external financial problems that have followed the inflation,
the large increases in the price of energy, and the recession of the past several
years make it more important than ever that the economic interdependence
between the developed and the developing countries be fully recognized.
During 1976 discussions between developed and developing countries were
carried on mainly at the United Nations Conference on Trade and Develop-
ment (UNCTAD) in Nairobi and the Conference on International Eco-
nomic Cooperation (CIEC).

The central issues raised by the developing countries were: (1) Gen-
eralized debt relief; (2) preservation of the purchasing power of export
earnings; and (3) official development assistance.

With regard to generalized debt relief, the view of most developed
countries was that adequate channels already exist to handle acute cases of
financial crisis efficiently. During 1976, for example, there was a need to re-
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schedule the external debt of Zaire. This was dealt with promptly through
the so-called creditor club channel. Apart from the specific instances of acute
cases of financial crisis where countries are forced to seek debt rescheduling,
it is not in the interest of debtor countries to seek debt relief. Indeed, an
abrogation of debt contracts would put into question their creditworthiness
and would inevitably hamper their future access to capital markets. In fact,
the easing of such access is an agenda item of considerable importance
to a number of developing countries.

In addition, the question of generalized debt relief really involves the
broad external financial situation of developing countries. Debt constitutes
only one aspect of the overall financial situation in a particular country;
therefore general debt problems address the basic question of the adequacy
of transfer of resources to developing countries. The availability of and need
for such resources are reviewed periodically. Such reviews may lead to the
conclusion that increases in aid flows are required either on a multilateral or
on a bilateral basis. It is important, however, that questions regarding debt
problems and possible defaults not be confused with those relating to the
adequacy of development assistance.

The level of export earnings of developing countries constitutes a crucial
element in their economic development. The purchasing power of export
earnings is therefore of considerable importance to policy planning. It is
directly related not only to economic conditions in the country in question
but also to those prevailing abroad. Stable noninflationary growth worldwide
is thus the basic prerequisite for continuing growth in the purchasing power
of domestic incomes and export earnings.

It must be recognized that developed and developing countries, each in
their own way, need to seek improvements in the conduct of their economic
policies with a view to achieving the most effective use of available resources
and assuring steady growth in years to come. Artificial ways of achieving such
stable conditions in lieu of appropriate policy measures will, of their nature,
be self-defeating in the longer run. Such artificial means, exemplified by at-
tempts to relate the price of a particular good to that of some other good or
bundle of goods, or to freeze the so-called terms of trade of a particular
country, will inevitably introduce distortions into the economy in question as
well as into the world economy. If prices thus determined tend to be higher
than normal supply and demand relationships would produce, they will add
to the inflationary impetus in both consuming and producing countries. This
will occur directly through the price mechanism and indirectly through over-
investment in production facilities either for the goods in question or for sub-
stitutes whose production was uneconomic at competitive prices. If the price
were to be lower than market forces would indicate, underinvestment would
occur. In each case the eventual outcome would be detrimental to producers
as well as consumers. Further, competition, the major catalyst for eco-
nomic growth, would be adversely affected domestically and internationally.
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A freezing of relative prices, either partially or fully, would thus inhibit the
attainment of the stated goals of both developed and developing nations.

It has long been recognized that large fluctuations in export earnings that
can arise outside the control of the exporting countries can have important
detrimental effects on the well-being and growth of developing coun-
tries. But it is not realistic, or useful, to attempt to introduce new mechanisms
when existing ones are being improved and are likely to deal adequately
with the basic problems. The recent liberalization of the Compensatory
Financing Facility in the IMF is an example of a major improvement
effected in an already existing mechanism. The scheduled review of this
facility will determine the extent to which participants consider current
access to be adequate. In order to help minimize economic fluctuations,
which are detrimental both to the countries in which they occur and to
their trading partners, systematic consideration in producer and consumer
forums of ways to improve the stability and efficiency of specific commodity
markets can be useful. More generally, in the interest of both commodity
producers and other trading nations the consultative machinery on gen-
eral economic developments and on their interaction among countries could
be improved. The possibilities for recognizing and solving mutual prob-
lems and mutual needs could thereby be strengthened.
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