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a. 10-year minus 3-month interest rate. 
SOURCES: Board of Governors of the Federal Reserve System; and DRIIMcGraw-Hill. 
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The sl>re;~d Ixtlveen long-term :lncl 
short-term interest rates has ex- 
panclecl cl~lring n~ost  of 1996 in the 
U.S., Germany. ancl the LJ.Iil. Over 
the I:~st month, this \viclening has 
stemmed from higher long rates, re- 
flecting signs of economic strength 
and perh;~pshigI~er expecteel short 
rates. Despite some e\.iclcnce of re- 
newed vigor in Japan, interest rates 
have not increased cl~lring this same 
periocl. The dollar h;~s gainecl 
groclncl ;lg:iinst the yen in spite of 
periodic expectations of Jap:lnese 
morletary tightening. Recent state- 
ments suggest t1i;~t Japan's central 
k~anli is still ;~ttempting to sustain the 
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nation's recovery with low rates. 
The clollar has generally risen 

ag:iinst the German mark this year on 
signs of a strengthening U.S. econ- 
omy. hut recently droppecl in the 
wake of reports showing renewecl 
Germ~un growth. The recent appreci- 
ation of the British pouncl can be 
p:trtially explained by the nation's 
continueel moderate expansion. 
Short-term interest rates have fallen 
over the past month, and the inflation 
r:lte contin~les to clecline. 

Inflation pressures generally re- 
main s~~bcluecl. Consumer prices in 
Japzln fell over in~lch of the last year, 
1,ut llave been rising since Januai-y. 
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Inklatioil in Germany remains stahle, 
and the U.S. llas seen only a slight 
uptick. 

Foreign exchange rates react to 
news a b o ~ ~ t  130th tracle balances ancl 
economic strength or weakness, 
~vhile tlxcle 1,al;lnces are in turn in- 
fl~le~lcecl by excl1:lnge rates. How- 
ever. these reactions often take time 
ancl are cornplic:ltecl by the uncer- 
tainty surrouncling futnre econorliic 
policies. Thus, it is not surprising 
that the Japanese trade surplus has 
declined clespite \\?e;lltness in the 
yen, while a first-quarter cteterio~i- 
tion in the U.S. balance has accom- 
paniecl strength in the clollar. 
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