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Thank you for your message of 26 January about the President's
State of the Union Address. I was very interested to read both
the full text of the Address and an excerpt from your testimony
to the Joint Economic Committee of Congress on 27 January, and

1 look forward to seeing next week your detailed budget proposals.

I am grateful to you for noting my concern about your Budget
deficit and its impact. It has occurred to me that it might be
useful if I were to set out my position fairly fully. In spite
of G5 meetings we do not for long spells get an opportunity to
talk these things out in any detailed way, although you and we
are pursuing broadly analogous policies with very similar
objectives. .

You know that the United Kingdom Government supports fully the
President's efforts, and yours, to reduce inflation, public
expenditure and the size of the public sector; to improve
national productivity, to reward savings and encourage investment,
and to exercise firm control over monetary growth. Our policies
are in many respects parallel to yours. We greatly wish your
policies to succeed: indeed we believe that success is essential
to the strength of the free gconomies.

As I see it, to win the fight against inflation one requires @&
firm monetary stance supported by an adequate control of the
Budget deficit. If fiscal policy does not adequately underpin
monetary policy, one of two outcomes can occur. The first is
that one may be compelled, because interest rates became
intolerable, to slacken monetary policy to match budgetary
policy. The second ijs that interest rates remain very high.

The first would have far reaching consequences for the health of
the dollar, and is certainly not an outcome which your friends on
this side of the Atlantic would wish to-see. But the second would
have a very severe impact on interest rates and exchange rates over
here: that in turn would produce resentment and strains in the
Alliance. Either way the free world would suffer.

/1 welcome
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I welcome the President's efforts to reduce the estimated Budget
deficits for future years. I know, however, that you must be
disappointed - as I am - that this year's deficit is likely to

be so much larger than your original target, and that the prospects
for reducing the deficits in later years now appear less good.

I know that a number of arguments can be advanced to support the
proposition that even & rising pattern of deficits can be consistent
with success against inflation and lower interest rates. The first
is that this year's increased deficit is mainly the product of
recession and that in a recession some increase should be tolerated.
In 1980-81 our own public borrowing requirement exceeded our target
for similar reasons. There is force in the point, provided that

the downward trend really is convincingly resumed thereafter. We
took action to bring this about in 13881-82, and have achieved it.

A second argument is that excessive preoccupation with Budget
deficits is a European phenomenon which does not fit US circumstances,
where the federal deficit is a more modest proportion of GDP and the
private bond market plays a much larger role. But off-Budget
borrowing on public credit ought, I would think, to be added to
federal deficits when making comparisons, e.g. with our UK PSBR.
More important still, the US savings ratio is well under half that
in the UK and other West European countries. I know that you hope
to increase savings through your income tax relief programme. But
it may be optimistic to rely on much sustained increased in savings
from tax reliefs which are modest in real terms.

A third argument is that resumed growth will reduce the deficit,
and it may. I see you gave Congress an example of the impact of
growth at 4 to 5 per cent. The US economy has certainly achieved
growth at that rate at times in the 1970s. But in the 1970s that
rate of growth, when long sustained, seems to have been associated
with quite a lot of inflation. We worry about the impact on
interest rates of a sharp revival of demand for private credit,
linked with a rising deficit.

A fourth argument is that the deficit doesn't matter if the money
supply is controlled. But it is a good deal more difficult to
control money in the face of a rising deficit. .We are back to
the size of the deficit relative to the pool of savings, and to
the competition of private (and international) credit demands as
the economy recovers. :

I see that general government borrowing accounted for about 30 per
cent of the total demand for credit in the United States in both
1980 and 1981, and is likely to account for at least the same
proportion in 1982. T believe that this is similar to the

Carter Administration's credit demands in the period 1975-77, but .
as I recall these were accompanied by a strong rise in private
credit at the same time. These demands were only accommodated

. with a sharp upsurge in the monetary aggregates - with inflationary
"consequences later.

/Polic§ here,
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Policy here, in West Germany, and elsewhere in Europe has been
directed to reducing or at least stabilising budget deficits.

This has involved sacrifices in the interests of reducing inflation
and achieving a better balance in the economy. In our case, and
probably in others, I believe the basis of "a sound recovery has been
laid. That recovery could however be retarded by a renewed rise in
interest rates or a resurgence of inflation. The course of your
pclicies and of the US econcmy is of the greatest importance for
both.

Hence my concern, widely shared in Europe, that you should succeed

in establishing a downward trend in the US deficit, and in convincing
the markets that your counter-inflation policy will bring success.

I know it is part of your philosophy, as it is of ours, that markets
cannot lightly be disregarded and are critically important indicators,
including indicators of inflationary expectations. When they are
convinced, I am sure we may all look for relief on interest rates.

I very much hope that your forthcoming Budget will be an important
step in that direction.

Knowing you as I do, I am sure that you will not take this
unsolicited advice amiss. 1 appreciate only too well the
difficulties you face in administering a courageous policy,

and I recognise that the post-war history of the British economy
is not a particularly good advertisement for the quality of advice
from London. I also fully understand - because I share them - the
problems created by the burden imposed by a major defence effort.
I have warmly welcomed tfe progress you have made, as we have, in
reducing inflation. I write - I hope without presumption - as a
friend; but also because your policies have so much more impact
on us than ours can ever have on you.

As you say, let's continue to keep in touch.
r .
L\)t/@1 LAJxﬂ_\ d%ffﬁ o~
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US k\ THE SECRETARY OF THE TREASURY -

. .
~ WASHINGTON " ;
March 8, 1982 ’ WU o . e
he § Way
Voo K Comtend
- . J A Aow L
Dear Sir Geoffrey: Nr Aot
Thank you for your thoughtful letter sharing your ﬁ?{ 7 ,
views on U.S. fiscal policy. I appreciate both your i AJA&%E/.
concern and your candor, and I read your comments in P frnAplA0A
the spirit in which they were offered. VA < 2 V)
- ' : Wi /‘0%{ -
In the process of preparing our proposed budget for - 1y SoetfiAl
Fiscal Year 1983, we considered a number of possible ap- Ve’ U

proaches for bringing the budget deficit down more rapidly.
The budget proposal we produced on February 6 embodies a
number of strong, politically-difficult measures designed
to put the deficit on a declining trend.

But when all was said and done, we simply saw no good
economic reason to abandon the President's program for
economic recovery. It was decided that higher taxes were
likely to snuff out the recovery. We are succeeding in
getting inflation under control; now we will push ahead
with the rest of our agenda. We are all too well aware of
the difficult transition problems inherent in returning to
a healthy long-run growth path after decades of economic
mismanagement. But the job must be done, and will be done.

f} I take a more optimistic view of near-term economic

prospects than you @o. Interest’ rates appear to have

™  resumed the downward course of last fall. Measures of

" inflation have been slowing markedly, ‘and this should
be reflected in future reductions in interest rates.
Additionally, the uncertainty premium, which has been
keeping real interest rates at extraordinary levels,
should narrow as both the Administration and the Federal
Reserve continue to demonstrate their resolve in pursuit
of a policy of monetary restraint. We have attempted to
make a careful assessment of the flows of saving which
will be available to the economy over the next several
years. We believe these flows will be sufficient to
finance needed improvements in the nation's stock of
productive capital as well as Federal borrowing needs.






-2 -

Your suggestion that we see more of one another is
a good one. The next time we are both in the same city,
let's make an effort to get away for a private chat.

With best wishes.

Sincerely,

/&FM
4

N Donald T. Regan
The Right Honorable

Sir Geoffrey Howe
Chancellor of the Exchequer

London
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This 10-day visit was primarily to promote inward investment by

US VISIT - MARCH 22 - APRIL 2, 1982

US companies. I also took the opportunity to have a day in
Washington when I met members of the Administration, and of WAy
Congress, the Chairman of the Council of Economic Advisers and

members of the Federal Communications Commission. As well as
Washington, the tour covered the New York area, Pittsburgh,

Boston and the San Francisco Bay area. I visited 14 companies,

had 8 speaking engagements and had 6 sessions with the media,
including an interview on CBS radio which was carried coast-

to=-coast.

Qur Economy

2 I found a good awareness of the improvement in our economic
prospects; this was particularly strong among firms with
successful UK subsidiaries. Many of those with whom I spoke
contrasted, a little ruefully, the success of the British
Government in bringing the UK budget deficit under control with
the difficulties currently being experienced by the
Administration in Washington. There was a particular welcome for
the improvements in industrial productivity in Britain, for

our improving industrial relations record and for our increasing
competitiveness. A number of the firms approached are contem-
plating new investment in Britain or expanding existing

operations.

The Washington Scene

The US Economy

3 My main purpose was to form a view of the likely development

of the budgetary impasse between thé White House and Congress.
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No clear view emerged except that the uncertainty is likely to

persist for some little while.

4 Discussions with the Secretary for Commerce (Mr Baldrige) and
with the Deputy Special Trade Representative (Mr David Macdonald)
showed that the Administration wanted to play down the
difficulties. It was suggested that it did not matter too much
if Congress took some time to become reconciled to the
President's budget proposals,and that anxieties about the
Administration's projected budget deficit were misplaced. "I
think the Treasury's forecasts are exaggerated and that there is
not too much to worry about", said one. On this view, interest
rates would tend to fall over the next few months and, hopefully,

would not rise in the autumn.

5 In Congress, I met Henry Reuss (Dem) and John Dingell (Dem)
who expressed a very different view. They were deeply worried
about high interest rates and the prospect that rates could

go still higher. They believed that the Administration would
have to modify its budget proposals and they also believed that
Congress would be prepared to agree to some expenditure cuts (e.g
on entitlements) provided the President stretched out his defence
programme over a longer timescale, postponed the 1983 tax cut and
made other changes. It was ironic but true that a Republican
President had put forward proposals involving a budget deficit of
nearly $100 million for the coming year and rising in the years
ahead, while Democrats in Congress were arguing for changes to

reduce the prospective deficits.

6 I discussed this whole question with bankers, industrialists
and others during my tour. They were much closer to the views
expressed by the Congressmen, and were unanimous that deficits
had to be reduced so that interest rates could be brought down
and stay down. I found very few who were optimistic that this in
fact would happen. The general thrust of the views given to me

were that interest rates would come down in the short term, but
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would rise towards the end of the calendar year. This was, for
instance, the view expressed by senior managers at Manufacturers
Hanover, by the Chairman and board members of the First National

Bank of Boston and by the Chief Economist of the Bank of America.
7 In all these discussions, I made it clear that rising American
interest rates towards the end of 1982 would be very bad news

indeed for Europe in general and Britain in particular.

The Buckley Mission

8 I discussed the Buckley Mission briefly with Mr Baldrige. He
was at great pains to emphasise that the purpose of the Mission
had been widely misunderstood in Europe and that it was aimed
primarily at securing agreement on reducing or ending
concessionary credit to the Soviet Union and other Comecon
countries. I suggested that many European governments had seen
the Mission as a further attempt by the US Administration to
secure support for its measures of 29 December. Mr Baldrige
admitted that Mr Buckley had had to explain his precise purpose
to each government he saw. Mr Baldrige went on to say that he
fully understood the reluctance of European governments to
contemplate the abrogation of outstanding commercial contracts.
It had not been the purpose of the Buckley Miséion to secure this
outcome. (I understand that there has since been a telegram from

Washington spelling out this point.)
Steel

9 I discussed the steel anti-dump%ng cases with Mr Baldrige and
Mr Macdonald. While sympathetic to the British case, they saw no
option but for the suits to run their course at least for the
time being. Both spoke highly of the responsibility shown by BSC
and of the case which had been made by Ian MacGregor, but they
could not prevail on the US indﬁstry to narrow their sights on

the real culprits. Both, however, believed that later on this
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year the way might be open to some kind of settlement.

Protectionism

10 In response to my anxieties that America might be going down
a protectionist road, both members of the Administration made it
clear that they were aiming primarily at Japan. Although they
talk about "reciprocity", they mean reciprocity with Japan. They
appeared to welcome the Community's Article XXIII application but
agreed with me that it would be a long hard battle to make any
real impact on Japan's imports.

Telecommunications

11 A good discussion was held with the Federal Communications
Commission (FCC) on liberalisation, broadband cable, satellites,
regulatory mechanisms etec. Two points of interest: first,
Congress is attempting to legislate to bring the regulatory
agencies under congressional control. Clearly, their free-
standing, non-political role has become an embarrassement.
Second, the FCC saw Britain as having a unique opportunity to
advance cable TV etc., and telecommunications in parallel and
perhaps in an integrated way that had not been open to the United
States. We agreed that there should be closer official contacts

between my Department and the Commission.

The Rest of the Talk

i) US Investment in Britain

12 Although most of the firms contacted acknowledged the
improvements taking place in our economy, therewere still
anxieties about UK industrial relations, about the delays in
getting projects off the ground, about public sector strikes and
so on. The baggage handlers strike at Heathrow had obviously
disrupted one or two key visits to Britain and may actually have
lost us one particular investment project which in the event has

gone to Holland.
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13 For high technology, high growth companies, the UK is seen as
a good location for US subsidiaries - for example the recent
decision by Hewlett Packard to make a major new investment in
Bristol. On the other hand, the point was strongly made to me
that it remains difficult for us to develop our own home grown

high technology, high growth companies from scratch, because,

| despite the improvements that have been made, we do not give

enough encouragement to venture capital and we do not offer an
attractive regime for stock options. I will be discussing with
the Chancellor of the Exchequer what further changes we need to
make if we are really to emulate the Silicon Valley phenomenon in
this country.

14 On all these company visits I was accompanied by the relevant
Consul-General or by a member of their staffs. It is obvious
that they have built up admirable relationships with many of the
firms in their areas. They did, however, stress very strongly
the desirability of Ehe best possible co-ordination between the

various UK agencies engaged in promoting inward investment.

ii) 1Industry and Education

15 My programme included visits to the Massachusetts Institute
of Technology and Stanford University. I was briefed by senior
academics on the admirable relationships those institutions have
established with industry in their areas and was able to
recognise how enormously important a strong technological
university can be in promoting faster industrial growth in its
locality. Though we have made a start on this in Britain, we
have a long way to go; and even in the USA, the number of
institutions which have successfully emulated MIT and Stanford is

evidently quite small.
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Conclusion

16 I would like to thank the Foreign and Commonwealth Office and
our Posts in the United States for arranging programmes which
were full of interest and value. I was particularly impressed
with the calibre of the guest lists for dinner parties arranged
by the Ambassador in Washington and the Consuls-General in New
York and San Francisco. I warmly appreciate the trouble that was
taken to make my tour really worthwhile, and I hope that Francis
Pym will pass this on to the Posts concerned.

17 I am copying this minute to Geoffrey Howe, Francis Pym, Keith
Joseph, Jim Prior, George Younger, Nicholas Edwards,Peter Rees,
and to Mr John Sparrow.

'—7 April 1982

Department of Industry
Ashdown House
123 Victoria Street
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PS/Chief Secretary
Mr. Ryrie

Mr. Burns

Mr. Quinlan

Mr. Dixon

Mr. Lovell

without attachement
Sir Kenneth Couzens
Mr. Lavelle
Mr. Littler

PS/MR. WAKEHAM

SECRETARY OF STATE FOR INBUSTRY'S VISIT TO THE UNITED STATES

The Chancellor has seen the Secretary of State for Industry's minute
to the Prime Minister of 7 April.. (Copies attached to those who

not already received it.)

2. The Chancellor was particularly in Mr. Jenkin's point in
paragraph 13 about the difficulty in developing "own our home grown
high technology, high growth companies from stratch”. He notes that

Mr. Jenkin proposes to discuss this with him in due course.

3. The Chencellor would be most grateful if your Minister could
consider the implications of Mr. Jenkin's point and how we should

react to it.

JKR

JILL RUTTER
8 April 1982
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This 10-day visit was primarily to promote inward investment by ) .
US companies. I also took the opportunity to have a day in 4L“¢“4
Washington when I met members of the Administration, and of 6¢¢M‘£fV
Congress, the Chairman of the Council of Economic Advisers and

members of the Federal Communicetions Commission. As well as
Washington, the tour covered the New York area, Pittsburgh,

Boston and the San Francisco Bay area. 1 visited 14 companies,

had 8 speaking engagements and had 6 sessions with the media,

including an interview on CBS radio which was carried coast-

to~-coast.

OQur Economy

2 1 found a good awareness of the improvement in our economic
prospects; this was particularly strong among firms with
successful UK subsidiaries. Many of those with whom I spoke
contrested, a little ruefully, the success of the British
Government in bringing the UK budget deficit under control with
the difficulties currently being experienced by the
Administration in Washington. There was a particular. welcome for
the improvements in industriel productivity/in Britain, for

our improving industrial relations record and for our increasing
competitiveness. A number of the firms approached are contem-
plating new investment in Britain or expanding existing

operations.

The Washington Scene

The US Economy

3 My main purpose was to form a view of the likely development

of the budgetary impasse between the White House and Congress.
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No clear view emerged except that the uncertainty is likely to
persist for some little while.

4 Discussions with the Secretary for Commerce (Mr Baldrige) and
with the Deputy Special Trade Representative (Mr David Macdonald)
showed that the Administration wanted to play down the
difficulties. It was suggested that it did not matter too much
if Congress took some time to become reconciled to the
President 's budget proposals,and that anxieties about the
Administration's projected budg~t deficit were misplaced. "I
think the Treasury's forecasts are exaggerated and that there is
not too much to worry about", said one. On this view, interest
rates would tend to fall over the next few months and, hopefully,

would not rise in the autumn.

5> In Congress, I met Henry Reuss (Dem) and John Dingell (Dem)
who expressed a very different view. They were deeply worried
about high interest rates and the prospect that rates could

go still higher. They believed that the Administration would
have to modify its budget proposals and they also believed that
Congress would be prepared to agree to some expenditure cuts (e.g
on entitlements) provided the President stretched out his defence
programme over a longer timescale, postponed the 1983 tax cut and
made other changes. It was ironic but true that a Republican
President had put forward proposals involving a budget deficit of
nearly $100 million for the coming year and rising in the years
ahead, while Democrats in Congress were arguing for changes to

reduce the prospective deficits.

6 I discussed this wholé question with bankers, industrialists
and others during my tour. They were much closer to the views
expressed by the Congressmen, and were urnanimous that deficits
had to be reduced so that interest rates could be brought down
and stay down. I found very few who were optimistic that this in
fact would happen. The general thrust of the views given to me

were that interest rates would come down in the short term, but
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would rise towards the end of the calendar year. This was, for

instance, the view expressed by senior managers at Manufacturers
Hanover, by the Chairman and board members of the First National
Bank of Boston and by the Chief Economist of the Bank of America.

7 In all these discussions, I made it clear that rising American
interest rates towards the end of 1982 would be very bad news

indeed for Europe in general and Britain in particular.

The Buckley Mission

8 7T discussed the Buckley Mission briefly with Mr Baldrige. He
was at great pains to emphasise that the purpose of the Mission
had been widely misunderstood in Europe and that it was aimed
primarily at securing agreement on reducing or ending
concessionary credit to the Soviet Union and other Comecon
countries. I suggested that many European governments had seen
the Mission as a further attempt by the US Administration to
secure support for its measures of 29 December. Mr Baldrige
admitted that Mr Buckley had had to explain his precise purpose
to each government he saw. Mr Baldrige went on to say that he
fully understood the reluctance of European governments to
contemplate the abrogation of outstanding commercial contracts.
It had not been the purpose of the Buckley Miséion to secure this
outcome. (I understand that there has since been a telegram from
Washington spelling out this point.)

Steel

9 I discussed the steel anti-dump%ng cases with Mr Baldrige and
Mr Macdonald. While sympathetic tonthe British case, they saw no
option but for the suits to run their course at least for the
time being. Both spoke highly of the responsibility shown by BSC
and of the case which had been made by Ian MacGregor, but they
could not prevail on the US industry to narrow their sights on
the real culprits. Both, however, believed that later on this
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year the way might be open to some kind of settlement.

Protectionism

10 In response to my anxieties that America might be going down
a protectionist road, both members of the Administration made it
clear that they were aiming primarily at Japan. Although they
talk about "reciprocity", they mean reciprocity with Japan. They
appeared to welcome the Community's Article XXIII application but
agreed with me that it would be a long hard battle to make any
real impact on Japan's imports.

Telecommunications

117 A good discussion was held with the Federal Communications
Commission (FCC) on liberalisation, broadband cable, satellites,
regulatory mechanisms etc. Two points of interest: first,
Congress is attempting to legislate to bring the regulatory
agencies under congressional control. Clearly, their free-
standing, non-political role has become an embarrassement.
Second, the FCC saw Britain as having a unique opportunity to
advance cable TV etc., and telecommunications in parallel and
perhaps in an integrated way that had not been open to the United
States. We agreed that there should be closer official contacts

between my Department and the Commission.

The Rest of the Talk

i) US Investment in Bratain

12 Although most of the firms contacted acknowledged the
improvements taking place in our economy, therewere still
anxieties about UK industrial relations, about the delays in
getting projects off the ground, about public sector strikes and
so on. The baggage handlers strike at Heathrow had obviously
disrupted one or two key visits to Britain and may actually have
lost us one particular investment project which in the event has

gone to Holland.
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13  For high technology, high growth companies, the UK is seen as
a good location for US subsidiaries - for example the recent
decision by Hewlett Packard to make a major new investment in
Bristol. On the other hand, the point was strongly made to me
that it remains difficult for us to develop our own home grown
high technology, high growth companies from scratch, because,
despite the improvements that have been made, we do not give
enough encouragement to venture capital and we do not offer an
attractive regime for stock options. I will be discussing with
the Chancellor of the Exchéqﬁer what further changes we need to
make if we are really to emulate the Silicon Valley phenomenon in
this country.

14 On all these company visits I was accompanied by the relevant
Consul-General or by a member of their staffs. It is obvious
that they have built up admirable relationships with many of the
firms in their areas. They did, however, stress very strongly
the desirability of the best po§§§ble co-ordination between the

e ——

various UK agencies engaged in promoting inward investment.

ii) Industry and Education

15 My programme included visits to the Massachusetts Institute
of Technology and Stanford University. I was briefed by senior
zcademics on the admirable relationships those institutions have
established with industry in their areas and was able to
recognise how enormously important a strong technological
university can be in promoting faster industrial growth in its
locality. Though we have made a start on this in Britain, we
have a long way to go; and even in the USA, the number of
institutions which have successfully emulated MIT and Stanford is

evidently quite small.
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Conclusion

16 I would like to thank the Foreign and Commonwealth Office and
our Posts in the United States for arranging programmes which
were full of interest and value. I was particularly impressed
with the calibre of the guest lists for dinner parties arranged
by the Ambassador in Washington and the Consuls-General in New
York and San Francisco. I warmly appreciate the trouble that was
taken to make my tour really wqrphwhile, and I hope that Francis
Pym will pass this on to the Pdsts concerned.

17 I am copying this minute to Geoffrey Howe, Francis Pym, Keith

Joseph, Jim Prior, George Younger, Nicholas Edwards,Peter Rees,
and to Mr John Sparrow.

PJ

:¥ April 1982

Department of Industry
Ashdown House
123 Victoria Street
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BY ANATOLE KALETSKY IN WASHINGTON

pronounced the U.SS. economy in much of the coun
“dead in the water” as the January.
Federal Reserve Board pub-

economic statistics.

stration and Congress will have |back™ “in the spring,
federal deficits 40 get the
economy moving again. ; |
The economy is “ijn very Eress and President

any; it’s just dead,” Mr Regan
said on ABC Television ju

num

cent decline. - . . deficits. That will be th
. This was the seventh fall in 'business wants.”

the past eight months, and
leaves current

last July.

‘that the production increase the Budget) and get

recorded in February was a deficits down.”
statisical frcak. The Febpuary

l cede that it was a largely mean- of the projecte

1

says budget
compromise needed to

MR DONALD REGAN, the US. _'.to_‘ recovery after the unprece-
Treasury Secretary, yesterday dented cold weather experienced

Mr Regan conceded that the
lisied another set of gloomy ‘llong-awaited economic upturn, .
z b . fwhich he had earlier character-

He implied that the Admind- jised as the economy *roaring

1o agree to curb expected |Pegin only late this summer,
Even this would depend on
a compromise between the Con-
o Reagan
ecession " - over the 1883 Budget to reduce
;loe‘;;; :n.vwherl—-i::dm:(‘ go:‘:: the expected deficit -of $102bn

down much; H's not going up (2£58bn) Mr Regan implied.
interest rates have
brought this economy to- its
before the publication of indus- knees,” he said on television,
trial production figures  for |*To get it ‘going we have to let
March. . These showed a 0.8 per businesg know we are (-u[{lnrﬁ

Y e sig

Asked if the Administration
production stjl} believed that the economy
8.3 per cent below the level of would recover by the late sum-
; mer, he replied that it did, “ir
Yesterday's figures showed we get this compromise {on

The Administration’s official
Increase, originally estimated as  view, forcefully put hy Mr
16 per cent, has pow .been Regan since the beginning of
revised to 1.2 per cent and the controversy over the 1943
Adminsiration economists con- Budget, had been that the size
budget deficit
)nulcss blip, due almost entirely was compatible with an econ-

'

4

‘end ‘steep recession’

omic recovery this summer,

But yesterday he conceded
that this recovery would be at
best short-lived unless interest
rales could be reduced. i

The key question exercising
the Administration is whether
such a reduction in interest
rates can be achieved. on the
basis of President Reagan's
Budget. Mr Regan's statements
yeslerday may suggest that he
is beginning to accept the Wall
Street view that budget deficits
of more than $100bn are incom-
pauible with lower interest
rates.

* Mr Malcolm Baldrige, the
U.S. Commerce Secretary, also
sald yesterday that an econo-
Mmic recovery will depend
largely on Interest rates,

. although he said that * all the

tools are in place for a recovery
to begin in June.” S

The Commerce Depsriment's
Chief Economist,, Mr Robert
Ortner. said that. the March
industrial production figures
suggested -that " maybe the-
recession is not going to end
sharply like it has in the past,
Maybe like an old soldier it
will just fade away."

Reagan hint of budget
compromise, Page 6

Edliorial Comment, Page IBY
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THE SECRETARY OF THE TREASURY
WASHINGTON

April 22, 1982

Dear Sir Geoffrey:

Our representatives will be meeting in Paris again May b6
and 7 to consider revisions in the arrangement on guide-
lines for officially supported export credits. These
revisions are badly needed to i .duce the element of
subsidy in officially supported export financing.

The adjustments in interest rates last Hovember initiated

the long overdue process of reducing and eventually eliminating
export credit subsidies. Nevertheless, they represent only a
first step and, indeed, offer no significant reduction, but
only a rollback to the subsidy-level prevailing in 19280 when

it was already recognized that there was a heed to sharply
reduce these subsidies.

The May meeting should make a major effort to increase interest
rates toward market levels, making allowance for those special
cases with low market rates of interest. At a time when we are
all struggling with the problem of budget deficits, it is
inappropriate to continue costly export credit subsidies.

They are a major drain on the budgets of many countries and
their advantages are doubtful since they are usually matched

by foreign competitiorm.

In addition to increasing the interest rate, we should also
seek to rationalize the classification of borrowing countries
under the arrangement. The United States has long favored

a unitary rate structure in the belief that export credits
are a trade promotion measure, not an aid mechanism. We
should agree to reclassify borrowing countries so that their
status under the arrancement better reflects their economic
situation. It is most unfortunate that the OECD countries
continue to provide subsidized export financing even where
it is inappropriate, such as among arrangement participants
and to the USSR, a major industrial and military vower.

-
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I hope that I can count on your support on this extremely
important matte

Sincerely,

Donald T. Regan

Rt. Hon. Sir Gecffrev Howe QC MP
Chancellor <f the Exchecuer

H M Treasury

Tarliament Street

London SW1P ZAC
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FROM: A C S ALIAN Fhup
DATE: 27 April 19832

1. MR LOVELL cc Chancellor —

5. MINISTER OF STATE (REVENUE) Chief Secretary
Financial Secretary

Economic Secretary

Minister of State (c¢)

Mr Ryrie jw cuaan

Mr Middleton

Mr P Dixon

Mr D Moore

Mr Chivers

Mr Gordon

Mr Robson

Mr Andren

Mr F Martin

Mr Potter

PS/Inland Revenue

SECRETARY OF STATE FOR INDUSTRY'S VISIT TO THE US

The Chancellor asked you to onsider the implications of Mr Jenkin's
comments about the difficulties of developing "our own home grown
high technology, high growth companies from scratch." This comment
was made in his minute to the Prime Minister on 7 April about his
trip to the US on March 22 to April 2.

2. Mr Jenkin has gnce written to the Chancellor on “i6 April

about one specific point on taxation of share options. The Inland
Revenue will be providing advice on this. Mr Jenkin<aiso indicates
he will be writing separately about "improvements which I see as
necessary if we are to tap the potential sources of venture capital
on the scale needed to generate the kind of format of innovation
which we seek." It seems likely that this will primarily cover

tax points too.

2. There may, however, also be some points on the expenditure side
which will emerge. You may be interested to see the attached note
which Mr Quinlan put to the Chancellor on 18 February. This note
doubted whether there was an across-the-board problem which might be
susceptible to any new general measures by Government, but wondered
whether there might be a specific problem for high-risk investment 1in
innovative activities where some action by Government might help.

Tnis 1s something which we are pursuing informally with DOI and the
Bark of ¥ngland, ttough we are not convinced that the scope for action

1s at all large.






4. More generally, the Budget package of extra expenditure on
1 >vation will have provided some small boost. One of the
measures to be taken by DOI is to raise grant rates for most
R&D schemes from 25% to 33%3% for a limited period; this in
itelf reduces the risk and the financing cost of investing

in innovation.

5. The development of public purchasing policy aimed at "public
purchasing policy aimed at "pulling through" new British
products and processes should also help in this direction. The
Government has welcomed the geneal thesis of the ACARD report

on R&D for publich purchasing, that the private sector should
undertake a greater share of the R&D which supports public
purchasing. This should lead to greater attention being given

to the needs of export markets when new products and services are
being developed for the public sector, and should improve the
private sector's technological mpacity.

6. You may like to know that the Treasury's Rlicy Coordinating
Committee, chaired by Sir Douglas Wass, will be discussing Government
support for innovation at a meeting early next month. In the

light of that discussion we shall be considering whether there are

any further points or proposals we should put to Ministers.

4

G~ A C S ALIAN
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CONFIDENTIAL
From: M E QUINLAN
18 February 1982
CHANCELLOR OF THE EXCHEQUER cc Chief Secretary

Financial Becretary
Economic Secretary
Minister of State (C)
Mipister of State (L)
8ir Douglas Wass

Mr Burns

Mr Ryrie

Mr Middleton

Mr Byatt

Mr Battishill

Britton
Christie A
Lovell

Monck ~
ChivérsJ’//
Gé{don
Robson
Turnbull
Andren
Seebohm

Isaac (IR)

=

F EFFETERARR

FINANCE FOR PRIVATE-SECTOR INDUSTRIAL INVESTMENT

Aongside our consideration of the particular proposals by Mr Grylls, on

wvhich Mr Middleton's minute to you of 44 December last gave our conclusions, we
have been doing some work on the reality and nature of the underlying issue
which the Grylls Group wes seeking to address. I attach a short note giving

the outcome.

2. As you will see, the note is sceptical of whether there is an across-the-board
problem of a type susceptible (within macro-economic policy) to non-selective aid
in the sort of way the Grylls ideas envisage; the most important aid to sound

jnvestment will be to improve the general condition of the economy.

3.  You will however see that two particular points are noted as worth

further thought. The first (paragraphs 12 and 14(a)) is the possibility of
fostering - preferably by explanation rather than any new intervention technique -
the wider use of index-linked borrowing; this chimes with a possible line of
enquiry identified by %he Financial Secretary's meeting last might. The second
(paragraphs 13 and 14(b)) relates to the possible use of a partial-guarantee

concept to encourage innovatory investment by small to medium sized firms. We






CONFIDENTIAL

cannot yet conclude with certainty that action on uuchl lines would fill any
significant real gap in current arrangements, and I see no way in which we could
prudently regard it as a candidate for very early.action. But if you find it
intereating, we would explore matters further on a non-committal basis with the
Department of Industry and the Bank of England.






WALL STREET JOURNAL
3 May 1982
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U.S. Suggests Panel .
Of Trade Partners
On Economic Policy

n

By a WALL STREET JOURNAL Staff Reporter

WASHINGTON-The Reagan administra-
tion is proposing that the U.S. and its major
trading partners set upa new high-level in-
ternational panel to help coordinate eco-
nomic policies.

The plan, a response to European com-
plaints that the U.S. is “insensitive” to the
effect of its policies on other countries, is
being discussed with officials of major Euro-
pean powers, Japan and Canada.

U.S. officials hope to win agreement on
details of the proposal during a series of
meetings over the next few weeks, in time
to announce the initiative publicly at a sev-
en-nation economic summit ‘in Versailles
June 4 to 6. ;

The plan calls for creating a permanent
working group of top government finance of-
ficials and central bankers from a handful
of large countries. The panel would meet
several times a year to discuss economic
policies.

U.S. officials emphasized that the group
wouldn't have any powers to alter individual
economic policies, and said the U.s.
wouldn't change its policy of refusing to in-
tervene in world currency markets.

The proposal is being offered as a ges-
| | ture to meet European complaints that the
U.S. has failed to consult its trading parl:
—| ners sufficiently on the effect of its eco:
nomic policies. Europe is particularly con-
cerned about high interest rates in the U.S.

The U.S. also wants to head off a move

by some European countries to abandon
their anti-inflation policies in favor of new
economic stimulus measures. designed to
help bring down Europe's high unernploy-
ment rates.
. And Washington hopes to squelch Euro-
. | pean demands that the U.S. and Japan,
: | whose inflation rates are relatively low, be-
gin to spur their economies faster. Some Eu-
ropeans say such measures would help pull
Europe back on its feet.

The Reagan administration contends that
any of these moves would only refuel world-
wide inflation pressures. Europeans have
complained that high U.S. Interest rates are
forcing them to keep their own rates high,
quelling any recovery.

10.S. officials said it still isn’t clear how
many countries would participate in the co-
ordinating group. The seven attending the
Versailles summit are the U.S., Japan, West
Germany, Britaln, Canada, France and

Italy. P —
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AND ALL CGS 1N U § A,

PRESIDENT REAGAN AND THE FYB3 U,S. BUDGET

(MY TELNO 1539 OF 3¢ APRIL)

1. YOU MIGHT LIKE TO HAVE A ROUNDUP OF THE POLITICAL AND
ECONOMIC SCENE BEFORE THE CHANCELLOR OF THE EXCHEQUER SEES
TREASURY SECRETARY REGAN AT THE END OF THIS WEEK,

g, THE U S BUDGET CONTINUES TO BE PRESIDENT REAGAN'S MOST DIFFICULT
DOMESTIC PROBLEM, WHILE INFLATION IS COMING DOWN, OTHER SHORT-TERM
ECONOMIC PROBLEMS REMAIN SERJOUS — THE CONTINUING RECESSION,
UNEMPLOYMENT AT 9 PERCENT AND ON A ®ISING TREND, BANKS® PRIME
INTEREST RATES AT 16,5 PERCENT, THE CAR AND CONSTRUCTION INDUSTRIES
IN SEVERE DEPRESSION, COMPANY PROFITS LOW AND THE SOLVENCY OF

MAMY IH DOURT (EC SOME SAVINGS AND LOAN ASSOCIATIONS AND MAJOR
ALRLINES),

3. BUT REAGAN'S MEDIUM TERM PRORBLEMS ARE PERHAPS MORE S{GNIFICANT,
ASSUMING THAT THE EXPECTED ECONOMIC RECOVERY TAKES PLACE IN THE
SECOND HMALF OF 1982, THE QUESTIONM IS HOW THME PRESSURE OF INTEREST
RATES EXERTED WY THE PROSPECTIVE HIGH BUDGET DEFICITS CAN BE ALLEVI-
ATED IN 1983 AND BEYOND, IF 1T 1S NOT, THE U S ECONOMY 15 UNLIKELY
TO EXPERIENCE A STRONG OR SUSTAIWED RECOVERY, UNEMPLOYMENT COULD
RISE FURTHER AND THE PROPSECTS FOR A REPUBLICAN PRESIDENTIAL VICTORY
In 1924 WOULD BE DIMINISHED,

4, PRESIDENT REAGAN MAS MISJUDGED THE MOOD OF THE CONGRESS IN

HANDLING THE FYB83 BUDGET, WIS BUDGET PROPOSALS IN JANUARY PROVED
HINACCEDBTADIE NMOT 1EADT LEFAIIGE TUEY MWL VEDR f1¢ QAN 1QTHA
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ECONCMIC ASSUMPTIONS WERE SUBRSTITUTED) VERY LARGE DEFICITS INDEED,
AND WERE THEREFORE A MEGATION OF THE FISCAL RESPONSIBILITY WHICH THE
REPUHRLJCAN BARTY AND REAGAN HIMSELF CAMPAIGNED FOR AND WHICH WALL
STREET WAS DEMAKDING, IF THE PRES|DENT THOUGHT THAT SUPPORT FCR HIS
X CUT PROGRAMME AND FOR INCREASES IN DEFENCE SPENDIMG WOULD

Lo WELGH ANXIETY ABOUT TME DEFICIT, ME WAS WRONG, HE WAS ALSC WRONG
b THINKING THAY HE COULD RAILACAD MIS PROPOSALS THROUGH CONCRESS
AS HE DID SO SUCCESSFULLY A YEAR AGD, THIS TIME, HE WAS UP AGARINST
NOT JUST THE OPPOSITION OF THE DEMOCRATS BUT THE DISSATISFACTION

Of THE CONGRESSIOKAL LEADERSHIP IN HIS OwN PARTY, WHO FORESAW SERIOLWS
POLITICAL AND ECONOMIC TROURLE AHEAD | F THEY TRIED TO IMPLEMENT

41S BUDGET PROPOSALS IN A CONGRESSIONAL ELECTION YEAR,

5, REAGAN'S ATTEMPTS TO DIVERT POLITICAL ATTENTION FROM THE BUDGET
WITH HI1S PROPOSALS ON QUOTE NEVW FEDERALISM UNQUOTE AND HIS SUPPORT
FOR A CONSTITUTIONAL AMENDMENT TO REQUIRE A BALANCED BUDGET

(WHICH ANYWAY COULD NOT TAKE EFFECT FOR SOME YEARS) HAVE NOT
IMPRESSED FINANCIAL MARKETS, ON WALL STREET THE PESSIMISM ABOUT
INTEREST RATES EXTENDS WELL BPEYOND LEADING CRITICS LIKE HENRY
KAUFMAN, PRESSURES BY THE ADMINISTRATION ON THE FED TO EASE UP ON
MONETARY POLICY WOULD BE EVEN WORSE RECEIVED, SINCE IT WOULD OWLY
REFUEL INFLATIONARY EXPECTATIONS, IN ANY CASE CHAJRMAN VOLCKER SHOWS
MO SIGNS GF BEING EUDGED FROM HIS POLICY,

6., NEGOTIATIONS ON THE BUDGET ARE STALLED, PARTLY AS A RESULT OF
GENUINE DIFFERENCES OF PHILOS0PHY BETWEEN THE PARTIES, IT 185
FORTUNATE FOR REAGAN THAT THE DEMOCRATS, UNDER INEFFECTIVE
LEADERSHIP, ARE DIVIDED IN (ONGRESS, (IBERAL DEMOCRATS — IN DRAWING
ATTENTION TO THME DISTRIBUTIONAL UNFAIRNESS OF REAGAN’S PROPOSALS -
MUST TREAD CAREFULLY |F THEY ARE TO AVOID TAKING RESPONSIBILITY

FOR A BUDGET DEFICIT NOW ACKNOWLEDGED TO REACH SOME DOLLARS 180 BN
IN FYBD |F NOTHING 1S DONE TO REDUCE T,

7. THE DEMOCRATS wOuULD LIKE TO FORCE REAGAN TO POSTPONE THE THIRD
INSTALLMENT OF 418 TAX REDUCTION PACKAGE (DUE IN JULY 1983),

THEY WOULD THEREBY GAIN SOME CREDIT FOR REDUCING THE BUDGET DEFICIT
WITHOUT CUTTING INTO ENTITLEMENT PROGRAMMES, AND WOULD ALSO HAVE
DEFEATED THE PRESIDENT ON ONE OF THE KEY PLANKS N HIS ECONOMIC
PLATFORM, THE PRESIDENT HAS NOT REEN PREPARED TO FALL FOR THIS,

AND HAS SAID THAT HE |S PREPARED TO COMPROMISE BY ACCEPTING A

TEMPORARY INCOME TAY SURCHARGE IN 1983 AND SOME CUT-BACKS IN THE
DEFENCE BUILD=-UP, PROVIDED THAT THE DEMOCRATS JOIN WITH HIM IN
TAK ING RESPONSIBILITY FOR REDUCING ENTITLEMENT PROGRAMMES, IN
PRACTICE, THIS COULD INVOLVE LIMITING AUTOMATIC COST OF LIVING
INCREASES, (THME WALL 8T JOURNAL REPORTED THAT THE PRESIDENT ALSO
OFFERED A SHORT DELAY lN THE JULY 1983 CUT IN INDIVIDUAL INCOME
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LATER ON,)

¢, ELECTION YEAR POLITICS DO NOT MAKE FOR A MOOD IN WHICH THE
ASIDENT AND CONGRESSIONAL LEADERS CAN READILY AGREE A BI-PARTISAN

¢ \PROMIBE TO PUT TO TME FULL CONGRESS, IF THEY CANNOT AGREE, THEN

CONGRESS WAS TO REVERT TO THE STANDARD BUDGET PROCEDURES, POSSIBLE

QUTCOMES INCLUDE s |
A, AGREEMENT ON PERMANENT MEASURES LEADING TO DECLINING DEFICITS

OVER TME NEXT THREE YEARS OF UNDER DOLLARS 100 BN A YEAR, (THIS IS
REALISTICALLY THE MOST SATISFACTORY OF THE RANGE OF POSSIBLE
OUTCOMES, )

B, A CONTINUING PERIOD IN WHICH NO SPECIFIC ACTION I8 TAKEN TO
ADOPYT AN FY83 BUDGET, TME UNCERTAIHTY RISING FROM THIS WOULD LEAD TO
CONTINUING VOLATILITY, AND PROBABLY FURTHER DETERIQRATION, N
FINANCIAL MARKETS, PARTICULARLY IF NO EFFECTIVE ACTION HAD BEEN
YAKEN BY THE ELECTION 1IN NOVEMBER,

C. SOME KIND OF SUPERFICIAL COMPROMISE ON THE LINES ALREADY
DISCUSSED BY THE PRESIDENT AND THE DEMOCRATS WHICH WOULD REDUCE

THE FY83 DEFICIT BY A RIT, BUT NOT ENOUGM, AND NOT DEAL EFFECTIVELY
WITH THE DEFICITS IN LATER YEARS, THIS wWOULD INSPIRE LITTLE
CONF)DENCE IN THE FINANCIAL MARKETS, AND WOULD LEAVE THE REAL
POLITICAL AND ECONCMIC BATTLE TO BE FOUGHT AGAIN NEXT YEAR,

9., THE 1SSUE OF A FYB3 BUDGET COMPROMISE WILL EMERGE AGAIN WHEN THE
BILL TO IMCREASE TME FEDERAL DEBZ CEfLING COMES BEFORE CONGRESS
PROBABLY IN MID~JUNE, REAGAN WAS HAD SOME SUCCESS IN ATTACHING BLAME
FOR THE FAILURE OF THE FIRST ROUND OF BUDGET NEGOTIATIONS ON THE
DEMOCRATS, BUT HE HAS NOW BEEN IN OFFICE FOR WELL OVER A YEAR, AND
FROM WOW ON 1T WILL NOT BE ENOUGH FOR HIM TO WIN PRESIDENTIAL
BATTLES ABOUT w0 wAS RESPONSIBLE FOR THE COLLAPSE OF NEGOTIATIONS,
HE NEEDS A SATISFACTORY COMPROMISE TO BE REACHED WITHOUT A BITTER
AND PROTRACTED BATTLE BEFORE THE SUMMER RECESS,

1@, FSC O PLEASE ADVANCE TO PS/CHANCELLOR OF THME EXCHEQUER AND
BOTTRILL (TREASURY), AND TO WATSON (BANK OF ENGLANDY,

£ C O PASS SAVING UKREP BRUSSELS, UKDEL NATO, PARIS, ROME, BONN
TOK YO, AND OTTAWA,

HENDE RSON

NNNN
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TC IMMEDIATE F ¢ O

TELEGRAM MUMBER 1602 OF 5 MAY

INFO SAVING UKREP BRUSSELS, UKDEL NATO, PAR1S, EOKN, TOXYD, OTTAWA
AT ALL CGS IN U S 2, .

PRESIDENT REAGAL AND THE FY83 U,S, BUDGET
(MY TELNO 153p OF 3z APRIL)

1. YOU MIGHT LIKE TO HAVE A ROUNDUF OF THE POLITICAL AND
ECONOMIC SCENE BEFORE THE CHANCELLOR OF THE EXCHEQUER SEES
TREASURY SECRETARY REGAN AT THE END OF THIS WEEK,

2. THE U € BUDGET CONTINUES TO BE PRESIDENT REAGAN'S MOST DIFFICULT
DOMESTIC PROBLEM, WHILE INFLATION IS COMING DOWN, OTHER SHORT-TERM
ECONOMIC PROBLEMS REMAIN SERIOUS — THE CONTINUING RECESSION,
UNEMPLOYMENT AT 9 PERCENT AND ON A RISING TREND, BANKS’ PRIME
INTEREST RATES AT 16.5 PERCENT, THE CAR AND CONSTRUCTION INDUSTRIES
IN SEVERE DEPRESSION, COMPANY PROFITS LOW AND THE SOLVENCY OF

MANY IN DOUBT (EG SOME SAVINGS AND LOAN ASSOCIATIONS AND MAJOR
AIRLINES),

3. BUT REAGAN'S MEDIUM TERM PROBLEMS ARE PERHAPS MORE SIGNIFICANT,
ASSUMING THAT YHE EXPECTED ECONOMIC RECOVERY TAKES PLACE IN THE
SECOND HALF OF 1982, THE QUESTION IS HOW THE PRESSURE OF INTEREST
RATES EXERTED BY THE PROSPECTIVE HIGH BUDGET DEFICITS CAN BE ALLEVI-
ATED N 1983 AND BEYOND, IF IT 1S NOT, THE U S ECONOMY IS UNLIKELY
TO EXPERIENCE A STRONG OR SUSTAINED RECOVERY, UNEMPLOYMENT COULD
RISE FURTHER AND THE PROPSECTS FOR A REPUBLICAN PRESIDENTIAL VICTORY
IN 1984 WOULD BE DIMIN!SHED,

4, PRESIDENT REAGAN HAS MISJUDGED THE MOOD OF THE CONGRESS IN
HANDLING THE FY83 BUDGET, HIS EUDGET PROPOSALS |N JANUARY PROVED
UNACFEPTABLE, NOT LEAST BECAUSE THEY INVOLVED (IF REALISTIC

ECONOMIC ASSUMPTIONS WERE SUBSTITUTED) VERY LARGE DEFICITS INDEED,
AND WERE THEREFORE A NEGATION OF THE FISCAL RESPONSIBILITY WHICH THE
REPUBLICAN PARTY AND REAGAN HIMSELF CAMPAIGNED FOR AND WHICH WALL
STREET WAS DEMANDING. |F THE PRESIDENT THOUGHT THAT SUPPORT FOR HIS
TAX CUT PROGRAMME AND FOR INCREASES IN DEFENCE SPENDING WOULD
CUTWEIGH ANXIETY ABOUT THE DEFICIT, HE WAS WRONG, HE WAS ALSO WRONG
IN THINKING THAT HE COULD RAILROAD HIS PROPOSALS THROUGH CONGRESS

AS HE DID SO SUCCESSFULLY A YEAR AGO, THIS TIME, HE WAS UP AGAINST
NOT JUST THE OPPOSITION OF THE DEMOCRATS BUT THE DISSATISFACTION

OF THE CONGRESSIONAL LEADERSHIP IN KIS OWN PARTY, WHO FORESAW SERIOLS
POLITICAL AND ECONOMIC TROUBLE AHEAD IF THEY TRIED TO IMPLEMENT

HIS BUDGET PROPOSALS IN A CONGRESSIONAL ELECTION YEAR,

5, REAGAN’S ATTEMPTS TO DIVERT POLITICAL ATTENTION FROM THE BUDGET
WITH H1S PROPOSALS ON QUOTE NEY FEDERALISM UNQUOTE AND HIS SUPPORT
FOR A CONSTITUTIONAL AMENDMENT TO REQUIRE A BALANCED BUDGET

RESYTRICMED /(”’“c”
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(WHICH ANYWAY COULD NOT TAKE EFFECT FOR SOME YEARS) HAVE NOT
{MPRESSED FINANCIAL MARKETS. ON WALL STREET THE PESSIMISM ABOUT
INTEREST RATES EXTENDS WELL BEYOHD LEADING CRITICS LIKE HENRY
KAUFMAN . PRESSURES BY THE ADMINISTRATION ON THE FED TO EASE UP ON
MONETARY POLICY WOULD BE EVEN WORSE RECEIVED, SINCE |T WOULD ONLY
AT FUEL INFLATIOKARY EXPECTATIONS, Ik ALY CASE CHAIRMAK VOLCKER SHOWS
KL SIGNS OF BEING BUDGIL FrOM HIS POLICY, ’

6., NEGOTIATIONS ON THE BUDGET ARE STALLED, PARTLY AS A RESULT OF
GENUINE DIFFERENCES OF PHILOSOPHY BETWEEN THE PARTIES, IT IS
FORTUNATE FCR REAGAN THAT THE DEMOCRATS, UNDER INEFFECTIVE
LEADERSHIP, ARE DIVIDED IN CONGRESS. LIBERAL DEMOCRATS = IN DRAWING
ATTENTION TO THE DISTRIBUTIONAL UNFAIRNESS OF REAGAN'S PROPOSALS -
pUST TREAD CAREFULLY IF THEY ARE TO AVOID TAKING RESPONSIBILITY

FOR A BUDGET DEFICIT NOW ACKMNOWLEDGED TO REACH SOME DOLLARS 18¢ BN
IN FYB3 |F NOTHING IS DONE TO REDUCE 1T,

7. THE DEMOCRATS WOULD LIKE TO FORCE REAGAN TO POSTPONE THE THIRD
INSTALLMENT OF HIS TAX REDUCTION PACKAGE (DUE IN JULY 1983).

THEY WOULD THEREBY GAIN SOME CREDIT FOR REDUCING THE BUDGET DEFICIT
WITHOUT CUTTING INTO ENTITLEMENT PROGRAMMES, AND YOULD ALSO HAVE
DEFEATED THE PRESIDENT ON ONE OF THE KEY PLANKS [N HIS ECOROMIC
PLATFORM. THE PRESIDENT HAS NOT BEEN PREPARED TO FALL FOR THIS,
AND HAS SAID THAT HE 1S PREPARED YO COMPROMISE BY ACCEPTING A
TEMPORARY INCOME TAX SURCHARGE IN 1983 AND SOME CUT—RACKS IN THE
DEFENCE BUILD-UP, PROVIDED THAT THE DEMOCRATS JOIN WITH HIM IN
TAKING RESPONSIBILITY FOR REDUCING ENTITLEMENT PROGRAMMES, IN
PRACTICE, THIS COULD INVOLVE LIMITING AUTOMATIC COST OF LIVING
INCREASES, (THE WALL ST JOURNAL REPORTED THAT THE PRESIDENT ALSO
OFFERED A SHORT DELAY IK THE JuLY 1983 CUT IN INDIVIDUAL INCOME
TAX RATES, BUT THIS WAS NOT ACKNOWLEDGED IN HIS PUBLIC STATEMENTS

LATER ON,)

g. ELECTION YEAR POLITICS DO NOT MAKE FOR A MOOD IN WHICH THE

PRESIDENT AND CONGRESSIONAL LEADERS CAN READILY AGREE A BI-PARTISAN
COMPROMISE TO PUT TO THE FULL CONGRESS. IF THEY CANNOT AGREE, THEN
CONGRESS HAS TO REVERT TO THE STANDARD BUDGET PROCEDURES, POSSIBLE

OUTCOMES INCLUDE:
A, AGREEMENT ON PERMANENT MEASURES LEALING TO DECLINING DEFICITS

OVER THE NEXT THREE YEARS OF UNDER DOLLARS 180 BN A YEAR, (THIS IS
REALISTICALLY THE MOST SATISFACTORY OF THE RANGE OF POSS|RLE
OUTCOMES.)

p. A CONTINUING PERIOD IN WHICH NO SPECIFIC ACTION IS TAKEN TO
ADOPT AN FY83 BUDGET, THE UNCERTAINTY RISING FROM THIS WOULD LEAD TO
CONTINUING VOLATILITY, AND PROBABLY FURTHER DETERIORATION, IN .
FINANCIAL MARKETS, PARTICULARLY IF NO EFFECTIVE ACTION HAD BEEN
TAKEN BY THE ELECTION IN NOVEMBER,

C. SOME KIND OF SUPERFICIAL COMPROMISE ON THE LINES ALREADY

) SCUSSED BY THE PRESIDENT AND THE DEMOCRATS WHICH wOULD REDUCE
'THE FYe3 DEFICIT BY A BIT, BUT NOT ENOUGH, AND NOT DEAL EFFECTIVELY
\WITH THE DEFICITS IN LATER YEARS, THIS wOULD INSPIRE LITTLE

al
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POLITICAL AND ECONOMIC BA

£l MARKETS, AT WOULD LEAVE THE RZAL

TTLE TG BE FOUGKT AGAIN NEXT YEAR,

9. THE ISSUE OF A FYE3 BUDGET COMPROMISE WILL EMERGE AGAIN WHEN THE
BILL TO INCREASE TH&XFEDERAL DEBZ CEILING COMES BEFORE CONGRESS
PROBAELY IN MID-JUNE) REAGAN HAS HAD SOME SUCCESS IN ATTACHING BLAME
FOR THE FAILURE OF THE FIRST ROUND OF BUDGET NEGOTIATIONS ON THE
DEMOCRATS. BUT ME HAS NOW BEEN IN OFFICE FOR WELL OVER A YEAR, AND
FROM NOW ON IT WILL NOT BE ENOUGH FOR HiM TO WIN PRESIDENTIAL
BATTLES ABOUT WHO WAS RESPONSIBLE FOR THE COLLAPSE OF NEGOTIATIONS,
WE NEEDS A SATISFACTORY COMPROMISE TO BE REACHED WITHOUT A BITTER
AND SROTRACTED BATTLE BEFORE THE SUMMER RECESS.

1g¢, FSC O PLEASE ADVANCE TO PS/CHANCELLOR OF THE EXCHEQUER AND
BOTTRILL (TREASURY), AND TO WATSON (BANK OF ENGLAND),

F C O PASS SAVING UKREP BRUSSELS, UKDEL NATO, PARIS, ROME, BONN
TOKYO, AND OTTAWA,

HENDE RSON
FinANCIR L COPRIES TO,
N AD PS [CrmNCELDR OF THE \

LXCHEPUE
TREASURY
MR BOTTRILL

MR WARTSON
RR/NK OF ENGLAND

corizs &€70T TO
No. 10 Luwilio SiREET

{ADVANCED AS REQUESTED)
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CONFIDENTIAL

FROM: N J ILETT

DATE: 6 May 1982
FALKLANDS

UK restrictions

We have frozen Argentine assets, but our restrictions fall short

of a total block on payments to Argentina. We have taken pains to
mlnlmlse the impact on the international banking system, by llmltlng
restrlctlons to banks inside UK jurisdiction and allowing "entrepot"
(management) business with existing Argentine loans to continue.

Attitude of banks outside the UK

Argentina's apparent inability to raise new medium and long term
finance in the USA or elsewhere in consequence of the crisis and
the UK freeze is a powerful factor in the pressure on the Jjunta.
Argentina is pretty well isolated in the international financial
markets. It is important that this pressure is maintained. The
banks' pru&gﬁfihi instincts should make forceful representations by
the authorities unnecessary.

Possible Argentine default

The UK's present belief is that the problems for the international
banking system that could follow an Argentine default outweigh

any advantages that default might have for the immediate negotiating
situation. Mr Regan can be given private assurances to this end
(there is norggfm in letting the Argentines sweat on this point by
refraining from public comment). We would not ask the US to freeze
Argentine assets (even supposing they could or would do this)
because of the risk to the international financial system.

US economic sanctions (background)

The US have suspended new export credit guarantees and commodity
credit corporation guarantees (main impact psychological), as well
as military exports (interpreted broadly). The Prime Minister has
asked President Reagan to introduce a complete ban on imports, but
it appears that the US is unwilling to do this.

CONFIDENTIAL
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CONFIDENTIAL

1. MR LAVELLE FROM: A R H BOTTRILL
2. CHANCELLOR DATE: 6 May 1982

c ¢ Mr Littler
Mr Garside
CHANCELLOR'S MEETING WITH MR DONALD REGAN, 7 MAY 1982

I attach a brief for the Chancellor's meeting with Mr Regan, together
with supporting material, namely, the exchange of letters earlier
this year, the Washington embassy's latest assessment of the position
on the budget negotiations and a recent Press cutting on Mr Regan's
own attitude. The Chancellor may also find this useful for this

weekend's lunch with Mr SgZhultz.

| Bk
A R H BOTTRILL

ENC

CONFIDENTIAL
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CONFIDENTIAL

CHANCELLOR'S MEETING WITH US TREASURY SECRETARY
MR DONALD REGAN, 7 MAY 1982

POINTS TO MAKE

(i) Applaud US policies aimed at reducing inflation, including
strict monetary control. For the benefit of the whole free world
that US should succeed in these policies. Largest free economy.

Dominant role of dollar in world trade and monetary system.

(ii) Glad that US achieving major reduction in inflation. Im-

pressive contribution from realistic pay settlements.

(idii) But still worried about balance between US fiscal and monet-

ary policy. (Refer to letter to Regan, 4 February).

(iv) Declared US policy is to reduce, then eliminate budget deficits.
Instead, they are set to rise - more than g100 billion for two years
running. Result is that financial markets are not convinced about

future of the policy and interest rates remain high.

(v) High US interest rates damage US industry and business. They
could defeat US's own counter-inflation and recovery policies. Note

that Mr Regan has said just this.

(vi) But high US interest rates also damage the rest of the world.
Everybody faced with choice between letting their currency depreciate
or accepting high interest rates also. US has a responsibility to

rest of free world to avoid this damage.

(vii) Only way to lower interest rates is convincing improvement
in prospects for deficit and evidence of determination by Admini-
stration and Congress to tackle them. Better done by reducing ex-
penditure. But better partly by higher taxation than not at all.

Must reduce interest rates.

CONFIDENTIAL
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CONFIDENTIAL

(viii) No answer to say that 100 billion plus deficits not large
in relation to US GNP (perhaps 3=-4 per cent). US savings ratio much
lower than in Europe or Japan. Deficits are large by US standards
and above all, need is to put in place policies which convince market
that the trend for budget deficits is clearly downwards,ie the equiv-

alent of our MTFs.

BACKGROUND

The Chancellor wrote to Mr Regan on 4 February (cepy attached) making
most of the same points as those above. Mr Regan's reply on

8 March (also attached) said the US budget measures were designed to
put the deficit on a declining path and took a relatively optimistic
view of the prospects for financing the deficit and for getting lower

interest rates.

2. The situation in the US economy has worsened in several ways in
recent months as have the prospects for the budget deficit. The
pressures on the Administration therefore have increased and doubts

about its strategy have risen.

3. GDP fell by about 1 per cent in the first quarter of this year
after a similar fall in the last quarter of 1981. Industrial pro-

duction is about 7 per cent below its level a year ago. Unemployment

is rising and is now about 9 per cent of the labour force. Retail sales
are flat. The leading indicators in February fell for the tenth month

-

running.

b, The most encouraging development has been a sharp slowdown in
inflation with wholesale prices falling in February and March, and

consumer prices rising at an annual rate of less than 2-3 per cent in

the first three months of this year. These almost certainly under-
state the underlying rate of inflation which is probably closer to
5-6 per cent, but this is still a sharp improvement on the rate of

about 11 per cent a year ago. There has been some hard wage bargaining

with Ford and General Motors' workers accepting new contracts worth

about 64 per cent a year over the next 2% years.

CONFIDENTIAL
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5. Interest rates fell from May to December last year but have since

risen. The prime lending rate is nOW'aquf 16% per cent. The fall
in inflation implies that rggl interestf}qtes are now at historically
very high levels - much higher than those of Europe or Japan. Con-
sequently the dollar has appreciated 5 per cent since the end of last

year despite a growing trade deficit. The current account is close to

balance but may soon move into deficit unless the economy continues

depressed enough to hold down imports.

6. Little, if any, recovery in output seems likely in the current
quarter. The OECD, together with most outside forecasters, expects
a modest recovery in the latter half of this year followed by growth
of around 3 per cent next year. This is less optimistic than the
Administration's own projections. The OECD sees no fall in US un-
employment before the end of next year. Inflation, however, should
level out at about 6 per centt ,Views about the US current balance
differ but Administration officials have spoken of a deficit of
g20-g40 billion emerging next year, accompanied by some fall in the
dollar.

Monetary Policy

7 The Federal Reserve's target growth for M1 during 1982 is 2% to
54 per cent though both the Administration and the Fed have said that
growth should be in the upper third of the range. In the period be-
tween December and mid-April, however, growth has been around 8 per
cent at an annual rate. This implies that the recent growth ;;;;-must
be broadly halved for the rest of the year if the target is not to be
breached. A recovery in real output, coupled with the underlying in-

flation rate, therefore, will imply the need for a further sharp rise

in velocity with corresponding pressure on interest rates.

Fiscal Policy

8. The latest position on the negotiations between the Administration
and the Congress over next year's budget is described in the attached
telegram from our Washington embassy. The Admini stration's own latest

published estimates put the likely Federal deficit for the current
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year (FY 1982) and next year (FY 1983) both at slightly over

#100 billion - about £10 billion higher than the February projections.
These latest Administration figures, however, still use February's
optimistic economic assumptions and unofficial estimates put next

year's deficit as high as £180 billion if further measures are not

taken.
9. Mr Regan in a now celebrated phrase described the US economy a
fortnight ago as 'dead in the water', and implied that the Administration

would have to cut the budget deficit to get the economy moving again.

He said:

"High interest rates have brought this economy to its knees.
To get it going we have to let business know we are cutting

deficits. That will be the signal business wants."
(Financial Times, 16 April, attached).

10. The Democrats have tried to persuade the President to abandon

the third tranche of his income tax cuts package so that they can claim
credit for cutting the deficit without cuts in social security benefits.
Some Senators have argued for higher indirect taxes. The President has
offered instead a possible income tax surcharge and lower defence

spending in return for cuts in social programmes.

11. We shall be interested to have Mr Regan's own assessment of the
likely size of any compromise package and the resulting level of mnext
year's deficit. If the unofficial estimates are anywhere near correct,
then a very substantial package, of say more than g50 billion, will

be ne;ae&'merely to keep the deficit to £100 billion. This would
still represent .about 3 per cent of GDP and would be likely to present
financing difficulties in view of the low US savings propensity. This
is forecast to rise to perhaps around 7 per cent of personal incomes
next year, but would still be only about half that in the major

European economies and a third that in Japan.

EF2 Division
EHM Treasury
6 May 1982
4
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o oy i FROM: R G LAVELLE
@ o ;\:\T:“/" GM‘-"’T“"M? . T DATE: 6 May 1982
L upvl;- o Cotimin B
CHANCELLOR ' ra. Lapmn Eo cc: Sir D Wass
ul - - : B Laration Sir K Couzens o/r
| oknankty . YO i Mr Littler
Noet ™™ o Inenddatey Pandare 2y Mr Carey
- ) “a (i 1.-0 & .
Bos O oo e } ) kl#hﬁﬁm : Mr Bottrill »
k’ff‘]/'\:” AT 187 > »e l L. M‘.w — . MI“ 13%1"%2,[&’ \ er UJ /m ’)
N T O L alag P .
» . -r\,w %’M 1 AA.;- \
y fa i T vy o - ﬂrt-dm -
MEETINGS WITH MR REGAN J a g #_ﬁﬂg ¢4J4*

@) | heltsts e = oo™
You are dining with Mr Regan on Friday, 7 May and giving him
breakfast at No 11 on Saturday 8 May. You will of course also
both be attending the OECD Ministerial, G=%, G-10 and IMF
Interim Committee meetings next week. Your meeting with the
Governor tomorrow mMOrning provides an opportunity to compare

LX) L 7
notes on the line to take in these cqntactﬁ;‘Au o &;hywpvthJ .

@ A Luvwnnnniy “’)MV"’ e
2. We are intending to submit briefing for the Paris and
Helsinki meetings to you separately this evening. This material
will speak for itself (and will not contain any surprises). In
the short time available for bilateral exchanges, you will
probably not wish to anticipate next week's discussions.
However you might conceivably like to glance at the brief, in
the Helsinki bundle, on the suggestion of a possible new
iﬁitiative at Versailles on international monetary co-operation:

' this is a new talking point which Mr Regan might bring up. There
et is also a G-5 brief on Eastern European issues, which might
warrant a glance. The only other point you might like to have in
mind is that Mr Regan is the current G-10 Chairman. This should
not be too onerous a task this time. (We have incidentally not
yet seen a draft of the communiqué, but an outline has been
mentioned to Deputies which sounded innocuous. )

/3. Your discussions will have the US economy as their principal

\V focus. There is attached a note of the line we suggest?§ou might
take here plus background factual material.
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4. There are three other topics on which briefing is also
attached.

5. The first is a short note on the Falklands and US sancpions.

6. The second is unitary taxation about which you have written
to Mr Regan in the past. This subject seems worth raising
again with him, if only to be able to say that this has been L///

done. -

Vs, The third is the export credit consensus. ALF will send
forward to you tomorrow a note of the line you might take
following key discussions which will have been taking place in \
Paris in the course of that day. However since the subject is
complex, it may be helpful to have the attached background

priefing in advance.

8. There is one final point. In the course of the last Versailles
Summit Preparatory Meeting the Americans (Mr Sprinkel) said that
there had been four occasions when the US had been prepared to
intervene in the foreign exchange markets - but found that they
nad quietened down by themselves. We understand in great
confidence (and not from a Treasury source) that one of those
occasions was the ipitial flurry in the markets after the
Falklands invasion. Sterling has in fact proved remarkably
robust in subsequent weeks. We should also probably not reveal
knowledge of our understanding of the US position. But it might
be worth saying innocently that some months ago you recall that
Mr Regan said he would be prepared to receive telephone calls

if colleagues looked for US help in some specific disturbance.

Is this offer still open? .
\- " ‘ \ .;'t'x_.(( B AU T & e ! st B
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FROM : MINISTER OF STATE (R)
DATE : 6 May 1982

CHANCELLOR OF THE EXCHEQUER cc Chief Secretary
S Financial Secretary
L+ﬁ~\4 o 2 - Sir Kenneth Couzens
}&@A g ) Mr Ryrie
e *
. V bp“ Mr Burns
CanA v mR Loltn Mr Littler
q{m\ |L\ L!vﬁﬂ . Mr Quinlan
WM L A S G L*,ﬂwd, Mr Lavelle
l,._,/"" £- ,\La_‘;) wi* u 4 Mr Dixon
- o bt 4 Mr TLovell
Mr R Martin - IR
PS/IR

SECRETARY OF STATE FOR INDUSTRY'S VISIT TO THE UNITED STATES

You asked for my views on Patrick Jenkin's minute of 7 April
arising out of his recent visit to the United. States. You
will by now have seen Mr Allan's minute of 17 April which deals
with the industrial dimensions. The Inland Revenue are
considering the fiscal aspects and we await their comments.
However my initial views on this are that the two areas where
progress might be possible are share options and the Business
Start-Up Scheme. I have always felt that the key to the
Business Start-Up Scheme is to get financial institutions
interested in promoting the scheme by both putting together
package deals to attract investors and finding companies who
are at the right stage in their development to take advantage
of outside equity capital. We might press Patrick denkin on
what the DoT think of the prospects here and what steps we
can jointly take to promote this form of business expansion.

Of the various points in Mr Allen's minute, I think we should

make far more of our public purchasingpolicy. Far too frequently
this is looked upon as a negative tool to enable us to place

CONFIDENTTIAL



s

-



CONFIDENTIAL

orders with an ailing British company, which we would
otherwise not do, in the hope that the additional orders

will help to keep it going.

We should look upon our public purchasing policy as a positive
means of promoting and developing what is good in British
industry by placing orders with companies able to use the
business as a stepping stone to useful expansion. I wonder

if this aspect of our policy is properly considered and indeed
whether our purchasing people are sufficiently aware of the full
scope of the policy. I understand the reluctance particularly
in the Treasury over this policy but much of the evidence

points to the fact that the most progressive companies want

orders from Government rather than aid.

I also believe the Industry/Education area is vital and still
neglected. I would like to see much more emphasis on wealth
creation in our education system, and much more public debate -
could we not take initiatives in NEDC and similar forums to

raise the level of discussion?

My experiences in the Dol made me worry a great deal about the

DES and the UGC. We will urgently need more electronic engineers
if we are to take advantage of the technology growth that will be
satisifed by imports if we don't create the climate and the
opportunities here. Some imaginative steps are needed such as
creating or possibly transforming Cranfield into a Royal Institute
of Techmoelogy as a permanent reminder of Information Technology year
We need to persﬁade the young that engineering and wealth

creating is a career for the most able of their generation.

P

o

JOHN WAKEHAM
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FROM: P.S. JENKINS =,

CONFIDENTIAL 11 May 1382 1.i_):j_/)

cecys Chief Secretary
Financial Secretary
5ir Kenneth Couzens
Mr. Ryrie
Mr, Burns
Mr. Littler

MINISTER OF STATE (R) Mr. Quinlan

Mr. Lavelle

Mr. Dixon

Mr. Lovell

PS/Inland Revenue

SECRETARY OF STATE FOR INDUSTRY'S VISIT TO THE UNITED STATES

The Chancellor read with interest ybur minute of 6 May on

points arising out of Mr. Jenkin's recent visit to the United

States.

2r He agrees that the points you have identified - share
options, the Business Start-Up Scheme, public purchasing policy
and the industry/education area all need to be actively pursued,
and some of these points may turn out to justify early action

(even in this year's Finance Billl.

P

P.S, JENKINS
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