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NON-TECHNICAL SUMMARY

The paper provides an account of the current situation, outleook
and policy options for the global economy. Medium~term prospects
are medlocre and fraught with conslderable downside rlsk, as
indicated in Section 1. Section 2 outlines fiscal and monetary
policy options for the main industrial countries %o lmprove
global economle performance. Worrles about the U8 fiscal position
are shown to be exaggerated in Sectlon 3. In Section L it is
argued that while the US economy Is well on course to beccme a
net external debtor, it has not yet reached that positlon. In
the longer run too, prosperity or depression will be determined
to a large extent by policy cholces.

Mediocre medium-term prospects and considerable downside
risks for the world eccnomy Amcng the few bright spots in the

current world economic situation are the achievement of a lower
rate of inflation and the absence of any serious immedlate
threats of a renewed inflationary surge. Another positlve
development is the realignment of nominal and real exchange rates
which has taken place sinece 1985, mainly through the depreclation
of the US dollar and the appreciation of the Deutschmark and Yen.
Thnis is a necessary, but by no means sufficient eondltion for the
restoration of global macroeconomic equilibrium.

Bzrring significant changes 1n the fiscal-monetary policy mix In
the leading industrial countries, there is unlikely tc be a
significant improvement 1n the medium-term outlock for global
economlc growth. The current tendency toward low and gently
declining growth rates of GDP and world trade 1s therefore likely
to econtinue. There also is considerable "downside rilsk” in the
shape of a world recession which could be triggered by a number
of unfavourable contingencies. These include:

(1) An uncoordinated attempt to redress the intra-0ECD
macroecenomic imbalances by a unilateral fiscal contraction 1in
the United States without offsetting changes in monetary policy
in the United States and in monetary and fiscal pollcy in the
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rest of the OECD to support the level of global economic
activity.

(2) An abrupt "free rail" of the U3 dellar, triggered by a loss
of confldence in the internaticnal financlal markets. This could
provoke a defensive tightening of US monetary policy, resulting
in an increase in nominal and real interest rates (especially at
the short end) and a recession in the United States, with
spilleovers to the rest of the world and an immediate worsening of
the position of the major debtor countries.

(3) An exacerbation of the debt crisils, which weazkens the banking
and financlal systems of the industrial countries ang results in
an Increase in the cost and a reduction in the availability of
eredit for domestic and international lending. The reduced
demand by badly affected debtor countries for the goods and
services of the industrial countries would intensify the
contractionary pressures in the world economy.

{(4) A financial crisis triggered by a major stock marke: collapse
in one or more of the world's financial centres. Price/earnings
ratlos of 100 or more have become routine recently on the Tokyo
stock market and the sustalnability of this situation 1s cpen %o
question. The interdependence of the major financial centres is
now such that a serious ccllapse in any one of them is likely to
spill over into the others. The very high levels of consumer angd
other private credis outstanding in many of the Industrial
countries (notably in the United States) make their finanecial
systems much more vulnerable to shoeks. The rapid pace of
deregulation and innovation in domestle and international
financizal markets may have outstripped the capacity of the
established mechanisms for prudential control. The resulting
uncertainties anag vulnerability matter little when the world
economy 1s prospering and major shocks are absent. They carry
the potential, however, for cumulative "debt deflation” and
financlal crisis should the world economy stagnate and




(111}

unanticipated shocks rock the system.

(5) 4 worsening of global protecticnist tendencies and, In the
worst—-case scenario, a serlous trade war. A global recession
triggered by any set of unfavourable contingencles is likely to
carry in its wake a tendency towards more intense protectionlsm.
This would in turn deepen the recession and delay the recovery.

(6) A major increase in the price of oil, triggered by a
conflagration in the Gulf for example-

Pollcy optlions to improve global economic performance. None of
these adverse events may come to pass; most of them can be

avoided by reasonable internatlonal cooperation spurred by no
more than enlightened self-interest. Some form of global
contingency planning does seem highly desirable. Anticipating
adverse shocks, avoiding contributing to them and belng ready to
respond flexiply and in a coordinated manner to theose that are
beyond their control should figure promlnently on the agendas of

the monetary and fiscal authorities of the major industrilal
countriles.

The elements of a policy package that would significantly improve
global macroeconomle performance in the near and medium term are
the following:

There should be a "supply-side friendly" fiscal expansion in the
fiscally strong industrial countries, such as Japan, Germany, and
the Unlted Kingdom. The behaviour of thelr debt/GDP ratios,
their primary government deficlts and, in the case of Japan and
Germany, thelr current account deficits suggest that these
ecountries have ample fiscal elbow room. In additlon there 1s
considerable real slack in all three economies, which can be
expanded in the case of CGermany and the United Kingdom if the
right supply-side frilendly fiscal measures and other reforms of
the key markets are undertaken (especlally the labour market and,
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in the United Kingdom, the housing market). These measures
include cuts In employers' social securlity contributions, private
investment subsidies (possibly temporary to get maximal short-
term effects on demand), other cuts in direct taxation, increased
investment in the social Infrastructure and, especially in Japan,
measures to stimulate investment in private housing. The
recently announced fiscal stimulus in Japan is a step in the
right direction but seems very small (about $35 billien) in
relation to btoth the macroeconomic and the structural nseds of
both Japan and the world econcmy. The German decisilon to bring
forward some already scheduled tax cuts (0.9% of GDP in 1588)
also seems inadequate. France, however, appears to have little
room currently for a significant fiscal stimulus and Italy needs
to retrench in view of the magnitude of 1its primary deficit. It
is important in the case of Italy that the government does not
abandon its seignlorage tax, as this would elther cause a further
debt explosion or necessitate a very savage cut in the primary
deflcit. Tight moretary policy in Italy today seems very
counterproductive.

To prevent the Japanese-European filscal expanslon from being
"crowded out" by further exchange rate appreciaticon, monetary
policy in Japan and Eurcpe should aim to stabilize the exchange
rate or at least prevent a very sharp appreciztion of thelr
currencles.

Unilateral fiscal contraction In the United States, would only
succeed In improving the US fiscal and trade deficits by
exporting a recession to the rest of the world through z further
depreciation of the US real exchange rate, unless this
contraction is accompanied by a correspondingly expansionary UGS
monetary policy and a Eurcpean-Japanese fiscal-monetary package
to expand demand at a given exchange. A coordinated glohal
package of fiscal and monetary policies 1s therefore essentizl.




(v)

Unnecessary alarm about the US Fiscal position. The
"ynsustainability” of the current US fiscal position has been
much exaggerated. If the United States has a general government
primary deflelt at all, it i1s small and no Tiscal herolcs to
eliminate it seem required. In order to achieve full employment
and surpluses in the current account and trade balance, spending
cuts and/or tax lncreases are called for in the United States.
It is important To announce these measures as s00n as possible

and to schedule the fisecal retrenchment over a number of years.
Credible announcements today of future flscal tightening have
expansionary effects today: the antleipatlon of future spending
cuts or tax increases lowers today's long real interest rates and
may even boost the market price and shadow price of exlsting
capltal stock, encouraging new lavestment. When the fisecal
contraction is actually phased in, 1t will have 1ts normal
depressing effect on aggregate demand. At that stage the Fed
should be ready to provide the necessary once-cff menetary
stimulus to avold a recesslon.

The net international investment position of the United 3tates
has worsened steadily since 1982. There had been small current
account deficits previcusly but the recent current account
defilelts are unprecedented both in dollar terms and as a
percentage of GNP. Since 1983, the current account defilcit has
been 1.4, 2.8, 2.9 and 3.3% of GNP. The previous postwar peaks
in 1977 and 1978 were a mere 0.7% of GNP.

These current account deflcits have eroded the net international
investment position of the United States, but 1t is doubtful
whether the United States 1s yet a net external debtor country,
as 1s often reported. The official data on the U3 net
international 1nvestment position support the view that the
country became a net external creditor iIn 1985. The picture of
the United States as a net external debtor 1s contradlcted by the
robustly posltive stream of net investment Income (or net foreign
factor income) of $29 billion in 1982, $25 billion in 1983, $19
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billion in 1984, $25 billlon in 1985 and $23 billion in 1586. 4
country that is 2 net external debtor cannot have a perslstently
positive net stream of forelgn investment income.

The questlon therefore 1s whether to believe the negatlve stock
data or the positive flow data. It 1s 1likely that both series
are subject to severe measurement errors. The external assets
and liabilities of the United States, for example, tend to be
valued at "historle cost”. On balance, 1t seems likely that the
pleture presented by the positive net stream of foreign
investment inccome is correct and that the United States has not
yet become a net external debtor. The persistence of current
account deficits would mean, however, that it is only a matter of
time until the true net external investment position of the
Unlted States becomes negative and the positive flow of net
investment income turns negatlve. Regardless of the net external
investment position of the United States, it hardly seems right
from the polnt of view of a globally efficient allocation of
scarce investible funds for the most caplital-rich country to
appropriate such a large share of the world's savings.

Long-run prospects. In the longer term, potential output growth
Is %o a large extent the result of policy choices. Even if the
underlying or trend growth rate of factor productivity is
unaffected by stabilization pollicy, which I1s by no means certain,
potential output growth 1s a function of the growth of the
private and public sector capital stocks, which can be boosted by
appropriate supply-side policies and by demand management aimed
at securing a high degree of capaclty utilization.
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1. Introduction

The current global economic situation is one of low and declining
growth rates of real output, persistent external imbalances and growing
protectionist pressures.

Among the few bright spots are the achievement of a lower rate of
inflation and the absence of serious immediate threats of a renewed
inflationsry surge, both in the industrial and in many of the developing
countries. Another positive development is the realignment of nominal and
real exchange rates during 1985, 1986 and the first half of 1987, mainly
through the depreciation of the U.S. dollar and the appreciation of the D-Mark
and the Yen. This is a necessary, but by no means a suificient, conditioen for
the restoration of global macroeconomic equilibrium.

Barring significant changes in the fiscal-monetary policy mix in the
leading industrial countries, the near- and medium- term outlook for global
economic growth does not hold out great promise for a significant improvement
over the growth stagnation of the past two years. Long-term global real
growth rates much in excess of those achieved since the beginning of the 1980s
will in addition require structural reforms in the industrial countries teo
enhance the flexibility of labor, product and financial markets, promote
intersectoral resource mobility, boost full employment national savings rates
and raise the share of capital formation and the yields on public and private
investment.

The developing countries, which collectively account for a rising
share of global ecomomic activity, are an important component of any strategy

for improved global econemic performance. Individual developing countries,
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even the larger ones, have, however, very little influence on their external
econemic environment. The growth of world trade, global nominal and real
interest rates, the terms of trade, ease of access to world markets, and the
availability of aid and of concessional finance are effectively beyond their
control. While the economic performance of the developing countries is to a
large extent determined by domestic events and by their own economic policies,
an unfavorable international environment creates serious, and in some cases
almost unsurmountable, ebstacles to growth and development. The recent
falling off of growth rates in the majority of the developing countries
reflects the worsening international economic environment and the absence of a
viable long-term strategy for dealing with the debt erisis.

As has been stated already, the median near- and medium-term
prospects for global ecomomic growth are not good, barring significant changes
in the macroeconomic policy stance of the main industrial countries. A
continuation of the current tendency of low and gently declining growth rates
of GDP and world trade is therefore likely. There also is considerable
"downside risk" in the shape of a world recession which could be triggered by
2 number of unfavorable contingencies. Among these are the following:z (1) an
uncoordinated attempt to redress khe intra-0ECD macroeconomic imbalances by a
unilateral fiscal contraction in the United States without accompanying
monetary policy actions in the United States and monetary and fiscal policy
actions in the rest of the OECD to support the level of global economic
activity; (2) a sudden, abrupt "free fall™ of the U.S. dollar, triggered by a
loss of confidence in the international financial markets, which provokes a
defensive tightening of U.S. monetary policy, resulting in an increase in

nominal and real interest rates (especially at the short end) and a recession
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in the United States with spillovers to the rest of the world and an immediate
worsening of the position of the major debtor countries; (3) an exacerbation
of the debt crisis, which weakens the banking and financial systems of the
industrial countries and results in an increase in the cost and a reduction im
the availability of credit for domestic and international lending. The
reduced demand by badly affected debror countries for the goods and services
of the industrial countries would intensify the contractionary pressures in
the world ecomomy; (4} a financial crisis triggered by a major stock market
collapse in one or more the world's financial centres. Price earnings ratiocs
of 100 or more have become routine recently on the Tokyo stock market and the
sustainability of this situation is open to question. The interdependence of
the major financial centres now is such that & serious collapse in any one of
them is likely to spill over intc each and everycne of them. The very high
levels of consumer and other private credit outstanding in many of the
industrisl countries (notably in the United States) make their financial
systems much more vulnerable to shocks. The rapid pace of deregulaticn and
innovation in domestiec and internmational financial markets may have
cutstripped the capacity of the established mechanisms and institutions for
prudential control. The resulting uncertainties and vulnerability matter
little when the world economy is prospering and major shocks are absent. They
carry the potential for cumulative "debt deflation” and financial erisis when
the world economy stagmates and unanticipated shocks rock the system; (5) a
worsening of global protectionist tendencies and, in the worst-case scenarioc,
a serious trade war. A global recession triggered by any set of unfavorable
contingencies is likely to carry in its wake a tendency towards more intense

protectionism. This would in turn deepen the recession and delay the
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recovery; (6) a major increase in the price of 0il, triggered say be a
conflagration in the Gulf.

None of these adverse event may come to pass; most of them can be
avoided by reasonable international cooperation spurred by no more than
enlightened self-interest. Seme form of global contingency planning does seem
highly desirable. Anticipating adverse shocks, avoiding contributing te them
and being ready to respond flexibly and in a ccordinated manner to these that
are beyond their control should figure prominently on the agendas of the

monetary and fiscal authorities of the major industrial councries.

II. Developments In The World Economy

The slowdown of global economic growth since 1984, the peak year of
the brief recovery that began in 1982 is apparent from Tables I and 2. Real
CDE growth for the OECD as a whole peaked in 1984 at 4.8 percent and declined
to 3.1 percent in 1985, 2.6 percent in 1986 and an estimated 2.3 percent in
1987. 1/ The decline in real growth rates was most prenounced in the United
States, followed by Japan and Germany. No significant deceleration from the
most recent cyclical peak occurred for the United Kingdom, Italy and France,
but with the three main industrial powers slowing dosm significantly, the
overall growth rate for the industrial world has been only a steady downward
path since 1984. The slowdown in the growth rate of GDP in the industrial
world is mirrored in the declining growth rates of world trade shown in Figure

2. One of the more striking differences between the 1980s and the high-growth

1/ Before the recent upwards revision of U.5. GDP growth the figure for the
G5 reparted in IBRD Sec M87-754 were 2.5 percent for 1986 and an estimate of
2.3 percent in 1987.
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Tabie 2 The growth of world trade
{percentage growth rates of world trade volume)

Total Manufacturing

1969~78 6.7

1977 4.9
1978 4.7
1979 6.4 5.6
1980 1.2 5.3
1981 0.7 3.0
1982 ~2.2 -2.9
1983 2.9 4.0
1984 8.6 9.6
1985 3.2 4.4
1986 4.9 0.8
1987 3.3

Source: Manufacturing National Institute Economic Review,
Janusry 1987, Table 23. Total IMF, WEQ, June 1987.
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year before 1973 is that the pre-1973 tendency for trade to grow much faster
than GDP appears to have disappeared in the present decade.

The petering out of the economic recovery in the industrial world can
also be inferred from the behavior of unemplioyment in the main industrial
countries shown in Table 3. Only in the United States has unemployment
declined significantiy from its 1982 peak. European unemployment persists at
or mear its post World-War II high with only the United Kingdom likely to show
some improvement during 1987-88.

The falling off in the growth rates of real fixed capital formation
evident from Table 4 holds our iittle hope for sustained higher growth in the
medium term, absent policies to strengthen this engine of growth. The
disappeinting performance of productivity growth outside the United Kingdem,
Italy and perhaps France (see Table 53} reinforces the picture of underlying
weakness.

The global slowdown has not left the developing countries
unaffected. The average growth rate of the developing countries peaked in
1984 at 5.1 percent and has decelerated to an estimated 4 percent in 1987.
This total figure does, however, conceal wide variations in the performances
of individual developing countriéé and of different categories of developing
countries.

The share of developing countries in world economic activity has
grown in the post-World War IT period, with a set back associated with the
first oil price shock im 1973 and a significant decline since the early

1980s. As Table 6a shows, one set of calculations has developing countries'
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Table 3 Standardized unemployment rates in the industrial countries

(percentage of total Labor force)

1984 1985 1986

1971
United States 5.8
Japan 11.2
Germany 0.9
France 2.6
United Kingdom 3.6
Italy 5.3

4 7.1 5.9
7 2.6 2.8
.1 7.2 6.9
.7 19.1 10.3
.7 11.3 11.5
.2 10.5 n.a.

Source: OECD Economic Outlook, June 1987.
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Table 4 Growth rates of real gross fixed investment

(percentage changes, annual rates)

1969-78 1981 1982 1983 1984 1985 1986 1987
United States 3.8 1.1 ~9.6 8.2 16.1 7.7 1.9 -0.2
Japan 6.4 3.1 c.8 -0.3 4.5 5.9 6.5 5.8
Germany 2.4 -4.8 -5.3 3.2 0.8 -0.4 3.3 4.0
France 3.6 -1l.1 2.7 -2.3 «1.3 3.2 4.4 4.2
United Kingdom 0.9 =-9.5 4.3 5.7 9.1 1.9 0.6 3.6
Italy c.7 0.6 -5.2 -3.8 6.2 4.1 2.0 4.0
ALl industrial
countries 3.4 -0.2 b 6 3.3 8.6 5.4 3.1 2.3

Source: IMF, WEO, April 1987.
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Productivity trends in seleected OECD countries

(private sector, compound annual growth rates)

United United
States Japan Germany Kingdom France Italy

Total factor productivity

Pre-19732

1.5 5.9 2.7 2.1 3.9 5.3
1973-79 =-0.1 1.4 1.8 0.1 1.9 1.7
1979-84 -0.2 1.6 0.6 0.6 C.4 0.1
1984~86 9.0 1.1 1.4 1.4 0.8 1.6

a. United States 1960~73; Ja

France 1963-73, Italy 19706-73.

Actual labor productivity growth in selected OECD countries

pan 1965-73; Germany 1962-73; United Kingdom 1963-73;

(annual percentage rates of growth; total GDP minus general government)

United United Total

States Japan Germany Kingdom France Ttaly QECD
1984 2.1 4.3 3.5 1.9 2.8 3.2 3.4
1985 0.7 3.9 2.4 2.2 1.6 1.9 1.9
1986 0.2 1.3 1.8 1.7 2,5 1.0 1.0
1987 0.5 1.3 1.3 2.0 1.5 1.3 i.3
Source: OECD Economic Outlook, June 1987.
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Table s The developing countries’

..ll_

share of world production

(percentage)

1950 1965 1973 1980 1981 1982 1983 1985 1985 1986
Industrial market economies 8z2.1 76.4 75.9
Developing countries 16.5 21.4 22.3
High income oll exporters 1.4 2.2 1.7
Memo Real GOP growth rates (annual percentage)
1965-73 1973-80 o8 1982 1983 1984 1985 1986
Industrial market economies 4.7 z.8 1.4 -0.5 2.2 4.6 2.8 2.5
Developing countrles 6.5 5.4 20 2.1 F 5.1 4.8 4.2
High income oil exporters 8.3 7.9 1.4 -0.5 -6.9 1.2 -3.8 .-
Memo: Change in items of trade (annual percentage)
Industrial market economies -1.0 ~-3.0 -1.8 3.0 [ 0.3 1.0 8.3
Developing countries 0.7 1.6 -0.9 -t.8 0.0 .7 -0.8 -4.3
High income oil exporters 0.2 13.4 18.5 -5.4 -6.6 1.3 -1.3  -56.2
Source: Wor!d Development Report 1987 and IMF, Wor)d Economic Qutlook (WED), April 1987.
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Teble 6b An alternative calgulation of the developing coyntries’ share of world production
(percentage of "worig" GDP)

1960 1965 1967 1973 1980 1981 1982 1983 1984 1985 1986

Indystriai ¢ountries 75.7 78.0 78.8 8.7 74.9 13.9 ¥4 75,4 76.5 770 78.9
Developing countries 22.3 21,1 20.2 20.4 22,9 23.5 23.4 22.6 21.6 20.9 8.4
Low income 9.3 8.6 7.4 6.4 5.6 5.4 5.5 5.7 5.5 3.5 4.5
Middie income 12.8 12.5 12.5 13.9 17.3 18.1 18.¢ 16.9 16.1 15.5 13.8
High Income Qil Exporters - 0.4 ¢.5 0.7 2.2 2.5 2.5 2.1 1..9 1.7 .
Memo :
Highly indedbted 6.8 6.6 6.6 7.1 8.7 9.4 8.7 7.5 7.4 741 6.1

Note: Value of GDP, {5 in current US dollars.

World total = industrial countries and developing countries end high income oil exporters.

Source: IEC "WDR" data base,
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Table Gc The developing countries' share of warld ftrade (40)

1967 1973 1980 1981 1582 1983 1984 1985 1986

Industrial countries 75.5 76.8 7.5 70.3% AN .7 72.6 73.9 74.6
Developing countries 22.2 20.6 23.3 241 24.0 24.0 23.7 23.2 20.4
Low income .s 2.8 2.7 2.7 2.7 2.8 2.9 3.3 3.0
Middie income i7.5 17.8 20.5 21.4 21.3 21,2 20.8 19.9 17.3
High Intome 0il Exporters 1.3 1.8 5.2 5.6 4.9 4.4 3.7 2.9 .
Hemo:
Highly indebted 6.3 6.2 7.4 1.7 1.3 6.4 6.4 6.2 5.2

Note: Vaiue of exports and imports is In current U.S. dollars; world trade is imports and exports.
World Total = industrial countries and develeping countries and high income oil exporters.

Source: 1EC "WDR" data base.
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Table 6d Industrial countries' shares of rotal industrial countries' GDP
(percentage)

1975 1985 1986
(4> (8) (a) (B) (A} (B)
QECD Total 100.0 100.0 100.0 100.0 100.0 100.0
United States 35.0 35.3 45.5 35.4 39.4
Canada 3.3 3.5 4.0 3.5 3.4
OECD Eurocpe 46.7 44.0 33.1 44.0 36.8
EEC 40.4 37.9 28.2 37.8 31.5
Germany 16.5 10.1 1.2 10.1 8.4
France 8.5 8.1 5.9 8.0 6.7
United Kingdom 7.5 6.8 5.2 6.8 5.2
Ttaly 5.0 4.8 4.1 4.8 4.8
Japan 12.7 14.9 15.3 14.9 18.5
Hote:

A At 1980 prices and 1980 exchange rates.
B: At current prices and exchange rates.

Source: OECD Main Economic indicators, June 1987.
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share of world CDP rising from 16.5 percent in 1965 to 21.4 percent in 1980
and stood at 22.3 percent in 1985.2/

An azlternative set of calculations, reported in Table 6b, shows (very
implausibly) no increase in the developing countries' GDP share between 1960
and 1980. It does reflect (rather more plausibly) a dramatic decline after
1982.

Table 6¢ shows that the evolution of the developing countries’ share
of worid trade (based on the same data base as Table 6b). Again the almost
flat developing country share between 1967 and 1930 seems suspicious, while
the sharp decline since 1983 is much more plausible.

In any case, the developing countries as a group cannot be viewed as
marginal from the point of view of the determination of global ecenomic
activity, even if ome abstracts from the special forms of interdependence
brought about through the debt crisis. In ot er words, & global macroeconomic

strategy should allow for the possibility of significant demand or supply

2] These calculations are very crude. The "world" consists of the sum
of the three categories listed in Table 6, omitting a number of
countries {mainly members of the Comecon). The 1980 shares were taken
from the 1987 World Development Report. The 1965 and 1983 shares were
obtained from the 1980 shares by applying the average annual growth‘
rates of real GDP reported in the 1987 World Development Report. Let gI
by the growth rate of real GDP of the industrial countries, and gd that
for the developing countries. p is the relative GDP deflator of the
developing countries (measured in a common currency) and n the base

year share in world GDP of the develeoping countries. Ignore the high

income oil exporters for simplicity. Then 2%%3 = {1-n) (gd-gI - é%%R).

I have data on GDP inflation rates for the developing and the industrial
countries, but not expressed in a common currency. The change in the terms of
trade given in Table 6 may convey some in formationm. If relative GDP
deflators mirrored the terms of trade, then the developing countries' share of
world GDP in 1965 was considerably lower than that reported in Table 6 and
their share in 1985 would be somewhat lower.
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shocks coming from the developing countries. It alse should take into account
the transmission of demand or supply shocks originating in the industrial
countries via the developing countries back to the industrial world.

Individual developing countries, even the larger ones, must however
take as given their external economic environment {growth of world markets,
limitations on access to world markets through protectionism, terms of trade,
cost and availability of foreign credit -and capital, aid flows, etc.). The
problems faced by many individually small but collectively significant
countries in deciding rational macroeconomic, industrial, and trade strategies
are familiar, but no less daunting for being so.

Table 6d is Exhibit One in the case for macroeconomic policy co—
ordinator among the main industrial countries: there is no single
overvhelmingly dominant player on the international economic scene. The
United States, atill by far the single largest player, accounts for about 35
percent to 40 percent of total OECD GDP (or between 25 percent and 30 percent
of world GDP). This puts it in the same range as the EEC and somewhat below
OECD Europe as a whole. North America (United States plus Canada) has roughly
the same weight as OECD Europe. Japan has azbout 15 percent of OECD GDP or
about 11 percent of world GDP. OQECD Europe (or even the EEC)} is of course not
a single economic policy making unit. The largest national European player
(Germany with 10 perent of QECD GDP} accounts for only one quarter of EEC
GDP. The absence of a unified national economic policymaker in Europe is to &
cettain-extent matched an the fiscal side in the United States by the enduring
stalemate b;tween the Congress and the executive. The existence of national
monetary authorities with varying degrees of independence (greatest for the
German Bundesbank, followed by the Federal Reserve Board of the United States)

further complicates the task of co-ordinating macroecconomic policy.

CJW/Buiter2/10-13-87
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Table 7 Inflation, 1973-87
(percentage changes)}

1973~80 1982 1983 1984 1985 1986 1987
G5, GNP (GDP)
Deflator in local
currency 8.8 6.3 3.9 3.5 3.5 2.7 2.7
United States 8.1 6.4 3.8 4.0 3.4 2.6 4.0
Japan 7.4 1.9 c.8 1.3 1.7 1.8 G.0
France 10.8 12.6 9.5 7.2 5.9 5.3 3.0
Germany 4.8 4.4 3.2 1.9 2.1 3.2 1.8
United Kingdom 16.5 7.6 4.9 3.9 6.1 3.8 4.8
CPI
United States 6.1 3.2 4.3 3.6 1.9 4.8
Japan 2.7 1.9 2.3 2.0 0.6 0.1
France 11.8 9.6 7.4 5.8 2.2 2.5
Germany 5.3 3.3 2.4 2.2 =0.3 0.7
United Kingdom 8.6 4.6 5.0 6.1 3.4 4.4
All industrial countries 7.4 4.9 4.6 4.1 2.3 2.8

Souzce: IMF, World Economic Qutlook, April 1987 and IBRD Short-term Qutlook;

SEC M87-754, June 29, 1987.
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Figure 1 Inflation, 1973-86

Annual percentage change
n

18

/\
. N/

1973 1976 1979 1982 1986

Note: Inflation is calculoted as the change in the GDP deflator.
For devaloping countries, the data pounts indicate median val-
ues; for induserial countnes, average values.

CJW/Buiter2



..19-

Table 8 Major industrial countries' shorf-term and long-Term nominal interest rates

(percentage per annum)

June August &
1979 1980 1981 1982 1983 1984 1985 1986 1987 1987
Short-term interest rates

United States 1.2 13,1 15,9 12.4 9.1 10.3 8.0 £.5 6.1 6.0
Japan 5.9 11.0 1.7 7.1 6.7 6.3 8.7 5.1 3.5
Germany 6.5 9.% 12.0 8.0 5.7 £.0 5.4 3.6 3.7
France 5.5 12.2 15.4 4.6 2.8 117 9.9 7.7 7.5
United Kingdom 13.6  16.6 13.8 1z2.3 10,1 9.9 12.2 0.9 9.4 9.8
Italy 12.0 17,5 200 20.0 18,0 170 154.9 12.6 1.1
Canada 11.9 13.4 18.3 14,4 9.5 11.3 4.6 8.2 7.0
Average for the

seven countries

above 9.9 12.7 14,2 1.7 9.2 9.7 8.5 6.9

Long=term interest rates

United States 9.4 11.% 13.9 13.0 1.1 12.4 10.6 7.7 8.5 a.7
Japan 1.7 8.9 B.& 8.3 7.8 7.3 6.5 5.2 3.9
Germany 7.4 8.5 10.4 8.9 7.9 7.8 6.9 5.9 6.3
France .5 13,0 15.8 15.7 13.6 12,5 0.9 8.5 10.8
United Xingdom 13.0  13.8 4.7 12,9 10,8 10.7 10,8 9.9 9.2
Etaly 14.1 16.% 20.6 20.9 18.0 14.9 13.0 10.4 10,4
Canada 10,2 12,5 1%.2 143 1.8 1z 1.0 9.5 9.8
Average for The

seven countries

above 9.5 1.3 13.2  12.4 10.8 11.0 9.7 7.5

Note: Short rates 2 or 3 month private money market rates; long rates are rates on long=term

government debt.

Source:

Financial Markets, June/July 27, 1987.

CJW/Buiter2/10-13-87
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Table 9 Ex-post short real interest rates®

(percentage)
1960-67  1968-73  1974-79 1960 1981 1982 1883 1984 1985 1986  1987Q!

United States 1.5 0.5 ~-0.7 1.8 4.7 3.4 4.0 3.8 3.6 2.9 1.7
Japan 0.6 -1.5 -2.6 3.4 2.9 3.6 4,6 5.0 5.7 2.6 3.9
Germany 1.1 1.6 0.8 4.9 1.6 4.0 2.5 3.9 2.7 1.6 2.2
France .. . =1.0 0.0 2.8 1.9 2.4 3.4 3.0 2.7 4.9
United Kingdom 1.4 0.1 -4.9 ~4.0 T.2 4.0 4.2 5.2 5.1 £.8 5.2
italy ~1.0 ~G.6 ~3.1 -3.9 1.3 1.2 2.4

Canada 1.4 0.4 -1.3 1.2 6.4 3.0 3.8

3. HNominal inferest rate minus percentage change of GOP deflator,

Source:

1960-83: OECD Mistorical Statistics; 1984: own calculations.
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Table 10 Interest costs for developing countries
(In percent per annum)

1973-80 1982 1933 1984 1985 1986 1987

$ix month-Libor{$) 9.3 13.5 9.8 11.2 8.6 6.8 7.4
Average cost of funds

(sample of 31 countries) .. 10.4 9.0 9.0 8.3 7.3 7.5
Six month "real" Libor? 2.2 7.1 6.0 7.2 5.2 4.1 3.4

a. Six month Libor in U.S. dollars minus percentage change in U.S. GNP deflator

Source: IBRD, Sec. MB7-754.
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One item of goods news, not independent of the weakness of the real
economy, are the major gains that have been made in the global fight against
inflation (see Table 7 and Figure 1). Both industrial and developing
countries shared in this development. The GNP deflator of the G5 countries
increased by only 2.7 percent in 1986 and is likely to show a similar increase
in 1987. Consumer price indices tell a similar tale. The very large exchange
rate adjustments in 1986 and the first half of 1987 have had the effect of
redistributing global inflatien, with countries whose currencies depreciated
"importing" inflation (e.g. the United States and the United Kingdom) and
countries whose currencies appreciated "exporting” inflation (e.g. Japan and
Germany).

Changes in inflation associated with major once-off exchange rate
realignments are temporary, however, and it is likely therefore that the
underlying rates of inflation in 1987 are overstated for the United States and
the United Kingdom and understated for Japan and Germany. A significant
revival of world inflaticn seems unlikely given the weakness of the world
econoty and the existence of considerable slack in Eurcpe and Japan. This
issue is addressed again when monetary policy is considered in Section 3.

The behavior of interesg'rates, shown in Tables 8, 9, and 10 is like
the curate’s egg (good in parts), with some recent worrying hints that more
bad news may be on the way. Nominal interest rates in the main industrial
countries came down steadily from their 1981 high of 14.2 percent for the
short rate and 13.2 for the long rate. By the end of 1986 the average short
nominal rate stood at just under 7 percent and the average long nominal rate
at 7.5 percent. Since then, long nominal rates have risen quite sharply again
while short nominal rates have edged down somewhat further. This steepening

of the yieli curve is especially pronounced in the United States where long

CJW/Buiter2/10-13-87
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yields are now most 3 percentage points above short yields. The recent
increase in short and lomg rates in the United Kingdom may be no more than a
temporary setback but underlines the continuing anomaly of United Kingdom
short rates exceeding those in the United States, Japan, and Germany by
considerably more thau the inflation differentials.

A crucial question is whether the steep, positive slope of the yield
curves reflects anticipations of future increases in real rates or future
increases in inflation. The behavior of ex—pest short real interest rates on
Treasury Bills, given in Table 9, shows a steady decline from 1984 to 1986 in
the United States, Japan, and Germany with a leveling off or even some
tendency to rise in the first half of 1987. France and the United Kingdom
have higher ex-post real interest rates throughout without any downward
tendency. High short real rates can either be due to 2 buoyant economy or LO
tight monetary policy. The "good news" interpretation of high real rates is
contradicted by the low ané declining real growth rates while the "bad news™
interpretation is hard te reconcile with the behavior the monetary aggregates
discussed below. Even if recent ex-post real interest rates accurately
reflect the non-measurable ex~ante or expected real interest rates over the
recent past, they do not ¢onvey any clear message about the expected future
path of real interest rates. Only the yields on index-linked public debt in
the United Kingdom provide directly relevant information on this subject. The
real yield on long index-linked debt in the Unired Kingdom stood at just under
4 percent on August 7, 1987, an increase of about half a percent over its
value a year age. Since nominal yields in the United Kingdom went up by about
the same amount over that same period, this suggests that the financial
markets in the United Kingdom have come to anticipate over the past yesr,

higher future real yields rather than higher future inflation. It is not

CIW/Buiterz/10-13-87
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possible, absent index-linked debt in the other main industrial countries, to
extend this interpretation to the rest of the industrial world, What can be
said with some confidence, is that the downward rrend of nominal and real
interest rates appears to have come Lo an end and that moderate increases from
their current levels are a distinet possibility.

The $Libor rate and the average casts of funds to developing
countries (Table 10) have followed a broadly similar pattern to U.S. short
neminal rates in general. The "real" Libor obtained by subrracting U.S.
inflation (as measured by the GNP deflator) from the nominal Libor has come
down from a high of 7.2 percent in 1984 to an estimated 3.4 percent in 1987.

Looking at ex-post "real" libor from the point of view of the borrowing
countries using the inflation rates of various commodity price indices or the
developing countries' merchandise export price index (see Table 11} (all in
U.S. dollars) gives a picture of real interest rates that are both much higher
on average and more volatile.

Real commodity prices, the terms of trade of the commodity exporting
countries, {shown in Table 11 and Figure 2) fell dramatically in 1985 and
1986, with a further smaller decline likely in 1987. The real price of oil
has rebounded somewhat in 1987 after its collapse in the preceding year. The
real price of developing countries' merchandise exports fell by more than 14
percent in 1986 but is likely to stabilize during 1987. These developments
are consistent with attempts by developing countries to boost exports
encountering both weak growth of developing countries’ export markets in the
industrial countries in general and increased protectionism.

Evidence of persistent macroeconomic imbalances among the industrial
countries is contained in Tables 12 and 13, while Tables 14 and 15 provide

evidence that some of the necessary ingredients of their resolution

CJW/Buiter2/10-13-87




_25_

Table 11 Commodity prices
{annual percentage rates of change?

1973-80 1982 1983 1984 1985 1986 1987
Nominal commodity prices
(in U.S. doliars)
Food ané beverages 8.9 -10.8 4.8 6.9 -11.8 6.1 -il.5
Non—food agritultural
raw material 9.2 -11.6 11.9 “6.4 ~17.1 ~8.2 10.4
Mineral and metals 8.0 -10.5 3.5 -5.7 -6.0 7.7 0.0
Toral non-oil 9.0 ~10.6 4.8 2.3 =12.2 1.3 5.0
0il 40.9 ~-8.9 -9.8 -2.0 =3.0 ~49.0 18.4
Real commodity prices®
Total non-cil -2.3 -9.3 7.6 4.1 -13.0 -14.8 =5.7
0il 26.3 ~7.6 -7.4 -0.3 -3.9 -57.1 17.2
Developing countries'
merchandise export
price index 13.7 ~6.7 -2.4 =1.0 =-3.1 ~4.0 6.0
G-5 Manufactures Unit
Value Index 11.8 -1.4 -2.6 -1.7 0.7 18.4 6.8
a. Nominal deflated by the G-5 Manufactures Unit Value Index.

Source: IBRD, Sec. MB7-754, June 2%, 1987.
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Figure 2 Real non-oil commodity prices, 1950-86
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Table 12 Current account balance of the major Industrial countrles

1979 1980 1981 1982 1983 1984 1985 1986 1987

United States? .0 0.1 0.2 -0.3 -1.4 «2.8 -2.9 -3.3 -3.3
(~0.9) (1.9 (6.3) (=9.1) {-36.6) -(106.4) (-117.6) -(140.6) (-147)

Japan? 0.9 -1.0 0.4 0.6 1.8 2.8 3.7 4.4 2.1
(35.0)  (48.2)  (86.0) (95}

Germany® -0.8 -1.9 -0.8 6.6 0.6 1. 2.1 4.0 3.3
6.9 (13.2)  (35.8) 37

France 0.9 -0.6 -0.8 -2.2 -0.9 0.2 0.0 0.5 0.3
(-0.8)  {-0.2 (3.5 (3}

United Kingdom -0.4 1.3 2.4 1.4 1.0 0.4 0.8 -0.5 0.4
(. (3.8)  (~1.6} -3

1taly 1.7 -2.4 -2.3 -1.6 0.2 -0.8 -1.2 1.0 0.4
(-2.91  (=4.2) (5.1 (3

Canada® -1.7 -0.4 -1.7 0.8 0.7 0.8 0.1 -1.7 -1.0
(2.6 {=0.4)  (~6.4) -4

Total QECD -0.4 -0.9 ~0.3 0.4 =0.4 ~0.8 -0.7 0.2 -0.2
(=29} (=69) (-26) (~29) (-28) (~66) (-59) (-20) (~23)

Note: in brackets: Sbitlien,

a. Percentege of GNP or GDP.

Source: OECD Economic Qutiook, June 1987,

Table $6.
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Table 13 Trade balances of the major industrial countries
{(billions of U.S. dollars)

1984 1985 1986 1987
United States =112.5  ~124.4 =147.7 ~158
Japan 44.3 56.0 92.7 105
Germany 22.9 28.9 57.3 61
France =4.] ~3 .4 ~-1.6 -4
United Kingdem -5.8 -2.8 =12.1 ~14
Italy “6.1 -7.0 2.7 0
Canada 16.7 13.1 7.7 1
Tetal QECD ~48.0 =45.9 ~6.5 -10

Source: OECD Economic Ouzlook, June 1987, Table 52.
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Table 14 Eftective exchange rates

(197001 = 100, average of daily rates)

_29_

1972 1980 1981 1982 1983 1984 1985 1986 19872
United States 90.2 80.1 85.9 94,5 98,0 103,6 106.7 87.6 78.2
Japan 111.0 139.2 156.1 146.8 181.5 169.7 1741 227.6 249.3
Germany 106.0  155.7 i51.2 156.3 167.8 167.7 170.9 185.9 197.2
France 99.4 94.8 90.2 83.4 T8.5 76.8 18.2 80.3 80.6
United Kingdom 95.1 72.5 74.8 7.9 67.3 64.6 65.3 59.8 58.4
|+aly 97.7 49.5 45.4 42.6 4.7 40.2 3.5 39.4 a0.1

a. As of 21 April 1987.

Source:

QECD Economic Outiock, June 1987,
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Table 15 Competitive positions
(indices 1987 = 100)

1984 1985 1986 1987

Relative unit labor costs in manufacturing

United States 106 109 86 75
Japan 107 106 139 151
Germany 100 97 106 111
France 97 95 99 96
United Kingdom 89 90 84 8l
Ttaly 104 104 110 114

Relative export prices of manufactures

United States 106 108 95 88
Japan 100 99 109 114
Germany 95 94 101 103
France 103 106 107 107
United Kingdom 95 95 30 90
Italy 98 98 100 101

Note: Relative costs and prices caleculated in a common
currency.
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may be falling into place. The U.S. current zccount deficit, running at a
post-War II high of 3.3 percent of GDP is roughly matched by the combined
current account surpluses of Japan (4.4 percent of GDP in 1987) and of Germany
(4.0 percent of GDP).3/ The trade balances tell a very similar story. The
OECD countries as a group run a {(small) current account deficit (520 billion
in 1986} and a (small) trade balance deficit ($6.5 billion in 1986). Even if
we allow for the possibility that the proper allocation to the industrial
countries of their share of the recorded global current account deficit would
reduce the magnitude of their combined current account deficit,4/ this does
not change the fact that (at least) since 1979, the industrial countries as a
group have not genmerated any net transfer of resources to the rest of the
worid. Such a state of affairs is hard to reconcile with the efficient
allocation of scarce global savings or with the alleviation of global
poverty.

The emergence of and persistence of the U.5. current account deficit
and the surpluses of Japan and Germany is to a large extent due to the
divergent stances of fiscal policy in these three countries during the
1980s. It was reflected in the unprecedented nominal and real appreciatiom of
the dollar that started in 1980 and did not begin to be reversed until the

beginning of 1985. Table 14 gives the nominal effective exchange rates of the

3/ The Appendix contains a more detailed discussion of the external

investment position of the United States.

4/ The IMF (WEQ April 1587) provides the following corrected current actount figures:
1979 1960 1981 1982 1983 1984 1985 1985

industriat countries
Recorded -23 ~62 -20 ~-22 -22 -62 -55 -9
Adjusted Ers ~55 -5 . -9 -44 40 -2

Developing countries

Recorded 6 30 -49 87 -64 «34 24 -47
Adjusted 4 33 -40 =70 =54 21 ~12 -44

CJW/Bui ter2/10-13-87
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major currencies and Figure 3 plots 2 real competitiveness indices for the
United States since 1977. Since 1985, the earlier nominal and real
appreciation of the U.S. dollar has been reversed to a large extent, although
the magnitude of the corrections is probably overstated by Figure 3 and Tables
14 and 15. The reason for this is that since the beginning of the decade the
role of a number of NICs (especially in South East Asia) as competitors of the
United States has grown significantly. These new competitors are
underrepresented in the effective exchange rate index and in the real
competitiveness indices. In both nominal and real terms, the U.S. dollar has
not depreciated against the currencies of these countries (it instead has
appreciated somewhat against some of them). The true improvement in the
international comperitive pesition of the United States since 1985 is
therefore smaller than the standard indices would indicate, although it has
still been significant.

Table 16 supports this view by demonstrating that a real exchange
rate index for the U.S. dollar which gives some weight to group of 22
developing countries shows a gsomewhat smaller gain in competitiveness than an
index which only includes other industrial countries. Since the first quarter
of 1987, the U.S. dollar has aga{ﬁ strengthened against the currencies of irs
ma jor competitors (by just over & percent against the D-~Mark and by more zhan
9 percent against the Yen). A move towards more expansionary meonetary policy
in Japan (and to a somevhat lesser extent in Germany) in 1987 accounts for
this partial reversal of the depreciation of the U.S§. dollar. Any further
erosion of the earlier gain in U.S. competitiveness would be a serious
impediment to the restoration of external balance among the industrial
countries.

A significant real depreciation of the U.S. dollar and real

appreciation of the Yen and the Deutsche Mark are an essential ingredient of
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Figure 3 Real Exchange Rate and Relative Price of Imports
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Table 16 Rea!l effective exchange rates of the seven main industrial countries (Morgen Guarantse)

(Index numbers, 1980-82 aversge = 100}

(A) Real against 15 other industrial countries
{8) rea! against 18 other industrial country and 22 LD{ currencies.

United United
States Japan Germany France Kingdom italy Cansda
Y {B)} (A} [£2)] () 8) (A) (B) A (B) (A) (B} (A} (B}

1981 00.8  99.8 104.8 104.7 96.9  96.2 100.G 99.5 102,5 102.0 98.9 98.2 99.5 59.4
1982 09,3 109.6 92.4 94.0 99.9  99.3 $7.3  96.9 98.8 98.5 98.5 98.1 100.6 101.8
1983 112.7 114.9 96.8 100.4 101.0 100.6 94,7 94.4 93.1 93.0 101,17 100.8 102,56 104.6
1984 119.6 120.8 78.8 102.4 98.0 96.8 7.0 96.4 90.2 B1.7 1008 01,0 100.2 02.7
1985 122.5 124.9 86.6 101.6 96.4 95.8 100.5 100.0 92.8 92.3 100,2 99.8 96.%  99.2
1986 101.5 107.1 119.2 124.0 103.4 104.5 105.9 104.5 87.4 88.2  10Z.6 1041 93.4 94,5
Jung
1987 9.5 95.4 124.4 1288 106.1 108.4 106.6 107.7 87.6 89.3  102.5 1051 95.1 85,4
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the reduction and eventual elimination of the trade imbalances in the
industrial world. The gains in U.S. comperitiveness thus far were achieved
partly by the inevitable bursting of the speculative bubble that drove the
dollar towards the end of its long ascent, but mainly by the coordinated
decision of the finance ministers and central banks in the leading industrial
countries to achieve a sigaificantly lower value of the doliar. Whether the
actual foreign exchange market interventions during 1985 and 1986 played a
significant part in vringing the dollar dowm is doubtful. The relaxation of
U.S. monetary policy relative to that in Japan and Germany probably played a
more important part, as did the perception by financial market participants
that the monetary authorities in the main industrial countries were willing
and able to do whatever it tock teo end the overvaluation of the dollar.

Having achieved the major currency realignment, the authorities in
the main industrial countries now put greater emphasis on exchange rate
stability as an intermediate objective. This renders less likely a recurrence
of the exchange rate and competitiveness roller coaster of the first six years
of this decade.

While the real depreciation of the U.S. dollar and the real
appreciation of the Yen and Deutsche Mark is an important part of the solution
to the external imbalances among the industrial countries, it is unlikely te
".rick™ unless complementary fiscal corrections (tightening in the United
States and relaxation in Japan and Germany)} are also undertaken. This and

other policy issues are congidered in the final sectiom of this paper-

1II. Monetary Policy Issues and QOptions

The thrust of monetary policy in the main industrial countries has

become increasingly hard to identify owing To the erratic behavior of many of
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the monetary aggregates evident from Table 17. Many previously stable money
demand functions, established using data from the 19505, 1960s, and 1970s have
broken down. While this is not the first time that money demand functions
have behaved badly (the M1 demand function apparently broke down during the
early 1970s in the United States), the magnitude and the international scope
¢f the recent breakdown 4ppears to be unprecedented. The failure of many
simple money demand funetions to explain the recent data (let alone to predict
out of sample) may not be too surprising given the scale and scope of
financial innovation and deregulation of domestic and international financial
markets. The decline in inflation and in nominal interest rates is not an
explanation of the breakdowns as most of the established money demand
functions include these two variables as arguments. It is true that for most
major industrial countries there is at least one monetary aggregate that fits
the data for the period 1980-87 reasonably well. This is true for Central
Bank Money {the monetary base) in Germany, for rhe broad monetary aggregate
(M2 plus Certificates of Deposit) in Japan and for the broad monetary
aggregate (M2} in the United Stares. The reasonable fits of the German CBM
velocity equation, the Japanese M2 + CD velocity equation and the U.S§. M2
velocity equation reported €.g. the OECD's Economic Outlook, June 1987, hide
the fact that there is no reasonable economic explanation for the apparent
downward trends in Japan's M2 + CD velocity and in Germany's cBM velocity and
the apparent absence of any trend in [.S. M2 velocity. The dramatie failure
gf conventicnal money demand functions to explain the steep drep of Ml
velocity in the United States since the end of 1984 and their inability te
explain the behavior of any monetary aggregate in the United Kingdom underline

the truth of the introductory sentence of this subsection.
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Table 17 Growth rates of monetary aggregates
{percentage changes at annual rates)

1980 1981 1982 1983 1984

1985 1986 1987Q1

Imited States

Mo 3.3 6.2 6.0 6.3

M1 6.6 6.5 8.8 9.8 6.0

Broad money 8.0 9.4 9.3 12.5 7.9
Japan

Mo 2.7 6.2 5.4 8.5

Ml 2.6 3.3 5.8 3.6 2.8

Broad money 9.2 8.9 9.2 7.4 7.8
Germany

Mo -1.6 5..3 5.6 3.8

M1 2.4 1.1 3.6 10.2 3.3

Broad money 5.3 6.4 6.5 6.6 3.9
France

Ho 9.2 22.6 8.1 1z2.8

M1 7.7 11.8 11.1 10.3 11.4

3road money 10.7 11.8 11.5 10.¢0 10.3
United Kingdom

Mo 5.6 1.7 4.2 6.0 5.8

Ml 4.4 10.7 8.6 12.8 14.7

EM3 15.2 17.3 11.7 10.5 9.2
Icaly

Mo ' 13.5 14.9 15.4 14.6 -

Ml 16.1 10.9 . 1l.8 15.1 12.3
" Broad money 14.4 10.7 - 12.3 16.5 12.3
Seven major countries

Mo

M1 5.6 6.4 6.7 10.0 7.0

Broad money 9.4 10.0 9.3 10.5 7.8

9.9 14.9
12.2 16.6
9.1 8.0
3.8 8.1
5.0 6.9
8.4 8.7
3.3 6.2
4.7 §.3
4.9 6.1
=7.3 19.0
6.1 7.5
6.7 5.5
4.2 4.1
20.8 22.3
15.0 18.1
17.8
13.7 10.1
13.9 9.0
8.6 11.4
9.1 8.5
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Clearly, lower inflation and lower nominal interest rates imply a
lower veloeity of circulation, especially for narrow monetary aggregates with
a large non-interest bearing component. The demand for money increases at any
given level of nominal income or, equivalently, the nominal money stock can be
larger without this implying any upward pressure on nomingl income. This
would indicate that monetary pelicy in the United States was expangionary
during 1983, neutral in 1984, slightly expansicnary in 1985 and rather more
expansionary in 1986 and the first half of 1987, If the olg M1 velecity
pattern were to re-establish itself, the recent stance of United States
monetary policy would carry implications of higher future inflation. If rhe
downward shift of M1 velocity is permanent, there is no such danger. Allowing
for the decline in inflation and interest rates, Japanese monetary policy has
been neutral or slightly contractionary in recent years with a more
expansionary stance apparent in 1987. German monetary policy appears o have
been tight during 1984 and 1985 followed by some loosening in 1986 and 1987.

The stance of menetary policy in the Unitved Kingdem is anybody's
guess, with the monetary base signaling tight pelicy throughout, broad money
(EM3) signaling = significant relaxation starting in 1985 and M) signaling
runaway monetary growth. Short nominal and real interest rates tell a story
for the United States, Germany, and Japan broadly consistent with that told
(somewhat mutedly) by the monetsry aggregates. For the United Kingdom they
indicate a slighe tightening of monmecary policy towards the end of 1986 and
early in 1987 with a sudden upsurge of monetary growth in the third quarter of
1987 and an immediate official response in the form of a higher Bank Rate.

The overall picture is of a globally neutral monetary policy stance
with relaxation of monetary policy in the United States relative ro Japan and

Germany starting in 1985 and a partial reversal of this during 1987. This is
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consistent with the view that a global monetary policy adjustment has been
primarily responsible for the decline of the U.S. dollar since early 1985 and
the strengthening of the U.S. dellar since 1987Ql.

How can monetary policy be used to contribute to the reversal of the
recent slowdown of real growth without creating the risk of rekindling
inflatien? First it should be noted that there are no signs of any
significant global upsurge in inflation. What we see is a temporary
"redistribution” of inflation from countries whose currencies have appreciated
recently {Japan and Germany) to countries whose currencies have depreciated
recently {the United States and the United Kingdom). There is therefore no
case for global monetary tightening to head off an incipient surge in
inflation. Second, this may be a bad time for attempting to squeeze the
remaining worid inflation cut of the system. Any such attempt now would be
likely to precipate a global recession. It is better ro postpone the last
installment of the global anti-inflation strategy until the world economy is
in more robust shape.

Third, while global monetary policy should not be pursued in such a
way as to generate a permanently higher rate of growth of the global money
stock relative to the trend growth rate of real output (allowing for
predictable changes in velocity not related to variations in inflation), there
is likely to be a case for a selective, once~off increase in the level of the
U.S. monetary money stock if and when the United Stares undertakes measures to
reduce its fiscal deficit. The anri-inflationsry credibility of the monetary
authorities in the main industrial countries has by now been established
sufficiently firmly for the financial markets to appreciate the difference
between, on the one hand, a permanently higher growth rate of the money stock

and what it implies for the underlying rate of inflation, and on the other
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hand a once-off "liquification" of the economy to forestall a recession which

will have no permanent inflationary consequences.

IV. Fiscal policy issues and options

Fiscal policy has important structural or allocative, distributional
and stabilization aspects. The level of "exhaustive" public spending
[government consumption, wages and salaries as well as direct procurement of
private sector output, and public sector capital formation) measures the
direct claim of the government on the current output of the economy. The
composition of exhaustive public spending determines the current supply of
public consumprion goods and the rate of accumulation of infrastructure
capital. "Direct" crowding out or crowding in of private congumption and
investment (at given prices, interest rates, and disposable income levels),
due teo substitutability or complementarity between public and private
consumption and between public and private sector capital may be important for
health, education, and investment in social overhead capital.

The public sector, (by far the largest single employer im most
countries) has an important direct influence on laber market conditions. The
structure of the rtax-transfer system and the interaction of marginal tax rates
and marginal benefit rates affect the incentives governing labor supply and
demand, the supply of private saving and its composition and the level and
compesition of private capital formation.

The distribution of income and weelth is affected by all aspects of
the government's fiscal program, i.e., by the provision and pricing of publie

goods and services as well as by the taxes, tranafers, and subsidies.

CJW/Buiter2/10-13-87
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Exhaustive public spending, taxes and transferss and the way in which
the government finances its financial deficit also have important implications
for macroeconomic stabilization, i.e., for the eyelical behavior of output and
employment, for inflatien and for the external accounts. For a given path of
current and future exhaustive public spending, the choice of financing through
current explicit taxes, through borrowing (or deferred taxes) or through
monetization (seigniorage or the inflation tax) will influence private saving
and capital formation and the current account, even if problems of deficient
or excess demand can be avoided. Borrowing crowds outs saving and thus either
domestic capital formation or the curreat account surplus. The magnitude of
such financial c¢rowding out at full employment is unclear (it would be
negligible in the implausible case in which the economy possesses a near
debt-neutral structure) but its potential importance should be allowed for.

In an economy with general slack and underutilized resources financial
crowding out is, of course, avoidable, even if the economy is very far from
debt neutral. Monetary policy can be used under those circumstances to

prevent any rise in the cost of capital.

IVa. Structural aspects of fiscal policy

One declared structural objective in many of the industrial countries
since the beginning of the decade has been to reduce the size and scope of the
public sector in all its dimensions. The United Kingdom government adopted
this objective in 1979, the United States in 1980, France after the recent
change in government and Germany since the beginning of the decade. The
pursuit of this objective was to involve curs in public spending,

privatization through the sale of public sector assets to the private sector,
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tax reform aimed at reducing the disincentive effects of high marginal tax
rates on labor supply, saving and investment, deregulation including the
abolition of remaining wage~price controls, foreign exchange controls and
capital controls and other measures aimed at improving the competitiveness and
flexibility of factor markers, goods markert and credit markets.

Privatization has been (and is being) pursued especially determinedly
in the United Kingdom, while significant deregulation has been achieved in the
United States and in the United Kingdom. Labor market reforms aimed at
reducing union power have also figured prominently in these two countries.

Many dimensions of the scope of government intervention in the
economy are very hard to quantify, especially the "intrusiveness" of
regulatory interventions. The public spending shares and average tax burdens
reported in Tables 18-21 below therefore only tell a small part of the whole
story. In the United Kingdom, for example, a far reaching privatization of
public enterprises and sale of general government assets (housing) to the
private sector has been under way for several years and continues apace. The
economic consequences of this are not captured by its limited impact on the
budéet. The same holds for laber market reforms, deregulation of intercity
trapnsport, the professions, the éinancial markets, etc. The budgetary aspects
of structural reform are nevertheless important, both as positive economics
and as exercises in political economy.

Tables 18-21 show just how hard it has been in the industrial
countries te cut public spending and reduce the average tax burden. None of
seven main industrial countries has succeeded in cutting the volume of public
spending since 1980. What has been achieved is & reversal of the pre-1980
trend towards an ever growing ratio of total public spending to GDP and an

ever-rising average tax purden (rotal taxes or total current general
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Table 18 Level and composition of publlc spending in the main

industrial countries

{percentage of GDP)

1550 1960 1570 1980 1981 1582 1683 1984 1985 1986 1987

United States
" Generel Government

Final consumption 16.9 18.8 17.6 17.5 18.4 18.4 18.0 18.3 18.3
* General Government

Fixed capital formation 2.4 1.8 1.5 1.5 1.5 .4 1.6
* Net InTerest 1.5 1.3 1.2 1.4 1.7 1.9 2.0 2.3 2.6 2.6
* Transter payments,

subsidies, ete. 1.5 1.8 12.7 12.9 1.9 12.0 12.3
* Total outiays of General

Govarnment 27.5 3.6 33.7 34,1 36.5 36.9 35.8 36.7 35.6
Jzp2n
" Genersl Goverament

Final consumption 7.9 7.4 9.8 4.9 9.9 10.0 9.9 9.7 9.9
" General Government

Fixed capital formation 6.1 5.1 5.8 5.5 5.1 4.8
* Net I[nterest 1.2 1.4 1.5 1.8 1.9 1.8
® Transfer payments, subsidies,

ete. 13.0 13.5 13.9 4.2 13.8 13.5
* Total outlays of General

Goverament . 19.4 32.6 33.5 35.7 34.1 38.2 32.7
Germuny_
* General Government

Final consumption 13.4 15.8 2.1 20.6 20,4 20,1 20,0 19.9 19,7
* General Government

Fixed copital formation 3.6 .2 2.8 2.5 2.4 2.3 3.0
* Net Interest 0.8 1.0 0.9 1.2 1.2 1.1
* Transter payments, subsidies,

etc. 23,2 23.% 23.8 23.2 23.2 22.4
® Total outlays ot General

Government 32.4 38.6 48.3 49.2 49.4 48.3 48.0 47,2 45.6
France
" Goreral Bovaersment

Final consumption 15.0 13.4 15.2 15.8 16,2 6.4 16.4 16,3 16.0
° Genera! Government

Fixed capital formation
* Net interest 2.8 2.8
* Transter payments, subsidies,

ate. 30.4 29.9
* Jotsl outlays of General

Goverament 34.6 8.9 a6.4 49.1 51.1 $52.0 52.7 52.4 51.7
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1

950

1960

1970

1980

1981

1982

1983

1964

1685

1686

1987

United Xingdom

* General Government
Final consumption

" General Government

Fixed capltal formation

Net laterest

* Transfer payments, subsidies,
ate,

* Total outlays of General
Government 3

ttaty

® Genera! Government
Finai comsumption

° Generai Government
Fixed capital formetien

* Net (nterest

© Transtfer payments, subsidies,
etc.

* Totral outlays of Genrera!
Government

Canada

* Generzl Government
Final consumption

* General Gavernment
Fixed capltai formation

* Net interest

© Transter payments, subsidies,
ere.

" Total outiays of General
Government

Total 7 main industrial countries

° General Government
Final consumption
* General Government
Fixed capital tormation
Net interest
 Transter payments, subsldlies,
etc.
° Total cutlays of Gereral
Government

3.4

4.4

16.4

3.3

32,4

12.8

13.6

28.9

i5.5

17.6

38.2

13.8

34.2

34.8

32.4

5.3

43.7

16,4

46.1

19.2

38.7

19.4

41.5

16.8

39.2

22.0

1.6
3.t

18.6

54.8

2.9

46,4

0.8

19.3

57.0

17.3

40.9

21,7

2.0
3.3

17.6

a6.1

19,4

57.4

20.3

47.0

17.0

39.8

2.0

2.0
1.2

7.5

19.5

9.3

23.1

58.4

47,0

9.5

22.3

56.7

22.7
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Table 18 (Continued)

1950 1960 1970 1980 1961 1982 1983 1984 1986

1587

Total 0ECD

* Gereral Goverament
Final consumption 15.0 16.2 16.9 17.0 17.5 17.5 17.1 17.2
General Government
Fixed capital tormation
Interest on the public dedt
Transfer payments, subsidies,
ete,
Tota! outtays of General
Government 28.9 32.4 39.5 40.1 41,6 a7 40.7 40.6

.

Scurce: OECD Economic Qutliook, June 1987; OECD Historical Statisties, 1960-B4: IMF, IFS, June 1987,
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Government employment 85 a share of torel employment
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Government
percentage of Average  Average
Total 1960 1968 1975 198¢ 1981 1982 1983 1984 1985 1980-85 1960-85
United States 15,7 18.0 17.8 16.5 16.3 16.5 16,4 i5.9 15.8 i6.2 16.9
Japan .- .r 6.5 6.7 6.7 6.7 6.6 6.6 5.4 6.6 --
Germany 8.0 10.% 13.9 14.9 15.2 15.6 15.9 15.9 16.0 i5.6 12.4
France 13,4 13.2 14,3 15.6 16.C 16.4 16.8 17,5 17.8 16.7 14,3
United Kingdom 14.8 17.4 20.8 21 21.8 22.0 22.4 2.0 21.8 21.9 18.9
italy 8.7 1.3 14,8 15.0 15.3 15.5 15.7 15.8 15.8 i5.5 12.8
Canada .. 18.6 20.3 18.8 18.9 19.9 20.2 20.0 .n . 19.5
Totat above 11, 13.5 14.7 14.6 14,6 4.8 14.8 a7 14.6 14.7 13.7
Total QECD 11. 13.3 14.9 15.1 15.2 15.4 15.5 15.4 15.4 15.3 13.8

.. = not avaiiable

Source: OECD Historical Statistics, 1980-85.
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Table 20 Current receipts of General Geveroment as percentage of GOP

1950 1960 1970 1973 1980  198) 1982 1983 19B4 1985 1986 1947

United States 24,2 27.4 0.4 3.2 3.9 32,6 321 3.6 31,6 31.9 321
Japan . 2.7 22,5 7.6 29.1  29.5 29.8  30.4 3.2
Germany 32.4 3.3 42,2 44,7 248 45.8 451 46.4 46.4 45,9 46,2
France 34.6 39.0  38.6 25.5 46.2 47.1 47,7 4B.5 50.0 49.2 48,7
United Kingdom 3z.4 41.2 35,9 40,1 42,2 43,3  42.3 423 42,0 40.9 40,1t
italy 30,1 30.4  30.4 37.8  39.3 42,0 45.0 44.7 44.3 44.0 43,0
Canada 28.9 34.2 34.9 36.2  38.5 3%.0 38,7 38.9 133.9
Total of above

countries 29.1 3.9 3.6 34,9 35.5 35.4 351 34.9 34.7
OECD 28.9 3.2 32.2 3.0 36.2 36.4 36,1 35.9 5.9

Note: Current receipts mainly consist of direct and indirect tax
paid by employers and emp loyees.

Source: OECD Economic Outlock, June 1987.

OECD Historical Statistics, 19601984,

e5 and Social security contributions
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Table 21 Total tax revenue as percentage of GOP at market prices, 1980-86

1980 1981 1962 1982 1983 1984 1985 1986 1987
France 42,53 42,80 43.79 44 .57 45,49 45.55 46.3 45.5 45.0
Italy 3.2 3804 3.9 42.10 41.17 40.18 419 41.6 41.1
United Kingdom 35.33  36.31 39.27 37.9 38.29 38.32 37.9 37.4 36.8
Germany 38.00 37.57 37.44 57.45 31.73 31.97 42.7 42.3
Canada 32.05 34.07 33.74 3%.37 33.72 3418
United States 30.35 30.77 30.55 29.03 28.99 .-
Japan 25.45 26.24 26.66 27.20 27.38 .

.. Data non-avaitabie.

Source: OECD, Revenue Statistics of OECD Member Countries 1965-1985 (1986) and Eurcpean

Economy, July 1987,
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government receipts as a percentage of GDP). While real public spending has
continued to grow in each the seven main industrial countries and in the QECD
4s a whole, there is since 1983 a slight tendency for public expenditure
growth rates to fall below GDP growth rates.

The main categories of Public spending have alsoc been remarkably
stable since 1980 ag proportions of GDP., CGeneral government final consumption
(wages and salaries plus public sector purchases from the private sector) has
stayed roughly constant ar 17 percent of GDP for the OECD as a whole. Its
share of GDP indeed only shows a small increase since 1950. The very low
Japanese share stands out sharply. General government fixed capital formation
has remzined a small fracrion of GDP (about 1.5 percent in the United States
and 2 percent in the United Kingdom).é/ Transfer payments and subsidies, the
main growth item in the 1950s, 1960s, and 1970s have stabilized ag a
proportion of GDP., The share of interest on the debt as a percentage of GDP
has increased very little, even in the United States where it went up from 1.4
percent in 1980 to 2.6 percent in 1986. The decline in nominal interest rates
since 1981 has helped here. Note that the interest figures are not the debt
interest figures reported in the national accounts (except for the Unired
States), These reported figures do not nmet out interest receipts of the
general government against interest bayments on the national debt. This issue
is discussed at greater length below.

The inability of the industrial countries’ governments to cur
spending is mirrored in their inability to reduce public sector employment as
a proportion of total employment, evident from Table 19. The constant United
Kingdom public sector employment share masks a decline in totzl public sector

employment as total employment fell sharply from 1980 to 198S.

5/ In the United Kingdom local government sales of public housing te the
private sector are netred cut of local government capital expenditure.

CJW/Buirer2/10-13-87
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Despite the degree of freedom provided by the government's financial
deficit, the behavier of current receipts and of total tax revenues as a
percentage of GDP clogely matches that of total spending. There has been no
change in these shares for the OECD as a whole since 1980. The U.5. tax
reductions in 1982, 1983, and 1984 (apparent from Table 21) show up rather
more weakly in total current receipts (Table 20).

The sharp increase in the United Kingdom tax burden of almost 4
percent of GDP between 1980 and 1982 and its subsequent partial reversal stand
out. One of the results of privatization in the United Kingdom is the leoss of
non~tax current revenues (especially operating surpluses from profitable
public enterprises}. This is beginning to show up in the data although its
full impact has not yet been felt.

As regards the structure of taxation, it is very hard to be
informative in the limited space that is available. There are vast intra=QECD
differences in the velative importance of taxes on household income, household
property taxes, employers and employees social security comtributions,
indivect taxes, corporate lncome taxes and other taxes {including rariffs) and
there have been significant shifts over time in most of the industrial
countries in the share of particular taxes in total receipts. The
"eross~sectional” difference in the importance of personal income taxes,
property taxes, employers social security contributions and consumption taxes
between France and the United States are apparent from Table 22. The time
series evidence of the growing importance of emplpyers' and employees social
security comtribuzions is contained in Table 22 and Figure 4, as is the small

and declining share of the corporate income tax. The importance of the
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Figure &4 Relative importance of different types of taxaricn in 1965 and 1985

Others
Fira column ' 1965 cata Corporate cirect tares
Housshold direet taxes
Indhirect taxes
Socist securay contributions

Second column. 1985 data

o curm
H =
s -
A
i
x - i 7 !
7

- & =

7 7

7
10 - Z 4 Z
0

Germany France  United Kingdom  Italy® Canada

CJW/Buiter2



5

“(yp81) (BEL-SHEL SOISUAOY JIGUIN GOIO 1O 5I1NS(IRES @avasey woa} udAY S9anBIL K6l

TI5E61) (0¥ 193an08

‘hiegy pue 939 bujpnyasy °q

pebny sog bulphpaxy ‘e

*l s 1 Y4 rl €1 143 4 2 [ €l [4] ot % 3 9 L 6 L] 111 313 9 #beiane payebrenun @30
ol 1t 51 rl 1] aL 4 1 4 4 ot 6 : 11 [4 i Y 9 L11 14 £ uspang
1 $4 8l Ll o F4] 4 £ < 41 L1 ol 9 5 Q 1 € r 114 [§4 ar Agnron
L L] €1 1 11 E4) 1 £ $ " a1 £l oz il 5l L L 1] 12 14 -4 SPUR| IR
£i 1] 24 12 1 L] < 9 g 4 1 z [4 1 y £ £ H % 9s 1 LELLLE )
1] 5 (1] L a 12 z L4 L3 3] [+ 1z I 5 6 9 i 92 39 .14 12 on1b)eg
6 o0 §1 i 9 9 Lt €1 11 t il el 1] L] 9 9 i1 94 {5 19 14 S34P45 pIEIVN
£l e 61 (43 ] [ ] 1 4] b ur i o b e ¢ Tl ¥ o 111 & puetRIZ AN
Tl [ 31 2 t4] ¥l ®l & 5 1] 9 < 4 i i 1 H1} oL 111 114 EpRurd
14 1 & ¢ 4 i 13 6 14 - t n - L] a1 13 &Y 11 " BEI€ISOY
21 & ol 3 g &2 ¥ 9 9 if 95 £ [ L] i < £ % 14 £l L] vivdg
ez i Ly 141 1i al z r < %t L1} £l oL 1l & " . e b i . 16y s0d
ol 11 L4 L1] (1} €1l € 11 3 gz 111 L 1 L] b 6 1 i -4 9N ] Arey)
[24 [£4 % 1 65 il € ] aL ot o N st b . 2 < z 4] 21 t 333339
4 6 L2 1z 114 {2z ¥ 4 r >4 (14 114 (4} L] L t < < 11 zl u ILRA 4
Te61  Pl16E S5 T061  WiBL 9% 861 YLl 961 €961  RBE  S96% €061 K1 $961 1865 ¥{6L 961 €861 HGL  $961 1 =auuy w1 Burpesy 030
4951353 voy pdansuod Tyiadoud S0 JAqIFU0D 50| ErQIIjuod Ry BOIU( Q) IWOIVE
40ZIGH [LFEITA) {000y 5, 4340)da3 59040 duy VO R0t o) 1RuasiRd
waLigh {10022k [{n ¥ 4] 100211 (GaLt)

1051 "FLGL "S95LT 531 25undd U)I0 PREIAI6S uaRfIna] SO} SITIRIRIRRL sRio) 4O

TEUIIIIT € SO SINOL PN

aed wouy spd|333y ¢ A169)



- 53 -

Table 23 Recent and proposed changes in personal taxation systems

Overall raxation Income tax
Marginal tax
rates on average

wages under present Top marginal rate?
tax systems? Previous Present Proposed
Australia 47.3 60.0 55.0 49.0
Austria 54.5 62.0
Belgium 62.7 86.7
Canada 33.7 63.6 51.3
Denmark 62.4 73.0 68.0
Finland 53.2 68.5
France 51.2 65.0 38.0 50.0
Germany 62.7 56.0 53.0
Greece 40.1 ‘. 60.0 63.0
Iceland n.a. 55.6
Ireland 61.3 65.0 58.0
Italy 57.8 76.0 65.0 6.0
Japan 31.5 88.0 76.5 65.0
Luxembourg 53.6 57.0 56.0
Netherlands 61.9 60.0 72.0
New Zealand 30.0 ' 66.0 48.0
Norway 60.1 71.¢ 57.6
Porrugal 35.9 84.4 6€8.8
Spain 52.8 68.5 66.0
Sweden 62.0 87.7 77.4
Switzerland 39.4 45.8
Turkey n.a. 78.0 50.0
United Kingdom 43.9 83.0 60.0
United States 40.9 75.0 38.0

a. OQverall marginal tax rate for an average (unmarried) production worker, alleowing
for direct taxes at all levels of government, social security contribution by both
employers and employees, and relevant tax concessions. The major data source is OECD
(1986), The Tax/Bemefit Position of Production Workers 1981-85. The figure shown are
estimates for 1986.

b. Global effective rate (excluding soecial security contributions) but allowing for
deductibilicy ¢f taxes paid to lower levels of government.
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personal income tax and of social security taxes as revenue sources in the
industrial countries and the negligible revenue implications of tariffs and
other trade taxes make for s sharp contrast with the revenue structure in most
developing countries.

The distortionary effects of the tax transfer system is a functiom
not of average burdens but of marginal tax and benefit rates. Here too, there
is congsiderable cross-sectional variety within the industrial countries, as is
apparent from the first column of Table 23. Recent reforms in this area have
concentrated on reducing the top marginal rates of the personal income tax
{see the second column of Table 23). Many of the most severe distortions,
however, cccur through the interaction of progressive tax and benefit
schedules at rather low levels of income. The “poverty trap” (marginal tax
net of benefit rates of more than 100 percent at low levels of income) and the
"uhy work trap" {small or even negative differences between income when
employed and income when unempioyed) have not yet been addressed very
seriously in most of the industrial countries where the emphasis on the reform
of direct taxation has crowded out a systematic reconsideration of the
integrated tax and benefit systems.

In comelusion, the picture of structural reforms of publie
expenditure and taxation since 1980 is not very impressive.

The growth of public spending has been reduced to a rate equal to or
very slightly below that of GDP. No major industrial country has cut public
spending in real terms. The political economy of this failure to reduce
public spending in spite of the clear commitmeat of goveraments (motably in
the United Kingdom and in the United States) to such a policy is not very well
understocd. 1In the cazse of the United States and the United Kingdom both the

institutions of government and the incumbent government seemed stable. Yet
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they could not deliver on their promises to cut public spending and reduce the
tax burden. If the industrial countries' governments and political
institutions cannot supply public spending cuts, the likelihood of lasting
success in developing countries with less stable institutions of government
and often less secure incumbency must be rather slim. Significant progress in
minimizing the distortions and disincentive effects of the tax-transfer system
(given a roughly comstant overall tax burden reflecting the roughly constang
share of public spending) has not yet been made in most of the industrial
countries, although major changes have been made on the taxation side alome in

the United States and to a lesser extent in the United Kingdom.

IVb. Debt, deficits, and solvency

How is the solvency of the public sector to be evaluated, and more
specifically, is the threat of government insolvency in the main industrial
countries an obstacle to expansionary fiscal policy actions in some, many or
all of them? The issue of government solvency is quite elear in principle,
although the data required for any practical evaluation still tend to be
beyond what's available. Consider the stylized consolidated budget identity

of the general government and the Central Bank:

* *
AH - EAF + 8B _ 8K _iB _ i EF _ X
W BY EEE Y YR TR ~y

H is the nominal stock of high-powered money, B the stock of inrerest
bearing government debt (assumed to be denominated in terms of domestic
. - X . -
currency and to have a fixed neminal value), F the stock of official foreign

exchange reserves, K the public sector capital stock, g government final
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consumption as a proportion of GDF, t taxes net of transfers and gubsidies as
a proportion of GDP, Y real GDP, P the GDP deflator, E the nominal spot
exchange rate, i the nominal interest rate on public debt, i* the interest
rate on reserves and p the rate of return on the public sector capital stock
accruing to the govermment (aet of depreciation). Let lower-case quantities

denote upper-case quantities as a proportion of GDP, i.e.,
#*
*_ F E B

. A s - K 4
h = T £ = 57 ! b= 5y and k = 7. Let 7 = 5 denote the rate of
inflation, n = 5% the growth rate of real GDP, r = i=-r the short real interest

A - . . R
rate and ¢ = —% the proportional rate of depreciation of the nominal exchange

rate. Finally let the net non-monetary debt of the public sector be defined

by*
*
(2) D =B - EF ~K
and
= D

4z 3y

The budget identity (1) can be rewritten as:
(3a) ad z g-t + (r=n)d + & = s

* £

(3b) g = (r-plk + (i - (i +» e))E
{3c) 3 = %% = ph # (mendh

Equation (3a) tells us that the net debt of government will be rising
as a proportion of GDP if g-t, the primary (non-interest) current deficit pius
{c-n)d, interest paid on the {net) debt corrected for inflation and real GDP
growth and imputing a common nominal rate of return i to all assets and
liabilities, plus & = (r=plk =+ (i—(i*+c))f*, losses due ro the cash rate of

retuzn a public sector capital (o+7) and the rate of return an international
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reserves (i*+e) falling short of the opportunity cost of borrowing (i)

minus g z —%% + Seignicrage or the real resources appropriated by printing
money, is positive.6/ A government is solvent ac time ty, if PDV(t-g; r—n;to),
the present discounted value of future primary current surpluses as a propertion
of GDP {using real interest rates net of real growth rates r-n to discount
future surpluses}, minus POV (g jr-nit,), the present discounted value of

future losses on capital and internmational reserves, plus PDV(s;r—u;to) the
present discounted value of future seigniorage, equals the value of the

existing stock of debt ar ¢, or if:
{4) d(co) = PDv(t-g;r—n;co) - an(sr.;r—n;co) + ?Dv(s;r-n;to) i/

The solvency constraint or intertemporal budget constrainc (4) is
obtained from the current flow budget identify (3a) by impesing the "terminal™
or transversality condition that the present discounted value, at tys of
government debt very far (strictly speaking infinitely far) inte the future
will be equal to zero.8/ This means that ultimately the debt-GDP ratio will

have to grow at a rate below the real isterest rate minus the growth rate of

6/ Note that g—t, {r~n)d, 2 and s all are fractions of GDP.

7/ Instead of discounting future flows as a proportion of GDP using r—n we
could equivalently discount future real flows using r or future nominal flows
using i. In the last case, {4} could be rewritren as:
D(t,) = POV(R(T-G); i5 v ) - PDV(PYL; i; t,) *+ PDV(aH3isc )
T

~[Crlu)-n(u))du
[

o
8/ Technically, the condition is lim d(tle = Q

T=Pw

¥2AheE1Tep2R10/13/87
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GDP, or equivalently that ultimacely the real debt must grow at a rate below
the real interest rate or again that the nominal debt will ultimately have to
grow at a rate below the nominal interest rate. This rules out everlasting
"ponzi-games™: the government cannot forever pay the interest on its
outstanding debt simply by porrowing more. At some stage the debt must be
serviced either by rumning primary surpluses or through seigniorage, i.e. by
recourse to the inflation tax.

Before attempting to apply this intertemporal consistency check to
the fiscal, financial, and monetary strategies of the main industrial
countries, four brief remarks are in order.

First, the accounting framework c¢an conceptually be extended quite
easily to include other assets and liabilities. Public sector natural
resource property rights, the stream of income from them and the proceeds from
their sale Through privatization are important for a number of countries such
as the United Kingdom. Contingent public secter liabilities such as formaily
or informally publicly guaranteed private debt can be allowed for (im a
certainty equivalent manner) by including on the 1iability side the full value
of these liabilities multiplied by the probability that the guarantee will be
called upon.

Second, the interest rates used in the present value caleulations
should be after-tax interest rates. Whose tax rate corresponds to the
appropriate marginal rate is by no means obvious.

Third, the solvency conmstraint should be viewed as a comsistency
check on a specific set of plans for future taxation, spending and
monmetization. Only if there exists no economically and politically feasible
set of tax, spending, and seigniorage plans that permits the existing stock of

debt to be serviced, can one truly speak insolvency. 1f, say, extrapolation
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of current values of t-~g, t and s violates equation {4) we cannot infer that
(part of) the debt will be defaulted upen. Instead alternative tax, spending,
and monetization policies are likely te be adopted that will ensure that
equation {4} holds.

Fourth, seigniorage 35 can be decomposed into 2 components as shown
in equation (3e). Higher real growth and higher inflation mean cet. par. that
the demand for nominal money balances will grow more rapidly and that the
autherities can appropriate a higher volume of real resources through the
inflation tax. This is the (w+n}h component. Higher inflation however, and
the higher nominal interest rates associated with it, will tend to reduce the
demand for real money balances (i.e. to raise the velocity of circulation of
high-powered money). The Ah compoment will be negative in that case.

Another way of looking at this is to note that seigniorage can be rewritten as
in equation (5) where u = AH/H is the proportional growth rate of the nominal

stock of high-powered money and V = ’%ﬁ is its income velocity of circulation.

3) $

411:

A higher value of u, the growth rate of nominal base money can be
viewed as an increase in the seigniorage tax rate. GCiven the seigniorage tax
base, it will raise seigniorage revenue. V, the velocity of ecirculation is
the reciprocal of the seigniorage tax base. If higher monetary growth rates
soener or later imply higher inflation, V¥ will rise, i.e. the seigniorage tax
base will fall. A higher valuwe of u will only raise seigniorage revenue if
the elasticity of velocity with respect to the inflaciom rate is less than
unity,

The available data on industrial countries' debt and deficits in

recent years are given in Table 24, 25, and 26.
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Table 24 General (6) and Centrai () government financial balances
(Surplus(+) or deflcit as 2 percentage of GNP/GDP)

1978 1979 1980 30 1982 1983 1964 1985 1986 1987

United States G 0.2 0.6 -1.2 -1.0 -3.5 -3.8 -2,7 ~3.4 3.3 =2.7
c -2.0 -1.1 -2.3 ~2.4 ~4.1 ~5.6 -4.9 =5.1 -5.0 -4.0
Japan G -5.5 -4.8 ~-4.5 ~3.8 -3.6 -3.7 -2.1 -0.8 -0.9 0.9
c -5.2 6,1 6.2 -5.9 -5.9 5.6 -4.9 ~4,1 -4.3 -4.7
Germany G -2.5 -2.6 =2.9 -3.7 -3.3 2.4 -1.9 -1.1 -1.2 -1.5
c -2.1 -1.8 -1.6 2.1 =2.1 -2.0 -1.8 -1.1 0.7 .8
France G -1.9 ~0.7 0.2 -1.8 -2.7 =3.1 2.9 ~-2.6 2.9 -2.7

c =1.6 -1.5 -1.3 -2.6 -2.8 -3.3 3.4 «3.3 -2.9 -2.5

United Kingdom G -4.2 =3.5 3.5 -2.8 -2.3 5.6 ~-3.9 -2.7 ~2.9 -2.7
c -3.3 -2.3 2.5 -2.9 -2.7 ~3.1 -3.2 -2.4 ~2.6 -2.4

I+aly G -9.7 -9.5 ~8.0 «11.9 -12,6 1.7 ~13.0 -14,0 =126 -12.6
t =13 -10.8 -10.8 =12.8 -15.1 -16.4 =15.5 6.3 ~14,2  ~13.1

17 QECD

countries G -2.2 -1.8 -2.5 -2.7 =3.0 -4.2 -3.4 =3.4 =3.3 ~3.0

European

countries G -4.5 4.9 4.7 -4.5 4,2 6,1 ~4.0

Seven major
countries excl.
United States c -4.4 -4, 1 -4.1 5.5 -5.0 5.3 =5.1 ~4.7 4.3 -4.2

Note: WEQ - Cenfral Government; OECD £0 - General Goverament,

Source: OECD Economic Outtock, June 1987. IMF, Worid Economic Qutlook,
April 1987.
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18973 1978 1979 1980 1981 1982 1683 1984 1985 1686 1987
United States 22.9 21.0 19,4 19.5 18.8 21,4 24.0 251 26.8 28.8 29.9
Japan -6.1 1.3 14.9 17.3 20.7 23.2 6.2 26.9 26,5 26.2 26.5
Germany -6.7 $.4 11.5 14,3 17.4 19.8 2.4 21.7 22.1 22.2 23.0
France 8.3 6.2 9.8 8.1 4.9 11.3 13,4 i5.2 16.7 18.5 20.4
United Kingdom 57.5 53.3 48.5 48.0 47.2 46,4 7.1 48.5% 46.9 46.9 46,
Italy 52.1 63.9 63.7 61.8 66,8 73.4 80.6 §7.8 96.3 99.2 103.9
Canada 2.7 10.6 10.7 11.5 10,7 16.9 20.4 24,7 30.3 34.0 36.7
Total of the above
countries 17.2 21.6 21.2 n.e 22.5 25.1 27.8 29.3 50.8 32.2 33.3

Source: OECD Economic Outiocok, June 1987.
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The gemeral government and central government deficits shown in Table
24 perhaps contain one or two surprises. Firat, the U.S. general goverament
deficit (as a proportion of GDP} has been below the OECD average for every
year since 198l. Italy and the smaller European countries contributed
significantly to the high OECD average. The European countries as a group had
a general government deficit well above that of the United Stactes for the
entire 1981-87 period. It is, of course, true that the United States' general
government deficit increased sharply from 1981 on while Japan sharply reduced
its general government deficit and the Eurepean countries, after a small
increase, were back in 1986 where they had been in 1981, The increase in the
U.$. general government deficit is more than accounted for by the increase in
its federal deficit. State and local government maintained and even increased
slightly its surplus.

It may be the case that the state and lecal government surplus in the
United States is to a certain extent spurious, say because contributions to
effectively funded pension schemes are counted as current receipts. While
this would raise the true general government deficit in the United States, it
is not obvious that it would raise it relative to the deficits in the rest of
the industrial world if similar corrections were made there. Even if just the
central government deficits are considered, the U.S. deficic relative to GDP
is very similar (since 1982) to the Japanese and European deficits.

To single out the U.S. deficit for special concern and opprobrium
therefore requires one to go beyond the recorded deficit shares by relating
the government deficits to the perceived existing real slack in the economy
(in the case of Europe) and to differences in private savings propensities (in

the case of Japan).
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The 1987 (estimated) U.$. general government deficit of 2.7 percent
of GDP and {estimated} Federal deficit of 4.0 percent are very close te being
"full employment deficits." If the high European unemployment rates reflect
to a significant extent cyclical or demand -deficient rather than structural
{real wage constrained, etc.) unemployment, then the longer term implications
for the growth of the public debt are more serious in the United States than
in Europe on the assumption, underlying ecyclical corrections, that a "normal"
cyclical recovery will occur in Europe in the absence of further
"diseretionary” fiscal actions.

As regards the United States-Japam comparison, similar public sector
deficits may have very different macroeconcmic implications in the United
States with a gross private saviang ratio of 16.2 percent in 1980 (and a gross
private investment ratio of 16.3 percent) and in Japan with a private saving
ratio in 1986 of 28.7 percent {and a gross private investment ratio of 23.2
percent).

On balance, the case that general government or central government
fiscal deficits in the United $tates are larger and less sustainable than
these in Europe appears to be much less straightforward than it is often made
out to be. The same holds, as regards central government deficits, also when
comparing the United States and Japan.

The same ambiguous message is carried by the publie debt-GDP ratios
reported in Table 25. The United States ratio, while rising, is still below
the average for the seven main industrial countries. Omitting Italy brings
the United States up to the average of the remaining six main industrial
countries. A little arithmetic shows that with nominal income growth of 7.5
percent in 1987 and a debt-GDP ratio of 30 percent, the U.S5. debt=GDP ratio

will rise only if the deficit—-GDP ratie exceeds 2.25 percent {ignoring
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seigniorage). The current deficit projections are above this threshoid level,
but not by very much. The increase in the U.S. high~powered money stock was
5.2 billion in 1986, 8.4 billion in 1985 amd 1.1 billien in 1984 (.12 percent
of GDP, 0.21 percent of GDP, and 0.03 percent of GDP respectively).

With no more than 0.1 percent or 0.2 percent of CDP extracted through
seigniorage, the threshold U.S. general government deficit that just
stabilizes the debt-GDP ratio would go up to 2.35 percent or 2.45 percent of
GDP.

To evaluate the sustainability of current fiscal, financial and
monetary pokicy in the main industrial countries we need, from equation (4),
rhe current net stock of debt, curreat and prospective future primary current
deficits, current and prospective future interest losses on internaticnal
reserves and public sector capital, current and prospective future seigniorage
and interest rate projections. Most of these can be dispesed of quite easily.

Seigniorage has in recent years been a negligible source of revenue
in all the main industrial countries except for Italy. For example, recent
U.5. figures hovered between Q percent and 0.2 percent of GDP and the United
Kingdom average for 1981-83 was 0.21 percent of GDP. 1In Italy the shares were
2.8 percent in 1985, 2.2 percent in 1984, and 2.3 percent in both 1983 and
1982. Recent changes in Central Bank policy in Italy are likely te have
lowered these percentages sharply. An estimate in Buiter [1985] of the
maximal amount of seignicrage that could have been extracted in the United
Kingdom over the period since 1948 is 2.74 percent of GDP (at an annual
inflation rate of 67 percent). Except for Iraly it seems safe te put the
likely contribution of seigniorage to government financing at no more than 0.2

percent of GDP.
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Interest losses on international gold and foreign exchange reserves
are negligible in the industrial countries, especially now that foreiga
exchange reserves earn (close te) market rates of interests. In what follows,
foreign exchange reserves will be omitted altogether.

A regards income from the general government capital stock, no usable
data are available but two informative benchmarks can be calculated. The
first assumes that there is not gross cash return from the capital stock,

i.e. that the net return is minus public sector capital consumption: p = -§.
Letting a denote gross public sector capital formation as a proportion of CDP,
the budget identity can {(ignoring international reserves) in this case be

rewritren as:
(3a'}) Ab = g + a-t +(r-n}b - g
The solvency constraint in this case is:
{4") b(to) = PDV(t~{g+a); r-n: tc) + PDV(s: r*n;co)

In the second benchmark case, the net cash rate of return on the

general government capital stock equals the opportunity cost of borrowing ,

i.e. p = i-v. In that case the budget identity (again ignoring international

reserves) can be rewritten as:

(3a™) Ad z g=t + {r-n)d - s
where
d z b~k

The solvency constraint becomes:

(4") d(co) = Pov{t-g; r-n; to) + PDV(s; r-n3 to)
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while we cannot confidentially predict the future course of the

primary current government deficit (erucial for equation {4")) or of the

- B -

primary current government deficit plus gross public sector capital formation

{crucial for equation (4')) we can evaluate the implications of extrapolating

recent values of these deficits (as proportioms of GDP).

For the United States reasonable net debt interest figure are

available, both for the general government (given in Table 18) and for the

Federal government, given in Table 26 below.

Table 26 United States federal government net interest paid and primary surpius

(percentage of GDP)

1978

1979 1980 1581 1982 1983 1984 1985 1986 1987
Net intecest paid 1.6 1.7 1.9 2.2 2.6 2.7 3.0 3.2 3.3
Primary surpius (p= =§) -0.4 0.6 0.4 ~0.2 -1.5 =29 =19 -9 -7
Source: Economic Repert of the President, 1987 and Q2CD Economic Outtook, June 1987.

The recent U.S. general government primary surpluses are given in

Table 27.

CJH/BuiTer2/1Q~13-87



_67_

Table 27 The primary gengral government surplus of the United States
{percentage of GDP)

1978 1979 1980 199 1982 1983 1984 1985 1986 1587

1.8 0.2 Q.7 ~1.6 «1.8 ~0.4 0.8 ~0.7
i-T 3.2 3.5 1.9 2.2 -0.1 -0.3 1.0 0.8 n.a.

E+]
o
1
o
n

Socurca: OECD Economic Qutlook, June 1587 and Economic Report of the
President, 1987.

The first line shows the surplus on the pessimisti¢ assumption that the net
cash return on the general government capital stock is negative (and equal to
the depreciation of the capital stock). It shows a small surplus in 1980 and
1981, a deficit of 1.6 percent in 1982 and 1.8 percent in 1983 and a smaller
deficit of about 3/4 percent of GDP in 1985 and 1986.

The second line shows the surplus on the optimistic assumption that
the net cash rate of return on general government capital equals the
opportunity cost of borrowing. It shows a large surplus in 1980 and 1981
which almost vanishes in 1983 and settles at just over 1.5 percent of GDP in
1984, 1985, and 1986.

wWhat constant general government primary surplus t-{g+a) would be
necessary Lo service the outstanding public debt of the United States in the
pessimigtic case (p = =§)7 assuming r-n and s to be constant at

r-n and s respectively , the answer is, from equation (4') given by:

(8) t=(g*a} = (r=n) bt ) - 5 9/

9/ Note that this primary surplus would keep b constant.
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With s = .002 and b(co) = .3, we can calculate the debt burden stabilizing

permanent primary surplus for different values of z-n as follows: 10/

() t-(gra) = 0.1% (t-m = .01)
= 0.4% (z=n = .02)
= 0.72 (r-n = .03)
= 1.0% (r-n = .04)

Even when the long run {after-tax) real interest rate exceed the
long-trun real growth rate by much as 4 percentage points, the required primary
surplus is only one percent of GDP. More ?lausible values of T-n of 0.02 or
0.03 yield required primary surpluses of 0.4 percent and 0.7 percent of GDP
respectively. Compared to recent actual general government primary surpluses
in the pessimistic case of -0.8 percent and -0.7 in 1985 and 1986, a permanent
reduction in the primary deficit of between 1.0 percent and 1.5 percent of GDP
would be sufficient to restore solvency.

In the optimistic case (p=i-v) solvency is already assured and there
is indeed room for a reduction in the permanent general government primary
surplus. From equation (4") the permanent primary current surplus t-g

required to stabilize the current net debt ratio is:
(8) tg = (rm) d(c ) -5

Since dlt,} = ble )=k(c ), t-g is strictly less than t—(g+a)
for the same values of r-u and s. The actual recent values of the primary
current surplus of the general government in the optimistic case are equal to
the largest value given in equation (7). Indeed, with

r-n = 0.02 or Q.03, the primary surpluses reported in the second line of

10/ The final numbers are multiplied by 100 to obtain percentages of GDE.
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Table 27 indicate that the U.5. government would be on course for paying off
the national debt if the optimistic case were correct.

For the U.S. Federal Government I could not find information on gross
fixed capital formation. Table 26 therefore gives only the pessimistic case
calculation of the Federal primary deficit. Net Federal Government debr in
1986 II was about 36 percent of GDP. 11/ The Federal debt share stabilizing
permanent primary surplus in the United States for the pessimistic case is in

that case given by:

t-(g*a) = 0.16% (c=n = .01)
= 0.52% (z-n = .02)
= 0.88% (r-n = .03)
= 1.26% (z=n = .04)

This would imply the need for a reduction in the primary Federal
deficit of between 2.0 and 2.5 percent of GDP if the Federal debt—GDP ratio is
to be stabilized.

For the other industrial countries, the interest on the national debr
reported in the national accounts is gross of any general government interest
receipts, which are often quite sizeable. Table 28 shows interest payments,
receipts and net interest payments for the United States, Japan, Germany, and
the United Kingdom.

In order to have an indirect check on the reported net interest
payments figures, I have constructed an alternative estimate by multiplying
the net debt figures of Table 2% by the nominal interest rates on long
government debt. As these are before-tax interest rates, they are likely to
overstate the net debt payments, a problem I also believe to affect even the

"net" U.S. interest payment figures. The method is very ¢rude, as it ignores

11/ Econromic Report of the President, 1987.
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Table 28 |Inferest payments and receipts of general government in four
industrial countries

1960 197C 1980 1981 1982 1983 1984 1985 1986

United States

Payments 2.¢ 2.2 3.1 3.6 4.1 4.3 4.7 4.9 5.0
Receipts 0.7 1.0 1.7 1.9 2.2 2.5 2.4 2.3 2.4
Net Pzyments 1.3 .2 1.4 1.7 1.9 2.0 2.3 2.6 2.6
Jzpar
Payment 3.3 3.6 3.8 4.2 4.4 4.5
Receipts 1.9 2.2 2.3 2.4 2.4 2.6
Net Payments 1.2 1.4 1.5 1.8 1.9 1.8
Germany
Paymant 1.9 2.2 2.7 2.9 3.0 2.9
Receipts 1.1 1.3 1.8 i.8 1.8 1.8
Net Payments 0.8 1.0 0.9 1.2 1.2 .
United Kingdom
Paymant 4,0 4.7 5.0 5.1 4.7 4.9 5.0 4.9
Receipts 1.8 1.6 1.7 1.8 1.6 1.6 1.8
Net Payments 2.2 3. 3.3 3.1 3.4 1.3 3.2

Source: National Income Accounts.
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the maturity structure of the existing debr, but may at least given some idea
of orders of magnitude. The net interest payments estimates are in Table 29,
and estimates of the general government primary surpluses are in Table 30. As
the United Kingdom estimates im Table 29 are about the same as the official
gross data reported in Table 28, either the estimates in Table 29 still
overstate true net interest payments for the United Kingdom or the interest

receipts entry for the United Kingdom in Table 28 is suspect.

IVe. Debt, deficits, and monetization

The analysis of the previous subsection can be turned on its head by
treating debt and the primary deficit as exogenous and considering the
implications for seigniorage and inflation. If the real debt burden is to be
kept constant at some given level b (noet necessarily the current debr-GDP
ratio) and if the primary deficit is a fixed share of GDP, E:E:?, the implied

seigniorage is given, for the pessimistic case, by:
(9 s = g+a~t + (r-n)b

From equation (5), the proportional rate of growth of the nominal

high-powered money stock is:
(10) = Vig-t + (r-n)d)

A higher value of g+a-t + (r-n)B, the long-run inflation-and-real~
growth-corrected deficit as a proportion of GDP, implies a need for more
seigniorage to satisfy the govermment budget identity. At a given velocity,
V, more seigniorage means higher inflation. Lower inflatien, however, means

lover velocity and therefore, given b, mere seigniorage. Many standard money
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Table 29 Estimated net interest payments of t+he General GovernmenT
(percentage of GDP)

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Uniteg States 1.8 1.8 2.2 2.6 2.8 2.7 3.1 2.8 2.2
Japan Q.7 1.1 1.5 1.7 1.9 2.0 2.0 1.7 1.4
Germany 0.5 0.9 1.2 1.8 1.8 1.8 1.7 1.5 1.3
France 0.9 0.9 1.2 1.6 1.6 1.7 1.9 1.8 1.6
United Kingdom 6.7 6.3 6.6 6.9 6.C 5.1 5.2 5.0 4.8
Italy 8.8 9.9 9.9 3.8 15.3 14,5 13.0 12,5 16.3
Canada 1.¢ 1.1 1.4 1.6 2.4 2.4 3.2 3.3 3.2

Source: Net debt of generzl government as a percentage of GDP: Table 25.
Long-term interest rates on public debt: IMF, Worid Economic Qutiook, April 1987.
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Table 30 General Goversment primary surpluses in the main industrial countries
(percentage of GDP)

1878 1979 1980 1981 1982 1983 1984 1985 1586 1587

United States® p = =§ 1.5 1.8 0.2 0.7  -1.6  -1.8 =04  -0.83 -0.7
p = i=w 3,2 1.5 1.9 2.2 0.1 -0.3 1.0 0.8 R.a,
United States® p = -5 2.0 2.4 1.0 1.6 0.1 -l 0.4 -0.6 -1t
p = i~w 3.7 4.1 2.8 31 0.8 0.4 1.8 1.0 LI
Japan? g = -8 -48 =38 .33 .24 201 «1.9 -0 n.a.  n.a.
p = i-wm 1.3 2.4 2.8 3.7 4.0 3.9 5.4 n.a. n.a.
Japan® p o =& -48  -3.7 <30 -2.1 1.7 <L -0 0.9 0.5
pF i=w 1.3 2.6 3.1 4.0 4.1 3.8 5.0 5.7 n.a.
Germany® p o= =8 =18 -2.0 <20 -2.7  -2.4  -1.2  -D.7 6.0 n.a.
p = i-m 1.5 1.4 1.5 0.5 0.4 1.3 1.7 2.3 n.a.
Gornany® pF =8 -2.0 -7 1T 1.9 1.5  -0.6 0.2 0.4 0.1
p = 1-% 1.3 1.7 1.9 1.3 1.3 1.9 2.2 2.7 n.a
United Kingdon® p = -§ 0.4 0.5 0.8 -0.5 -0.7. 0.5 n.a.
p = i-x 2.0 2.3 2.3 1.4 1.3 2.4 n.z.
United Kingden® p = =§ 2.5 2.8 3.1 5.1 3.7 1.5 1.3 2.3 1.7
p = i-n 5.9 5.2 3.4 3.3 4.2 n.a.
France” p = ~§ =1.0 0.2 T =02 =11 =14 -1.0 0.8 1.3
1taly® p=-§ 0.9 0.5 1.9 1.9 2.7 1.5 0.0 -1.5  -2.6

a. Using net interest payments from Table 28.
b. Using estimated interest payments from Table 29.
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demand functions {e.g. the linear and the log-linear ones) have the property
that any given amount of real seigniorage can be extracted both with a low
rate of inflation and a low veloecity {on the nice side of the "seigniorage
Laffer curve") and with a high rate of inflation and a high velocity (on the
unpleasant side of the seigniorage Laffer curve). For this reason alene, the
use of equation {10) to infer the "eventual monetization" implied by the
fiscal program is problematic (see Sargent and Wallace [198l] and Buiter
{19871). With velocity rising with inflation there may be more than one
solution to equation {10).

Quite a part from the theoretical considerations, seigniorage seems
to have disappeared as a serious source of government revenue in the main
industrial countries {except for Italy). Very minor inecreases im £ or cuts in
g would allow the authorities to dispense altogether with the 0.1 percent or
6.2 percent of GDP brought in through seigniorage.

The data is Table 30 suggest that, even in the pessimistic
case (p = =&), Japan, and Germany now are running small primary surpluses
while the United Kingdem even has a sizeable primary surplus. The United
States and France have primary deficits of just under and just over 1 percent
of GDP respectively. Italy has a rapidly growing primary deficit which
reached 2.6 percent of GDP in 1986 (Note thacr seigniorage was 2.8 percent of
GDP in Italy during 1985). In the optimistic case (p=i-7} all industrial
countries with the possibie exception of Italy would be running primary
surpluses, several of them quite large. Except in the case of Italy, the
analysis does not suggest that great fiscal stringency is required inm order to
avoid either threats to solvency or the need for much increased recourse to

the inflatien tax.
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IVd. Debt, deficits, and crowding out

In virtually any model that does not exhibit debt neutrality, the
degree of financial crowding out pressure is, given the current and
anticipated future paths of public spending and taxation, an increasing
function of the existing real net stock of public debt (or of the debr-GDP
ratio).

In open economies financial crowding out occurs through upward
pressures on real interest rates, through more intense credit rationing of the
private sector, and through appreciation of the real exchange rate. The
global economy only has the first two mechanisms. From the net debt figures
of Table 25 it is clear that financial crowding out pressure has increased
globally since the beginning of the 1980s, alchough the increase in the
debt-GDP ratio of the seven main industrial countries by just over 10
percentage points between 1980 and 1986 does not seem alarming. Again the
United States does not differ significantly from the average of the big
seven. The United Kingdom appears to be the only country to have reduced its
debt-GDP ratio, but this small decline hides a reduction in public sector
assets due to privatization. Again Italy appears to be the only major country
with a potentially serious debt problem.

With sticky nominal prices or wages and demand-constrained employment
and output, monetary policy can reduce short real interest rates and prevent
financial crowding ocut. At full employment memetary policy can only influence
financial crowding out by permitting the substitution of real money balances
for real debt in private portfolios. With high-powered money less than 5
percent of annual GDP in the United States and 6 percent in the United

Kingdom, the scope for inerary pelicy to influence financial crowding out at
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full employment must be rather limited. Ics cyclical role is likely to be
much more significant.

Short-run demand effects of fiscal policy

As pointed out by Blinder and Solow {1974] and reiterated in Buiter
{1985], there are no "model-free” measures of fiscal stance. To evaluate the
impact of past, current and anticipated future fiscal policy on any aspect of
the economy we need a model relating policy instruments ro cutcomes bath
directly {i.e. given private sector expectations about the future) and
indirectly via the effect of current and past policy actions on expectations
about the future.

It is therefore with some reluctance that Table 31 is presented
nere. It contains the IMF's and OECD's fiscal impulse measures vwhich purpoxt
to ipdicate the direction and magnitude of the impact of current discretionary
fiscal measures on aggregate demand. Both the OECD's and the IMF's measures
try to correct variations in the general government deficit for endegenous
variations in receipts and outlays associated with cyclical variations in
output snd employment under given spending programs and tax laws and
regulations. Neither measure i3 "model=based”. They differ from the current
demand impact measure of the simple, static, expectations-innocent Keynesian
model by not weighting the different outlays and receipts by their different
multipliers and by evaluating the effect of tax rate and transfer rate changes
at some cyclically c¢orrected output level rather than at the actual output
level. They differ from the more classical and forward=looking fiscal impact
measures of Blanchard [1985] by not considering the effects of {changes in)
anticipated future fiscal policy actions on aggregate demand today.

Taken at face value, a few points emerge from Table 3l. First, U.S.
fiscal policy diverged in an expansionary direction from that pursued on
average in the rest of the industrial world after 1981 and until 1983,

CJW/Buiter2/10~13-87



Tabie 3%

77 -

OECD and 1MF Measures of Fiscal Stance

1980 1981 1982 1983 1584 1985 1986 1987
IMF General Goverament Fiscal !mpluse (percentage of GDOP)
United States 0.7 .5 Q.5 0.6 0.6 0. ~0.4 ~0.5
Japan -0.4 -1.2 -0.1 -0.2 1.2 -0.9 -0.5 ~0.1
Germany -0.2 -0.3 1.9 0.5 .4 -0, . -0.2
France -1.8 0.6 0.3 0.5 0.6 -0.7 0.2 0.3
United Kingdom -1.9 -2.8 -i.0 1.7 0.4  -0.5 0.1 0.3
Itaty ~1.3 2.2 -1 “2.4 1.0 1.0 -1.4 -0.6
Canada 0.5 -0.7 1.3 0.9 i.5 .9 ~0.8 0.6
Seven countries
above 0.1 -0.5 -0.1 0.2 0.2 0.1 ~0.4 0.3
Seven countries excl.
United States ~3.8 0.6 -0.8 0.2 0.1 -0.4 0.4 -0.2

United States
Japan

Germany
France

United Kingdom
Italy

Canada

Seven countries
above

Major six exc!.
United States

United States
Japan

Geraany

France

United Kingdom
Italy

Canada

Seven countries
above

Mzjor six excl.
United States

OECD Change In Senerai Government Structural

0.5 -0.9
0.2 0.6
0.2 -0.1
~-1.6 1.0
-2.1 -2.9
~1.1 3.4
-0.1 ~1.2
-0.1 .6
0.5 0.1

1.3
=0.7
~1.5

0.4
-1.5

0.0

0.7

0.3

=0.5

(percentage of GNP)

0.5
-0.6
-1.4

0.1

1.7
-2.3

0.7

0.1

0.3

0.3
0.9
-1.2
0.6
=0.4
=0.3

0.2

0.3

0.5

0.4

Budget Deficit

0.0 -0.6

0.4 0.4
0.3 0.0
0.4 ~0.5
0.5 0.5
=0.9 0.6
-0.9 -0.5
-0.1 0.3
~0.1 3.

OECD Change in general government intlation-adjusted
structural budget deficit (percentage of GOP)

0.2 ~0.3
~1.1 0.2
=0.1 0.2
=-1.7 1.0
=3.4 ~0.4
=-4.5 4.8

0.1 -1.3
0.7 0.0
-1.3 0.4

1.8
~0.4
“1.4

0.4
~0.1

0.7

0.5

0.3
~0.4
=-1.2

0.1

3.0
-~1.8

0.6

0.2
-1.0
-1.2
-0.6
-0.3

2.2

0.2

-0.2

0.4

0.8
0.9
-0.5
~-0.5
=0.6

1.7

0.5

0.2

“0.4

0.2 ~1.0
0.1 ~0.2
0.8 0.2
0.7 0.7
1.2 0.4
1.5 1.6
-1.0 =0.5
0.4 .5
0.5 0.1

(+) Indicates a move toward expansion

Source: OECD Economic Outlook, June 1987, IMF, Worid Economic Outlook, April 1987.
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Second, afrer 1985 fiscal policy turns mildly contractionary throughout the
industrial world. Third, German fiscal policy was contractionary in every
year except 1986 {and possibly 1984). Japanese fiscal policy was
contractionary in every year. The expansionary fiscal package recently
announced by Japan would break this run of tight fiscal policy. Fourth, the
data flag the severe fiscal comtraction in 1980, 198), and 1582 in the United
Kingdom, the sharp reversal in 1983 and a moderately expansionary fiscal
stance since then. Finally, the very large year-to-year variaticns in fisecal
stance in Italy stand out, supporting the view that this country has rather
deep-seated problems in the design and implementation of fiscal policy.

The relatively expansionary U.S. fiscal stance from 1982 until 1985
and its subsequent reversion to the OECD mean or even slightly beyond in the
other direction, support qualitatively the real appreciation and depreciation
of the dollar, although the magnitude of the fiscal impulses and the magnitude
of the real exchange rate response seem out of line with each other. Relative
monetary pelicy stances in the United States and in the rest of the OECD no
doubt reduce the size of the umexplained real exchange rate residual, but
there remains a sizeable chunk that can only be rationalized, if at all, by
appealing to unobservable expectations of future fiscal and/or monetary
policy.

Table 31 also suggests that global fiscal policy in its aggregate
demand aspect has not been supportive of global econemic activity, at least
since 1986. When the normal downturn of the business cycle is reinforced by
mildly contractionary fiscal pelicy, it is not surprising te see global

economic growth petering out.
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Conclusions

At the beginning of this paper the short and medium-term prospects
for the world economy were characterized as mediocre and fraught with
considerable downside risk.

The medium-term forecast up to 1990 for real GDP growth in the G5
presented in Table 32 and prepared by the World Bank's IECAP is not
unrepresentative of the emerging consensus on this issue. The slightly
greater optimism for the period 1990-95 and for 1995-2000 is, I believe,
justified if even moderately sensible and reasonably well-coordinated demand
and supply management policies are adopted in the main industrial countries.
As regards the 1987-90 projections, only the figures for the United Kingdom
seem significantly too pessimistic (as do the 1990-95 projections for that
country).

It should be noted that the short~ and medium—term scenario inm Table
32 assumes that there will be no global recession and indeed no recession in
any of the G5 countries. It also holds out & continuation of the unfriendly
external economic environment for the developing countries that has prevailed
since 1973 (except for the one-year blip in 1984). TIf anything like this
short«~ and medium~term growth pattern for the industrial countries emerges,
economic development will be hurt badly and the hope that heavily indebred
countries will grow their way out of trouble can be shelved.

Fortunately the scenario of Table 32 is mot inescapable. The
elements of a global macroeconomic policy package that would significantly
improve global macroeconomic performance in the near- and medium«term future

are the following.

CJW/Buiter2/10-13-87



- 80 -

There should be a "supply~-side friendly" fiscal expansion in the
fiseally strong industrial countries. This includes Japan, Germany, and the
United Kingdom. The behavior of their debt-GDP raties, their primazy
government deficits and, im the case of Japan and Germany their current
account deficits suggest that these countries have ample fiscal elbow room.

In addition there is considerable real slack in all three econemies, slack
that can be expanded considerably in the case of Germany and the United
Kingdom if the right supply-side friendly fiscal measures and other regulating
reforms of the key markets {especially the labor market and, in the United
Kingdom, the housing market) are undertaken. The supply-side friendly fiscal
measures that come to mind are cuts in employers’ sccial securicy
contributions, private investment subsidies (possibly temporary to get maximal
short~term effects on demand), other cuts in direct taxation, increased social
infrastructure investment and, especially in Japan, measures to stimulate
investment in private housing. The recently announced fiscal stimulus in
Japan is a step in the right direction but seems very small {about §35
biilion) in relation to both the macroeconemic and the structural needs of the
country and the world economy.. The German decisiom te bring forward some
already scheduled tax cuts (0.9 percent of GDP in 1988) also seems far too
little.

France appears to have little room currently for a significant fiscal
stimulus and Italy needs to retrench, as is apparent from the primary deficit
figures in Table 30. It is important in the case of Italy that the government
does not abandon its seigniorage tax, as this would either cause a further
debt explosion or necessitate a very savage cut in the primary deficit. Tight
monetary policy in Italy today seems very counterproductive. To prevent the

Japanese-European fiscal expansion from being "crowded out” by further
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exchange rate appreciation, monetary policy in Japan and Europe should aim to
stabilize the exchange rate or at least prevent a very sharp appreciation of
their currencies.

As regards the United States, the analysis of the previous section
suggests that the unsustainability of the current fiscal position has been
much exaggerated. If the United States has a general government primary
defieit at all, it is small and no fiscal heroies to eliminate it seem
required. If spending cuts and/or tax increases are deemed necessary in the
United States (and I consider them to be desirable from the point of view of
generati;g full employment ¢urrent account and trade balance surpluses of the
industrial countries as a group vis-a-vis the developing countries), it is
important to announce these measures as soon as possible (i.e., as socn as
political credibility can be attached to such announcements) and to schedule
the fiscal retrenchment over a number of years. The rarionale for this ig
that credible announcements today of future fiscal tightening have
expansionary effects today because the anticipation of the future spending
cuts or tax increases lowers today's long real interest rates and may even
boost the market price and the shadow price of existing capital stock (It will
certainly raise them relative to their values under immediately implemented
fiscal tightening)}. When the fiscal contraction is actually phased in, it
will have have its normal depressing effeet on aggregate demand. AC that
stage the Fed should be ready to provide the necessary ¢nce~off monecary
stimulus to avoid a recession. Some monetary accommodation may indeed be
necessary right away if the first stage of the fiscal package were Lo be in
place unexpectedly early.

Unilateral fiscal contractiom in the United States without a

supperting expansionary U.S. monetary policy and without a European—-Japanese
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fiscal-monetary package to expand demand at a given exchange rate would only
succeed in improving the U.S. fiscal and trade deficits by exporting a
recession to the rest of the world through a further depreciation of the U.S.
real exchange rate.

Assuming that a co-ordinated global fiscal-monetary package in the
spirit of the cne just outlined impraves global macroeconomic performance over
the next few years, what of the longer-term future?

The IMF's estimates of potential output growth for the G7 uncil 1995,
shown in Table 33, are fairly depressing. They are indeed rather close to the
actual growth projections of Table 32.

Like aCtual-output growth, potential output growth is, over amny
relevant time horizon, to a large extent the result of policy choices. Even
if the underiying or trend growth rate of factor productivity is stabilizationm
policy-invariant (which is by no means certain), potential ocutput growth is a
function of the growth of the private and public sector capital stocks which
can be be boosted by the right supply side policies and by demand management
aimed at securing a high degree of capacity utilizatioen.

The figures in Table 33 also do not give the upper bound to the
actual growth rates that can be achieved without danger of overheating the
economy, because they do no appear to contain any allowance for the taking up
of the existing slack in Europe and Japan or for supply-side measures that
permit a once—off improvement in the efficiency with which existing resources

are used. Finally, even when all this is said and done, the United Kingdom

CJW/Buiter2/10-13-87



9861) sSuosjoafoug
TSt WHIM JueEssreD oue seanByy g (HOOFIRD 2{WOUGD3 (I3 U] SUO|1IU(48p B4 650 dO9/dND O} PLEP |RDI1JOLS|H  183UN0S

z80" * wopSupy pestun f¢gi* uveder

p0it fAvRwasd {160 ‘edupsy

tode syybjam asoyp

*031 AG @uR (pJEMUO

*SR1ISH4RLS UL InE LYUFUOK NN 844 Ul PeyS)land 24ep UG pIsSeq QJv SODIPUL ANN UG eiep |B3]JORSHH

‘186 ‘seyeys pajtun

TZE6] Ul JOO/dHD 1evjwour Ag pajybiem e

TL86L Adeaver jo se suoraefold 0043 G4om sasayjuoded ul sonbry  TBION

({9 €'g) (6'¢) (9°2y (£'2)
2% 0'¢ z'z vz %z 'z ¢T 8T &% o€ t'o-  9'1 vz eleiol
I
. {24 ) (k) {672} (0°Z)
@ 's o't 6t €T € P €2 L'z £'9 S 92— 6 'z seiess pesjun
! [CAF4] (zy (') '2) (52
§°2 6"t £ [0 S -AF S A 4 L'z 0 0z st Zh 2= o't (409} wopbury pajjun
(%) (6°C) {6'¢) (p'g) (L'2)
6°¢ [ T'E 6T 0T 0T &'T  F¥ 6% T'§ 1 9'¢ e veder
fo'g) (h'e) te'e) (076} (8°2)
o't 8z €z 'z 8 s't ' vT 0'¢ [ o't~ 90 £z Avewley
@'z ' gy (Z2'2) (2°2)
o' Pz 'z ¢7 e €L oz g [ o 8 $°0 92 (13} 2ouedy
HO/dND reey
000Z-6661  S6-0661 0661 6861 8661  £B61 986E  SREI  PBGI €961 Z861 1961  0B-CI61

{swyjpaebo; vy sebueyq)

oadsoud pue joadsosjer

169 oyl Up QiModb gg9 g @rdqel



~ 84 -

Table 33 Major industrial countries: estimates of potential GDP/GNP, 1966-935
(percentage changes, compound annual rates)

1966~73 1974-85 198688 1989-95
Canada 5.2 2.9 3.0 2.7
United States 3.4 2.3 2.7 2.6
Japan 8.5 3.8 3.6 3.1
France 5.4 2.2 2.8 2.6
Germany, Fed. Rep. of 4.3 1.9 2.6 2.2
Italy 5.1 2.2 2.6 2.5
United Kingdom 2.8 1.1 2.2 2.0

Source: "Potential output in the major iadustrial countries.” Staff
Studies for the World Economic Outloock (forthcomingl.
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{again) seems to get stuck with an excessively low potential growth rare. To
summarize, the figures in Table 33 should be interpreted as the price the
world economy may have to pay if it fails te adopt the right demand and supply
management strategies rather than as the upper limit to what moderately
well-informed self interest canm achieve.

One more major challenge faces the industrial countries for the
remainder of the 1980s and for the next decade, that of achieving a
significant combined current account and trade balance surplus at full
employment vis—a-vis the developing countries. Only when a sizeable net
resource transfer towsrds the developing countries occurs along a path for GDP
growth in the industrial countries that is closer to & percent per annum than
to the stingy 2.5 percent that seems more likely in the current policy
environment, can economic development for most of the world's inhabitants

become a reality.
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Appendix

Has the United States already become a net external debtor?

The met international investment position of the United States has
worsened steadily since 1982, the year in which the U.S. current account began
a run of deficits not seen befere in the post~World War II period. There had
been small current account deficits before (in 1950, 1953, 1939, 197i, 1972,
1977, 1978, and 1979) but both in dollar terms and as a percentage of GNP, the
recent c;rrenc account deficits are unprecedented. Starting in 1983, the
sequence of annual ¢urrent account deficit as a percentage of GNP has been 1.4
percent, 2.8 percent, 2.9 percent, and 3.3 percent. The previous post-War
peak current account deficits, during 1977 and 1978, were a mere .7 percent of
GNP.

These recent cumulative current account deficits have eroded the net
international investment position of the United States, but it 1s doubtful
whether the United States already is a net external debror country, as is
often reported. The official data on the U.S. net international investment
position 4/ support the view that the country became a net external creditor
in 1985. Adding the current account defieits since 1985 to the end-1985 total
net external debt of $107 billion suggests an end-1986 net external debt of
about $250 billien and an end-1987 net external debt of about $400 billion
(see Table Al}. This picture of the United States as a net external debtor is
contradicted by the robustly positive stream of net investment income (or net
foreign factor income) of $29 billion in 1982, $25 billien in 1983, $19

billion in 1984, $25 billion in 1985 and $23 billion in 1986. A country that

4/ See e.g. Economic Report of the President, 1987.
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Aspects of the internstional investment position of The United States

(mitlions of U.5. dollars)

1980 1981 1982 1983 1984 1685 1986 1987

Current account 1,873 6,339  -9,131 -46,604 -106,466  ~117,677 -140,56%

Surplus
Merchandise trade =25,480 -27,978 -36,844 -67,080 -112,522 124,439 -147,708

Surplus
Net investment Income 30,386 34,082 28,666 z4,801 18,752 25,188 22,865
Iavestment income:

Receipts 72,506 86,411 83,549 77,251 86,221 89,991 91,000

Payments 42,120 52,329 54,883 52,410 67,469 64,803 68,000
Net investment income:

Direct 12,280 26,252 32,538

0.$. government -14,540 -15,815  -16,083

Other private n,mz 14,751 6,410
Net international investment

position of the United

States 106,000 140,700 136,200 88,500 4,400 -107,400

U.5. assets abroad 606,900 719,700 824,500 874,100 898,200 952,400

Fareign assets in

United States 500,800 579,000 688,700 785,500 893,800 1,059,800

Sources: Survey of Current Business, March 1987 Economic Report of the President, 1987,
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is & net external debtor cannot have a persistently positive net stream of
foreign investment income. The question therefore is what to believe, the
negative stock data or the poesitive flow data.

It is likely that both series are subject to severe measurement
errors. The external assets and liabilirties of the United States tend to be
valued "at historie cost™. This is the case notably for direct investments.
The current marker value or replacement value of much U.S. direct foreign
investment abroad since the 1950s is now likely to be a multipie of the
historie value of the capital outflows that tends to be reflected in the
recorded net intermational investment position. The same holds, of course,
for the current market or replacement value of past direct investment in the
United States by residents of the rest of the world. On balance the
understatement of the true direct foreign investment position of the United
States is likely to exceed that of the true direct foreign investment pesition
of the rest of the world in the United States.

The investment income data are unreliable because they involve a
large amount of imputation rather than direct measurement of foreign factor
income flows. This problem is least serious with direct investment income, a
very buoyant item in the U.S. current account since the revival of economic
activity outside the United States.

The growing flow of U.S. government interest payments abroad and the
decline of "other private investment income"”, shown in Table Al, are
undoubtedly correct as regards the trends they signal, but may be guite
seriously off the mark as regards the levels.

On balance, it seems likely that the picture presented by the
positive net stream of foreign investment income is correct and that the

United States has not yer become a net external debtor. The persistence of
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current trends for the U.S. current account deficit would mean, however, that
it is only a matter of time until the true net external investment position of
the United States becomes negative and the positive flow of net investment
income turns negative.

Regardless of the net external investment position, it hardly seems
right from the point of view of a globally efficient allecation of scarce
investible funds, for the most capital-rich country to appropriate such a

large share of the world's savings.
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