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3 December 1987

The Hon James A Baker III
Secretary to the Treasury
Room 3330

Main Treasury Building
15th & Pensylvania Ave NW
WASHINGTON DC 20220

USA

I thought it might be helpful if I wrote to you and other
G7 colleagues to spell out what I believe we need as the basis for a
successful G7 agreement.

We can, of course, all welcome the actions taken and proposed on
economic fundamentals: in particular the promised United States
action on the fiscal deficit and the action which Germany has
announced for its 1988 Budget. I believe Japan will similarly aim
to take appropriate fiscal action in 1988. These joint moves
should reinforce each other. We must get them properly understood
as important moves to help correct imbalances, and ones which do
not add to risks of either recession or inflation. We must also
make it clear that we all intend to persevere with whatever further
measures may become necessary later.

But this alone will not be enough. I am convinced we must address
the two basic and 1linked problems of exchange rates and the
financing of the United States fiscal and current account deficits.

With the best will in the world - on the part of all of us - the
United States is bound for some time to run substantial though
diminishing deficits. And these deficits, even allowing for some
improvement in domestic savings following the stock market fall,
mean. the United States still has to attract large net capital
inflows from other countries.

Official intervention has in effect financed the major part of the
United States' external deficit this year. Though intervention has
an important role to play, it obviously cannot be the sole or major
source of external funds. Spontaneous private flows have to meet
this need.



I believe it is unrealistic to hope to restore sufficient private
capital flows to the US as long as the market harbours expectations
of dollar depreciation, which could be self-fulfilling.

Unless we can co-operate to prevent it, I see a real risk of further
dollar depreciation spiralling out of control. All experience
suggests that financial markets, left to their own devices,
overshoot badly, until such time as sentiment turns and the belief
forms that future movements can only be upwards. Enormous damage
could be done in this process. I cannot see how the United States
could avoid serious inflationary consequences, and sooner or later
the markets would inevitably drive up US interest rates. I am
sure, too, that this would open the door to much greater risks of
recession - in all our countries.

This is why I think it is wvital that we should restore the
expectation of dollar stability. We need to do this openly and
convincingly, and to equip ourselves with the necessary means to do
so. It will not be enough to rely on vague statements of hopes and
intentions.

We need clear agreements. In particular:

- we must spell out our view that the current levels of
G7 exchange rates do reflect economic fundamentals, in
the sense that they are consistent with the eventual
adjustment of the major imbalances, given the policies we
have put in place and intend to continue;

- we must all be prepared to commit ourselves to use
monetary policy to encourage the needed capital flows at
these exchange rates: this may not be easy and may
require compromises with other domestic objectives at
first, but would become much easier once we recreate the
expectation of stability;

- we need to demonstrate that we have resources for
official funding which will still be needed from time to
time if the market tests our resolution;

- the United States could make a major contribution to
confidence if it undertook some sizeable borrowing in
foreign currencies: this would also minimise the risks
of a rise in Uniled States' interest rates. I am sure we
would all be ready to help on both the substance and the
presentation of this.

We cannot afford to be vague; and none of us can responsibly allow
an uncontrolled further dollar decline, given the damage it would
quickly do in terms both of recession risks and of inflation risks.

I am sending a copy of this letter to our other G7 colleagues.
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To the Chancellor of the Exchequer's Private Office
With reference to your telefax addressed to Hon. Giuliano Amato,

Minister of Treasury, through fax no. 4744950 I duly acknowledge its

reception message has been already delivered to Hon. Amato's Office.

PN C\{)now~a @)wr 0

Secretary to Mr. Sarcinelli

Regards
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To the Chancellor of the Exchequer's Privats Office
With reference to your telefax addressed to Hon. Giulisno Amato,

Minister of Treasury, through fax no. 4744950 I duly acknowledge its

reception message has been already delivered to Hon. Amato's Office.

VYA Q/souy@ @}ﬂr 0 5

Secretary to Mr. Sarcinelli

Ragards
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EANK OF ENGLAND CUTS MONEY MARKET RATE HALE POINT NIRED

LONLON, TEC 3 ~ THE BANK OF ENGLAND SALL 1T CUT IT8 MONEY
MAKKET DEALING RATE BY 1/2 PERCENTAGE POINT TO g-3/8 PCT IN ITS
HOUTINE MARKET INTERVENTION THIS MURNING.

THE BANK OF ENGLAND SAII THE CHANGE IN INTERES! RATES WAS A
KEGEONSE TO TIGHTENING OF MONETARY CONIITIONS EROUGHT ABOUT BY
 NEUELOFMENTS IN THE CURRENDY MARKETS AN LY UNCERTAINTIES IN
FINANCIAL MARKETS GENERALLY.

e CUT WAS PROMPTED BY A COMEBINATION OF A VERY WEAK
HOLLAR, STERLING STRENGTH ANL MARKET SENTIMENT TOWARDS A LIKELY
SLACKENING IN THE ECONOMY, 1T ALUEL. |
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AUSBTRIA CUTSH GISCOUNT, LOMBARLD RaTES NREW
VIENNA, EC 3 - THE AUBTRIAN NATLONAL BaNK Sall IT WA
CUTTING ITS DISCOUNT RATE TO THREE FCT FROM 3.3 PCT AND ITS
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U GHBARE RATE TQ 4.5 PGT FRON FIVE FPLI
SRCHE MOVES WERE MALE BECAUSE OF SIMILAR ACTION BY THE WEST
GERMAN EUNDESEANK, THE BANK Sail. Lf SOl 1T WOULD USE SIMILAR
CEGTRUMENTS OF THE OFEN MARKET SYSTEM T FINE~TUNE THE DOMESTIC
MONEY MARKET .

THE EANK SAID 1T EXPECTED 1TS MOVE 1O HAVE A FOSITIVE
EFFECT ON DEFOSITS AND CREDLT INTEREST HATES IN GUSTRIA
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RANGEMANN SAYS RATE CUT SHOWS GERMN i : NRGX
EONN, DEC 3 -~ WEBT GERMAN IO5 MINISTER MARTIN
KANGEMANN SALID THE BUNDEBANK’S I IN “UT THE DIBCOUNT RATE
WAS AKOVE ALL A CLEAR SIGN K ITG INTERN&TIONAL
COOFERATION ON ECONOMIT AND

HE ADDED THAT THE RATE CUT TO 2 AR
COUPLED WITH THE GOVERNMENT’S MEASURES TU grUR
- GFFERING CHEAF CREDITS. ‘

THE DECISION TO CUT THE KEY LISCOUNT RATE WAL BEE
AND ITS IMPACT ON THE ECONOMY WOULL NOT BESLOST, BANS

B OPET WAL
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FRENCH FINANCE MINISTRY SAYS CUTS SHOULD HELF DOLLAR : MNEHM&
FARIG, DEC 3 -~ THE FRENCH FINANCE MINISTRY SALD THE
COORDINATED INTEREST RATE CUT RBY THE BANK OF FRANCE AND THE WEST
GERMAN BUNDESEANK ANNDUNCED TODAY SHOULD CONTRIRUTE TO
SUFFORTING THE DOLLAR. ' :
“THE FINANCE MINISTRY WELCOMES THIS NEW DEMONSTRATION OF AJ
- CLOSE COOFERATION BETWEEN FRENCH AND GERMaN FOLICY WITHIN THE
FRAMEWORK OF THE EUROFEAN MONETA&RY SYSTEM (EMSI , 21 SHTI Vv
NOTING THAT IT I8 THE THIRD EXAMFLE OF SUCH JOINT ACTION SINCE
NOVEMBER 9. :
"THIS NEW INITIATIVE.... SHOULD CONTRIBUTE TO STRENGTHENING
THE DOLLAR,” THE MINISGTRY SALl. '
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FRENCH FINANCE =2 FARIS » NFHE

THE FINANCE MINISTRY POINTED OUT THAT WHILE THE RUNDESBANK
HAS CUT ITS DISCOUNT RATE BY & HALF-FOINT TO 2.5 FCT, THE HANK
OF FRANCE TRIMMED ITS INTERVENTION RATE BY JUST A QUARTER FOINT
TO 7-3/4 FCT.

THE RESULT HAS BEEN TO CUT THE DIFFERENTIAL BETWEEN THE WEST
GERMAN ANL FRENCH SHORT-TERM MONEY MARKET RATES TO 4.5 FCT FROM
THE 4.7% FCT LEVEL IT REACHEL ON NOVEM S

“THIS DEMONSTRATES THE COHESION OF THE EMS AND THE HEALTHY
CONDITION OF THE FRANC,” THE STATEMENT SALD.
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DUTCH CENTRAL BQNK RY L4 FOINT i MR
AMBTERIAM, DEC 3 ENTRAL &’WF :ﬁiﬁ LE e d iy
THREE KEY OFFICIAL INTERF BiES BY :,5 FOINT EPFECTIVE
TOMORROW, LOWERING THE DISCOUNT e 103,725 FPET FRDM 4.00D . PCY.
THE MOUE FOLLOWS EARLIER CUTS IN INTL\LQT EATES BY THE
BUNDESEANK AND THE BANK OF FRANCE IN WHAT THE FRENCH CENTRAL
BANK SAID WAS A CONCERTED MOVE.
IN A& PRELIMINARY COMMENT, A
BANK S5AIL, "WE WAITED FOR THE BU
ACTION.” THE DUTCH CENTRAL RANK
425 FCT FROM 4.50 FCT AND THE
FLTAFROM. S0 iu?
03~DEC-1446 SECHE5 MONE

SROKESMAN FOR THE LUTCH CENTRAL
BANK, THIS IS5 A CONCERTED
LUANG RATE WAB CUT TO

NOTES RATE T0 4.75%
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STOLTENBERG SAYS RATE CUT Will STAE MARKE
RONN, DEC 3 - WEST GERMAN PJNHNFﬂ"J" AR
STOLTENEERG SALD THURSDAY'S LECISIUN Y THL GUNUESEANK TO CUT
THE DISCOUNT RATE TO 2.5 FROM THREE FUT WAS AN IMFORTANT :
LUNB;hLBU}IDN TO MARKET STARILISATION. '
_ A MINISTRY STATEMENT QUOTED STOLTENBERG A8 SaYING, *THE
DECISION OF THE BUNDESEANK ... (5 AN IMFORTANT CONTRIAUTION TO
THE STARILISATION OF THE STOCK AND CURRENCY MARKETS.”
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FRANCE SAYS RATE CUT FART OF COORDINATED MOVE NREM

PARIS, DEC 3 ~ THE BANK OF FRANCE SAILD THE CUT IN ITH
INTERVENTION RATE RBY 1/4 FOINT TU 7-3/74 PLT Was FAaRT OF A
COORDINATED MOVE.

IT GAVE NO DETAILS. BUT THE
FOLLOWED IMMEDIATELY ON NEWS OF
POINT. TO 2,80 BCY IN 115 KEY DS

THE FRENCH CENTRAL BANK ald IN A STATEMENT THAT YIN THE
FRAMEWORK OF & CONCERTED MOVEMENT,® 1T ALBO TRIMM D BY 1/4
FOLINT THE RATE ON. THE ALLOCATION OF LIQUINLTY THROUGH SEVEN-LRY
REFURCHASE AGREEMENTS TO 8-1/74 FOTW

INTEREST RATE ANMOUNCEMENT
5 RUNDESHEANK CUT BY A HALF
UUNT RATE.
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BONN, [EC 3 - WeEST LRRMAN © NECE MINI
STOLTENRERG SALID THURBDAY'S DEC N BY
ITS DISCOUNT RATE T0 2.9 FROM TF : 3
INTERNATIONAL SIGNAL ON GROWTH £

A& FINANCE MINISTRY qlwfnn:if WU TED : &
»THE INTEREST RATE MOVE ... IS AN IMFUHTHY{ w‘NﬁY]UNHL
5IGNAL, WHICH, EVEN BEYOND (GERMANY Y S) BOROERS, WILL BE SEEN AS
A CONTHIBUTIUN TO THE FROMOTION OF STARILITY AND GROWTH.
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FRENCH SOURCES SEE FROGRESS TOWARDS G-7 MEET ~RFT NI

PARIS, LEC 3 - PROGRESS I8 G MALE TOWARDS A MEETING OF
THE GROUF OF SEVEN FINGNCE MINISTERS BUT IT I8 TOO EARLY TO -
FREDICT A& DATE WHEN ONE MIGHT BE HELD, SOURCES CLOBE TO. FINANGE
MINISTER EDOUARD BALLADUR SAIL.

BALLADUR HAS CALLED REFEATELLY FOR ACTION FROM THE U.5.,
WEST GERMANY AND JAFAN BEFORE A GROUF OF SEVEN MEETING CAN TAKE
PLACE .

THE SOURCES SAID ON THURSDAY THAT THE ”&NLH GovLHNMLNI
WELCOMED THE 21 RILLION MARK ECONUMIC PACKAGE AFFROVED RBY THE
CWEST GERMAN CARINET YESTERDAY, RUT REGRETTEL IH:T THERE WAS
LITTLE FROSFECT OF GERMAN TAX CUTS BEING KROUGHT FORWARL.
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FRENCH SOURCES =2 FARIS 3 NRKK
THE SOURCES BAIDR BALLADUR HAD SPOKEN WITH U.8. TREABURY
SECRETARY JAMES BAKER BY TELEFHONE YESTERDAY, AND THAT THEY Hall

LDIBSCUBBEDN THE FROBFECTS OF CONGRE IONAL FASSAGE FOR THE U.5.
BULRGET DEFICIT REDUCTION FACKAGE

BALLADUR HAS FROFOSED & SPECIFIC AGENDA FOR AN EVENTUAL G6-7
MEETING, INCLUDING & FPROFUOSAL FOR A PERMANENT SECRETARIAT TO
MONITOR THE AFFLICATION OF THE LOUVRE ACCORDE ON CURRENCY
STARILITY.

BUT THE FRENCH SCOURCES REITERATED TODAY THA&T THERE WAS
LITTLE FOINT IN HOLDING A G~7 MEETING UNTIL CONCRETE RESULTS .
COULLD BE ABBURED.
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KOHL. SAYS RATE CUT TO BOLVE OTHER NATIONS' WOES NFK O
BONN, DEC 3 - WEST GERMAN CHANCELLOR HELMUT KOHL BAIDL THE
BUNDERANK’S DECISION TO CUT ITS SISCOUNT RATE WOULD HELF ( I
SOLVE OTHER NATIONS’ ECONOMIC PR 6

IN AN AFFARENT REFERENCE TO
BALN IN A STATEMENT, "LOWER GERH
GERMAN OMESTIC DEMAND HELF OUR |

ADE “hriuiny K OHL.
T ! RONGER
_thlh

: THE MOVE TO CUT THE DISCOUNT 25 Ol MUW ‘ﬁ&ﬁﬁ WG
A REALISTIC CONTRIBUTION RY WEBT BERMANY TL INTERNATIONAL
ECONOMIC COOPERATION, HE ADDED.
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UuBa TREASURY CHIEF FRAISES EUROFEAN RATE cuTs : NREKS

UQSHINGTON, DEC 3 - TREASURY CRETARY JAMES BAKER SAaln HE
WAS DELIGHTED Ry INTEREST RaTe CUTS ANNOUNGED By WEST GERMAN
AND OTHER EUROFEAN CENTRAL BANKS aND saln THEY WERE an aT1n TO
INTERNATIONQL,ECGN&MIC POLIEY G FERATION.

“THESE INTEREST RATE CUTS, TOGETHER WITH THE MEASURES
ANNOUNCED YESTERDAY RY THE FEDERAL REFUBRLIC aF GERMANY, SHOULD
HELP o0 STRENGTHEN GROWTH IN EURDEE ANLE REDUCE TRADE
IHBQLANCES,“ BAKER 8aIn IN A STATEMENT .

"THEY REFRESENT AN IMFORTANT CONTRIRUTION TO OUR
INTERNATIONAL ECONOMIC FOLICY COORGINATION EFFORTS, * ME SALln.
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UaSw TREASURY CHIEF =2 WASHINGTON - NRKT

THE WEST GERMAN BUNDESBANEK RELUCED ITs DIBCOUNT RaTE o A
FOST-WAR RECORD LOW OF 2.5 pey FROM THREE FCT, EFFECTIVE
FRILAY. :

EARLIER, BRITISH BANKS CUT THEIR BASE LENDING RATEG
FOLLOWING a SIGNAL FROM THE BANK OF ENGLAND, BRITAING CENTRAL
BANK ., - ;

THE BANK 0F FRANCE ALSO SAID i i e LTS HONEY ~MARKET
INTERVENTION RATE EY- 174 FOINT TU 234 pPET, - '

"SECRETARY BAKER I8 DELIGHTED WITH THE ANNOUNCEMENT BY THE
GERMAN BUNDESEANK AN OTHER EUF SN CENTRAL BANKS IO CUT
INTEREST RATES, " THE TREASURY DEFARTMENT STATEMENT 8410,
03-DEC-1542 SEC&8Y MONE
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\
) (i From: Sir G.Littler
U)‘ Qf - Date: 4 December 1987
CHANCELLOR w \‘pv

CONVERSATION WITH TRICHET

At 6-30 this evening I had a long telephone
talk with Trichet, who said that he and Balladur are very worried
indeed about what the Germans, Americans and (possibly) Japanese

are up to.

2% The first point was that they fear Stoltenberg will present
us on Monday with an altogether too flabby draft - and one which
he would claim to have been so extensively "negotiated" with Baker
already as to be "take it or leave it". I said I shared this
fear - but also that I did not think you would be minded simply to
acquiesce in that approach: you would want a real discussion and,

as your recent letter showed, you wanted real commitments.

3% The second point concerns deputies. As you may remember,
there is a meeting of Working Party 3 of the OECD on Wednesday and
Thursday morning of the coming week, under my Chairmanship. Long
ago we arranged (as is normal) both G5 and G7 meetings of deputies
in the margins. Nobody suggested cancelling these when a special
G7 Ministerial meeting began to be projected - indeed we all felt
that they might even be timely, and in any case we have other
items for our agenda as well. The plan was G5 on Tuesday evening,

G7 early Wednesday morning.



SECRET

4, Mulford has now been in touch with Trichet to say that
Baker has refused to let Mulford attend, because he does not want
any meeting of deputies before the 12/13 December Ministerial -

which he is plainly now assuming will take place. Also, Mulford

ey

e
has asked Trichet (as host) to cancel quickly "so that Gyohten can

change his travel plans". Trichet suspects (and I agree) that
what Mulford wants is to get Gyohten to go to Paris via Washington
so that a G3 caucus can be completed. Suspicion is strengthened
because Mulford says Tietmeyer now cannot manage our meetings of
deputies, although Tietmeyer has not mentioned this in any of two

conversations with me and one with Trichet this afternoon.

512 Balladur insists on some preparation by deputies so that
Trichet can compile "un dossier adequat”! I explained to Trichet
that I had not felt it necessary to consult you on whether or not
I should meet my G5/G7 colleagues quietly in Paris, and I could
not speak for your view. But I was happy for him to tell Mulford
that I continued to hold myself available and that we could decide
our agenda on instructions if necessary. (Incidentally our agenda
must at some stage take in the tedious business of 'indicators' on
which Mulford suggested to Trichet a meeting in Paris 18 December

"after the G7 Ministerial"!).

6. Thirdly, according to Trichet, Mulford said he thought your
letter was "a typically unhelpful and aggressive" mave; Trichet
refused to share that view because Balladur had agreed with every
word of it! The remark is typical Mulford - I doubt that he
spoke on instructions (he did not say so), although I don't expect

Baker entirely liked it!



SECRET

Ve We can discuss on the plane, but if you were to feel that
the meetings of deputies should be cancelled (which I do not

recommend), perhaps you could give me a call at home.

///?Geoffrey Littler)
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Date: 4 December 1987

CHANCELLOR

CONVERSATION WITH TRICHET

At 6-30 this evening I had a long telephone
talk with Trichet, who said that he and Balladur are very worried
indeed about what the Germans, Americans and (possibly) Japanese

are up to.

2 The first point was that they fear Stoltenberg will present

us on Monday with an altogether too flabby draft - and one which

- he would claim to have been so extensively "negotiated" with Baker

already as to be "take it or leave it". I said I shared this
fear - but also that I did not think you would be minded simply to
acquiesce in that approach: you would want a real discussion and,

as your recent letter showed, you wanted real commitments.

37 The second point concerns deputies. As you may remember,
there is a meeting of Working Party 3 of the OECD on Wednesday and
Thursday morning of the coming week, under my Chairmanship. Long
ago we arranged (as is normal) both G5 and G7 meetings of deputies
in the margins. Nobody suggested cancelling these when a special
G7 Ministerial meeting began to be projected - indeed we all felt
that they might even be timely, and in any case we have other
items for our agenda as well. The plan was G5 on Tuesday evening,

G7 early Wednesday morning.
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4. Mulford has now been in touch with Trichet to say that
Baker has refused to let Mulford attend, because he does not want
any meeting of deputies before the 12/13 December Ministerial -
which he is plainly now assuming will take place. Also, Mulford
has asked Trichet (as host) to cancel quickly "so that Gyohten can
change his travel plans". Trichet suspects (and I agree) that
what Mulford wants is to get Gyohten to go to Paris via Washington
so that a G3 caucus can be completed. Suspicion is strengthened
because Mulford says Tietmeyer now cannot manage our meetings of
deputies, although Tietmeyer has not mentioned this in any of two

conversations with me and one with Trichet this afternoon.

Bis Balladur insists on some preparation by deputies so that
Trichet can compile "un dossier adequat"! I explained to Trichet
that I had not felt it necessary to consult you on whether or not
I should meet my G5/G7 colleagues quietly in Paris, and I could
not speak for your view. But I was happy for him to tell Mulford
that I continued to hold myself available and that we could decide
our agenda on instructions if necessary. (Incidentally our agenda
must at some stage take in the tedious business of 'indicators' on
which Mulford suggested to Trichet a meeting in Paris 18 December

"after the G7 Ministerial"!).

6. Thirdly, according to Trichet, Mulford said he thought your
letter was "a typically unhelpful and aggressive" move; Trichet
refused to share that view because Balladur had agreed with every
word of it! The remark is typical Mulford - I doubt that he
spoke on instructions (he did not say so), although I don't expect

Baker entirely liked it!
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y We can discuss on the plane, but if you were to feel that
the meetings of deputies should be cancelled (which I do not

recommend), perhaps you could give me a call at home.

/
/(Geoffrey Littler)
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TO IMMEDIATE FCO

TELNO 980

OF 040600z DEC 87

AND TO IMMEDIATE HM TREASURY, BANK OF ENGLAND, WASHINGTON,
AND TO IMMEDIATE PARIS, BONN , ROME, OTTAWA

JAPANESE ATTITUDES TO G5/G7

1. THE JAPANESE 'AUTHORITIES BELIEVE THAT THERE 1S NO POINT IN
HOLDING A G5/G7 MEETING UNTIL THE US IS ABLE TO PRODUCE MORE
CONVINCING EVIDENCE, FIRST THAT THE US PROPOSALS TO CUT THE DEFICIT
WILL WORK, AND SECONDLY THAT THEY WILL INDEED GO AHEAD WITHOUT
SIGNIFICANT AMENDMENT BY CONGRESS. THE NEED, ABOVE ALL, IS TO
ENSURE THAT A MEETING CAN SIGNAL TO THE MARKETS THE END OF THE
CURRENT PERIOD OF UNCERTAINTY.

2. AT THE SAME TIME, HOWEVER, THE JAPANESE REMAIN EXTREMELY
CONFUSED ABOUT THE US ATTITUDE TO THE DOLLAR, AND WOUL
INEVITABLY BE ATTRACTED BY THE PROSPECT OF A MEETING WHICH
CLARIFIED THE POSITION , IDEALLY WITH SOME SORT OF REAFFIRMATION
OF THE LOUVRE ACCORD.

3. THE BANK OF JAPAN HAS BEEN PARTICULARLY ACTIVE THIS WEEK IN
SUPPLYING FUNDS TO THE MONEY MARKETS. THIS HAS BEEN INTERPRETED
BY SOME OBSERVERS HERE AS INDICATING THAT THE BOJ IS TRYING TO
GUIDE MARKET RATES DOWNWARDS AS PART OF AN INTERNATIONALLY
COORDINATED EFFORT ALONGSIDE ACTION TAKEN IN EUROPE IN ADVANCE

OF A G7 MEETING. THE BANK OF JAPAN TELL US THAT THEIR MAIN MOTIVE
HAS BEEN TO EASE THE VERY SEVERE SEASONAL CASH SHORTAGES WHICH
ARE LIKELY TO PERSIST DURING DECEMBER, AND WHICH WOULD OTHERWISE
PROMPT DISRUPTIVE INCREASES IN SHORT-TERM INTEREST RATES: BUT THEY
ARE QUITE PLEASED AT THE INTERPRETATION OF THEIR ACTIONS BY
COMMENTATORS.

WHITEHEAD
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SECRET

From: Sir G.Littler

Date: 8 December 1987
CHANCELLOR £

c.c. Sir P.Middleton
Sir T.Burns
Mr Peretz
TALKS IN BRUSSELS

I attach a note of the talks among European members of G7 held in
Brussels yesterday. I also attach the draft text circulated by
Stoltenberg (the result of his talks with Baker) with annotations
of the handful of amendments we want.
212 No news yet from Tietmeyer (or others) to me. I shall make
contact with them if this is still the case later this afternoon,
before I leave for Paris.
3% Our impression was that Stoltenberg had been allowing
himself to get drawn in to a meeting to serve Baker's immediate
purposes rather than ours. The solidity of the French and
Italian response with our own was gratifying - I think that your
message last week was effective and timely!
4. I shall let you have later a suggested draft U.K. passage
for the possible communique. In mulling this over, I have had
one additional thought: if we publish a statement without a
meeting - and particularly if we cannot get U.S. agreement to the
changes we suggested on exchange rates, I would be inclined to do
some drastic shortening of paragraphs 5 and 8.
5 Although we are not holding a meeting of deputies in Paris
now, all of us will be there and gossiping together in the margins
and I shall report anything I pick up.

_/%4//
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/ (Geoffrey Littler)
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SECRET

Note for the Record

MEETING OF EUROPEAN MEMBERS OF G7

A meeting was held in the UKREP office in Brussels at 11 a.m. on
Monday 7 December. Those present were:

U.K.

Chancellor, Littler

France ¢ Balladur, Trichet

Germany : Stoltenberg, Tietmeyer

Italy : Amato, Sarcinelli
255 Stoltenberg was invited by the Chancellor to say how his
recent discussions with the U.S. Treasury Secretary (Baker) had
gone. He explained that Baker had asked him some days ago to try

to work out a formula as the basis for an early G7 meeting, and he
had agreed while fully reserving his own position and his need to
consult European colleagues. He had held six hours of telephone
conversations with Baker, with exchange of fax drafts. He then
circulated the draft of a possible G7 Communique which was the
result. (See Annex, and covering Notes).

3= In reply to the Chancellor, Stoltenberg said that there
were no supplementary or private agreements envisaged, except that
he thought there would have to be a clear understanding about
intervention. He had no formula for that yet: from discussing the
possible outlines he had the impression that Baker was thinking of
a collective agreement to commit $15 billion, one-third each for
the U.S., Japan and Germany (with European arrangements still to
be settled); Baker would make no greater commitment than that,
and no commitment on interest rate management.

4. Balladur expressed the view that this was insufficient -
even with some necessary improvements - to calm markets and avert
the risk of a crisis. The measures taken in recent weeks were

frankly inadequate and had achieved no effect: that applied to the
U.S. deficit reduction, to the German measures which fell far
short of what was needed, and to the recent European reductions of
interest rates. And the draft now presented added nothing. He
did not reyard it as a credible proposal - it could be damaging.
Unless there were a prospect of announcements of more fiscal
action from Germany and commitments from the United States,
including interest rate management and something to help finance
Lheir deficit, he saw no point in a meeting.

B Stoltenberg said that Germany could do no more at present
and he was persuaded that Baker would go no further. The choice
was between the risk of a meeting with this kind of outcome and
the risk of the effect of having no meeting. He was not himself
committed to a meeting.
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6 Amato said he had talked with Baker just over a week
earlier and encouraged him to pursue talks with Stoltenberg. But
he had at that stage made clear to Baker his own view that the
U.S. must accept a stronger commitment, including interest rates,
and he thought Baker had understood that there were such prior
conditions for an acceptable meeting. Independently of the detail
of the Communique we must have an understanding on interest rate
differentials and also on the ability of Europe to sustain growth.
He shared Balladur's view that the proposed draft would be more
damaging as the outcome of an important meeting than to have no
meeting. He also shared Balladur's concern - in terms of European
interests as well as those of world equilibrium - over the
disappointing scale and type of action offered by Germany.

T Stoltenberg pointed out that Baker was heavily tied by
the limits of what he could sell to the White House, and these
were severely constraining. At one point he had thought that

Baker was near agreement on extending and using 'swaps', but he
had then consulted - and shied off.

B The Chancellor said he agreed generally with Balladur and
Amato. A G7 meeting would be a dramatic media event, with its
results judged against the considerable expectations it would
raise. The proposed draft offered nothing new - it even went
back on early formulae. To rest a meeting on this would in his
view risk a very bad market reaction and risk damaging the ability
of the G7 to command credibility ever again. A meeting should

wait for a time - which he thought would come - when the U.S. had
shown some change of attitude, in particular some real sense of
worry about a dollar collapse and the attendant inflation risks.
He saw no possibility of Baker being persuaded during a meeting
over the coming weekend.

9 The Chancellor said his judgement was that the lesser
risk was to hold no meeting now. It was helpful that press and
markets were not expecting a meeting before the Congress decisions

on the Budget. What might be worth considering was the idea of
issuing a document (perhaps built on the draft before us) without
having a meeting. It could take credit for the measures adopted

so far and the cooperation inveolved in them. And for the future
it might be very useful to have established the novel possibility
of action and agreements in G7 without the drama of a meeting.

HE( Stoltenberg continued to express concern over the absence
of a meeting, possibly coupled with a failure of Congress to agree
on the Budget - which could by no means be ruled out. He also
wondered whether the U.S. attitude would improve later - it might
even deteriorate as the shadow of their election approached. But
others were attracted to the Chancellor's suggestion and
Stoltenberg began to think more favourably of it. He was asked
whether he knew the Japanese view and said that Miyazawa's
attitude towards the U.S. position seemed very close to the
European attitude - especially in wanting some U.S. understanding
on interest rates.
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E & Worries were then expressed generally about the risk of a
further fall of the dollar and its impact on the European system.
The Chancellor suggested that this might prove unavoidable in
any case: what we had to decide now was the lesser of evils.

1325 There was then a brief discussion of the draft text and a
number of points were suggested - not as constituting adequate
amendment to justify a meeting, but simply to produce a better
text for possible publication. (These points were collated by
deputies immediately afterwards and checked by Ministers at a
brief meeting after lunch: they are noted on the attached text).

15 It was agreed:-

- Stoltenberg would report views to Baker and seek his
acceptance of the few amendments proposed; he would
report back to European colleagues;

- the U.S. refusal to allow a meeting of deputies later
in the week in Paris should be accepted.

/7
(Geoffrey Littler)
8 December 1987.
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NOTES

In the attached draft:

- Words set in [ ] are in the United States draft but

not accepted by European colleagues;

— Words underlined are alternatives and additions

which the European group of Ministers want.
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DRAFT: STATEMENT OF THE GROUP OF SEVEN

7 ;/:R 153 Following extensive consultations the Finance Ministers and
gtﬂ\ | Central Bank Governors of seven major industrial countries today
Vji/ reaffirmed their conviction that the [basic] objectives and
JPoroadd economic policy directions agreed in the Louvre Accord
remain valid [<sa—£fuddd and provide for a positive development of

the world economy.

2% The Ministers and Governors reemphasised their view that
the major external imbalances in the world economy must be
corrected. The policies which have been implemented this year
are gradually showing the intended effects. In particuliar, Sthe
balance between domestic demand and output in the United States
and in Japan and the Federal Republic of Germany has shifted in a
direction which promotes external adjustment and in volume terms
their trade imbalances are clearly diminishing. The greater
stability of exchange rates achieved for much of the past year,
following the earlier substantial exchange rate changes,
contributed to this adjustment. The marked exchange rate changes
over the past few weeks, however, stress the need to strengthen
underlying economic fundamentals and to continue policy

cooperation.

3 Developments in stock markets since mid-October may have
some adverse effect on prospects for economic growth for the
industrialised countries as a group. The Ministers and Governors

believe, however, that with sound economic policies and effective
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coordination the rate of growth should be substantial. To this
end they agreed that appropriate policies for strengthening

non-inflationary growth in their countries are necessary.

4. Accordingly the Ministers and Governors have welcomed and
endorsed the recent actions taken and initiated by each of their

governments as follows:

[Individual country passages, which should take credit for
past "Louvre-type" actions as well as proposals, in

particular show the continuity of U.S. attack on deficit]

5 The Ministers and Governors are of the view that the recent

Lrelaxation of-monetary—policy} monetary policy decisions and

the reduction of interest rates in some countries were appropriate
and will contribute to a restoration of stability to financial
markets. They agreed that monetary policies should continue to
be directed towards providing adequate monetary conditions to

achieve strong growth in the context of price-stability and to

foster financial market stability[%ég}udéng—sta?ﬁ%i%ah4ni4nuﬂgg§g;
Yﬁteﬁéar /////,
-
-
6.2 The Ministers and Governors strongly rejected protectionist

measures as a means of dealing with present imbalances.
Protectionism constitutes a direct and serious danger to world
prosperity and equilibrium and would have harmful consequences for
those countries whcih resort to it. They reaffirmed their
determination to fight protectionism and to promote an open world

trading system.
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I The Ministers and Governors believe that the reduction of
world trading imbalances requires cooperative action by other
countries, particularly those with surpluses. They expressed
particularly serious concern that some newly industrialised
economies have failed to take adequate action to deal with large
and growing trade surpluses which are exacerbating global
imbalances and fostering protectionist pressures. They urged
the newly industrialised economies to implement without delay
trade and exchange rate policies that will facilitate the
reduction of excessive trade surpluses and allow their currencies
to fully reflect the strong competitive position of their

economies.

8. The Ministers and Governors agreed that either excessive
luctuation of exchange rates; or a further decline of the dollar;
or a rise in the dollar to an extent that becomes destabilising to
the adjustment processé%couldf‘ be counter-productive by
damaging growth prospects in the wWorld economy. They reemphasised
their common interest in more stable exchange rates among their
currencies and agreed to continue to cooperate closely in

monitoring and implementing policies to strengthen underlying
. S <
economic fundamentals = —fatabllit¥_o£“exchang§_rate=‘.
—y S~ — — ——

—r—— = m— S G

In additioncgg;—éoste;_stgbili;y,of—exchaage—rates1 they agreed
to cooperate closely og(éxchange markets J[when=to do.so>wouwrdHe-

et | The Ministers and Governors stressed the need for

consistent and mutually supportive policies and believe that the

measures being taken will accelerate progress towards the
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increased, more balanced economic growth, and sustainable external

positions necessary for greater exchange rate stability.

[9. Pursuant to the arrangemenfs for economic policy

coordination endorsed at the Vedice Summit, the Ministers and

Governors underlined the need /to continue reviewing their economic

policies and performance an o reach understandings on the

medium-term economic objectives, projections, and performance

indicators . that will be ilised in 1988.]
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Date: 8 December 1987

Sf%tflixncg BURNS a }
0 rld”‘ éﬁﬁg; Jieae. Sir P.Middletonu////

As you know it is possible we may want shortly a passage on the
UK for inclusion in a G7 statement issued without a meeting having
been held. The object will be to take credit for "useful” action

by participants, and perhaps refer to intended action. Passages

should be short.

2 I have had a first very rough shot, attached. I also
attach for convenience the page of the Louvre Accord with the UK

passage in it.

8. Could you (and Peter) perhaps reflect cn this? T shall
be back from Paris on Friday morning (possibly late Thursday p.m.)
and I hope it can wait until then. (Incidentally I shall try to
sound colleagues in Paris about their ideas for national pieces).

But if the Chancellor starts agitating for a draft, I leave it to

youl!l

. ¢//Tgeoffrey Littler)
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DRAFT - SECRET

The United Kingdom Government, in the context of

the British economy's continued vigorous growth of output
and domestic demand, coupled with moderately low rates of
inflation and an acceptable small current account deficit,
is maintaining the focus of its financial and economic
strategy on sound public finance, on monetary policies to
exert gentle downward pressure on inflation, and on
measures to free the operation of markets and increase
the efficient use of resources in the economy. Interest
rates have recently been lowered, in part counteracting
the impact on monetary conditions of a higher effective
exchange rate and of reduced asset prices. Further tax

reform and reduction of the burden of taxation is planned.




The Government of Japan will follow monetary and fiscal
policies which will help to expand domestic demand and thereby
contribute to reducing the external surplus. The comprehensive tax
reform, now before the Diet, will give additional stimulus to the vitality
of the Japanese economy. Every effort will be made to get the 1987
budget approved by the Diet so that its early implementation be ensured.

A comprehensive economic program will be prepared after the approval

of the 1987 budget by the Diet, so as to stimulate domestic demand, with
the prevailing economic situation duly taken into account. The Bank of

Japan announced that it will reduce its discount rate by
one half percent on February 23.

The United Kingdom Government will maintain conditions for
continuing the steady growth of GDP of the past five years and will
continue to work to reduce inflation by following a prudent monetary
policy. On external account the aim will be broad balance over the
medium term. The share of public expenditure in the economy will
continue to fall and the burden of taxation will be reduced, while public
sector borrowing is maintained at low level. These and other measures to
strengthen the supply performance of the economy, such as the

privatization programme, will reinforce improvement over recent years in
the growth of productivity.

The United States Government will pursue policies with a
view to reducing the fiscal 1988 deficit to 2.3 % of GNP from its
estimated level of 3.9 % in fiscal 1987. For this purpose, the growth in
government expenditures will be held to less than 1 percent in fiscal
1983 as part of the continuing pregram to reduce the share of
government in GNP from its current level of 23 percent. The United
States will introduce -a wide range of policies to improve its
competitiveress and to enhance the strength and flexibility of its

economy. Monetary policy will be consistent with economic expansion at
a sustainable non-inflationary pace.

8. The Ministers and Governors noted that 2 number of newly
industrialized economies were playing an increasingly important role in
world trade. These economies have achieved strong growth based
significantly on their access to open, growing export markets. Recently,
some have accumulated trade surpluses which have coatributed
importantly to the present unsustainable pattern of global imbalances,
thus increasing protectionist pressures. The Ministers and Governors
considered that it is important that the newly industrialized developing
economies should assume greater responsibility for preserving an open
world trading system by reducing trade barriers and pursuing policies

that allow their currencies to reflect more fully underlying economic

fundamentals.
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‘The Rt. Hon. Nigel LAWSON, M.P.

B EI ‘ EI B Den europziske Investeringsbank
Europdische Investitionsbank
Eupwmaiki Tpamela Emevéloewv
European Investment Bank
Banco Europeo de Inversiones
Banque européenne d’investissement
Banca eurapea per gli investimenti
Europese Investeringsbank
Banco Europeu de Investimento

Board of Governors{fj’

Secretariat y
Chancellor of the Exchequer {

Governor
of the European Investment Bank

LONDON

.Luxembourg, 26 November 1987 ref. AG/S/Sec/VM/nh no. 9873

Subject : EIB financing for the TAG III/ENI - TRANS AUSTRIA GASLINE
Project (Austria)

Dear Governor,

Please find enclosed the minutes recording the decision of the
Board of Governors dated 16 November 1987, concerning the approval of an
EIB loan operation under Article 18 (1) of the Statute for financing the
TAG III/ENI - TRANS AUSTRIA GASLINE Project (Austria).

Yours sincerely,

Dieter Hartwich
Secretary General

Ene. s 1
100, boulevard Konrad Adenauver L-2950 Luxembourg Tf: 4379-1
Luxembourg-Kirchberg Tx: 3530 bnkeu lu

Fax: 4377 04



EUROPEAN INVESTMENT BANK November 1987

PV/87/11

B.O“A:R:D- OF. -G O V.ER:NORS

Minute of the decision of 16 November 1987 requested by telex

TAG III/ENI - TRANS AUSTRIA GASLINE Project (Austria)

LOAN OPERATION UNDER ARTICLE 18 (1) OF THE STATUTE

CON.E, T DEENE T AL

For
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EUROPEAN INVESTMENT BANK November 1987

PV/87/11

B.OARD OF GOVERNORS

TAG III/ENI - TRANS AUSTRIA GASLINE Project (Austria)

LOAN OPERATION UNDER ARTICLE 18(1) OF THE STATUTE

At its meeting on 6 October 1987, the Board of Directors had agreed
to grant an EIB own resources loan to Ente Nazionale Idrocarburi (ENI), to
be on-lent to Trans Austria Gasline Finance Company Ltd (TAG Finco), for
the financing of a project concerning the construction of a gas pipeline
across Austria from the Austrian/Czechoslovakian border to Italy. As the
project would be located outside the European territories of the Member
States, this approval had been made subject to the granting by the Board
of Governors of the derogation provided for in Article 18(1l) of the
Statute.

On 22 October 1987, the authorisation of the Board of Governors was
sought by telex, in accordance with the written procedure provided for in
Article 5 of the Rules of Procedure.

The favourable votes of Messrs PO0OS, SIMITIS, SIMONSEN, SOLCHAGA,
RUDING, CADILHE, EYSKENS, MACSHARRY, AMATO, STOLTENBERG, LAWSON and
BALLADUR were received.

Consequently, the CHAIRMAN noted that, acting on a proposal from the
Board of Directors, in accordance with the second paragraph of
Article 18(1) of the Bank's Statute, the BOARD OF GOVERNORS unanimously
authorised the Bank to contribute with a loan operation from own resources
towards the construction of a gas pipeline across Austria from the
Austrian/Czechoslovakian border to Italy.

Done at Luxembourg, 16 November 1987

The Chairman :
(signed) G. Stoltenberg

The Secretary :
(signed) D. Hartwich

Certified true translation :
The Secretary :
(signed) D. Hartwich
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& FROM: R I G ALLEN ‘
DATE: 10 DECEMBER 1987

PPS cc Sir P Middleton
Sir T Burns
Sir G Littler (or)
v Mr Peretz

/ Mr Matthews
/ Mr Pickford

//

WP3

Huw Evans called me from Paris this lunchtime to say fthat, at
the conclusion of the WP3 meeting, Sir Geoffrcy Littler had given
a short press conference. A copy of his statement on behalf of
the Committee is attached.

2 Sir Geoffrey stressed that he was speaking to the press wearing
his Chairman of WP3 hat, and not as a UK or G7 official.

R After his statement, Sir Geoffrey answered a few questions.

The main points he noted were that:

- the level of exchange rates in 1987 had been about right.
There would be concern among WP3 members were the markets

to be thrown into future major convulsions;

- on future fiscal/monetary policy adjustments that were
needed, there were some differences of view 1in the
Committee. Some thought that the German fiscal measures

had not gone far encugh;

- some members had also expressed concern about the build
up of 1Ll {oqb b o aifv’ pume g the system, and the potential
inflationary ©risks which this was creating 1in some

countries.

by, There is nothing in this which, I think, is wildly inconsistent
with what the Chancellor was saying to the TCSC yesterday.

X

R I G ALLEN
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Notes for Press Statement by Sir 6 Littler, in his capacity as
Chairman of WP3

First meeting since Stock Market upsets of late October - built

our topical discussion around that.

We looked at some questions of the functioning of markets

during that testing time. Some comfort:

- broadly, services to customers maintained, even at
cost to some market-nmakers

- liquidity difficulties in some markets countered by
prompt willingness of authorities to ease liquidity

- systemic threat not apparent, partly because of
attitude of authorities

- but, rapidity and simultanity across markets took many
of us by surprise - may owe something to irreversible
modern developments of technelegy, professionalism,
globalisation. Working party is interested in pursuing
review of financial standards and supervision of
securities operations. This will need time, experience

and care.
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Nobody challenged the theory,., or suggested a different
direction of change. But a good deal of doubt was expressed
about the likely scale of change - although with many

reservations on uncertainties. Several reasons:

- granted the proposed wealth effects of the fall of
prices, d4id previous forecasts fully incorporate the
wealth effects of the previous high level of prices? If
not, be careful not to overdo it.
- there is some recent evidence especially in Japan,
United States, United Kingdom, perhaps even Germany -
that expansion in the few months before October was
stronger than had been predicted.

business intentions and expectations post October have
varied between countries, but by no means universal
pessimism
- individual country forecasts in most cases now give
little weight to October Stock Market falls - rather
more to exchange rate changes.

-Finally, policy actions taken and expected.

The broad conclusion - with consciousness of great uncertainty
- seems to be that recent events will of themselves tend
elightly teo deprese prospecte for growth over the next year,
and help keep inflation down, but the scale could well be muted

for the reasons given. On the other hand, there are undoubted
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downside risks, not least of which is the threat to confidence
- especially from any renewed turbulence of stock or foreign

exchange markets.

The Working Party naturally touched on the underlying problems
of imbalances which remain unresolved. They noted that evidence
continues to accumulate of gradual improvement. They noted alsgo
that actions taken recently should be helpful : fiscal action
in the United States assuming Congress agrees the proposed
measures whieh will carry forward the programme ot reduction of
the deficit; German intention announced to expand investment in
addition to the already planned and substantial 1 January tax

reductions; reductions of European interest rates.

The problems remaining are well-recognised. The aim of the
countries represented here is to reduce the imbalances
gradually by means which will minimise risks of recession and
inflation while avoiding also an overshooting which could
simply create another and reverse set of imbalances. This will
take time., It will also need further action as we go along.
There is a common interest in pursuing that course steadily.

The more stable the financial setting, the better the prospects.

OECD
Paris

10 becember 1887
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We looked at causes - not just the proximate causes which were
clearly changes of market perception and expectation which can
be linked to a seqguence of particular events - but causes in
the contexUof the preceding rise of prices. Dramatic visual
nessage of graphs plotting bond and share prices for all
markets - something which had prompted some to foresee a
correction at some stage, even if not its scale, speed and

precise timing.

The question whether the falls were simply a correction of a
temporary overshoot, or represented some major change, is very
relevant to assesgsment of the likely impact on ccenomic

prospects. Correction an important part.

In luvking al prospecls, we have Lo Lake uccount of both ralls
in stock prices and some important exchange rate changes. Also
some actions and declared intentions of Government policies,

and central bank policies.

Immediate reactions of most accredited forecasters to the
events of late October were to write down prospects of growth
for the coming year and also shade down inflation expectations.
The familiar theory of wealth effects was a major part of this,
coupled with assumed effects of exchange rate changes on the

economies mainly affected.
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10 December 1987

SIR G LITTLER cc Sir P Middleton
Sir T Burns
Mr Peretz

TALKS IN BRUSSELS
The Chancellor was grateful for your note of 8 December.

J M G TAYLOR



SECRET

. From: Sir G.Littler

a2 Date: 8 December 1987
CHANCELLOR X \ '

c.c. Sir P.Middleton
Sir T.Burns
Mr Peretz

TALKS IN BRUSSELS
I attach a note of the talks among European members of G7 held in
Brussels yesterday. I also attach the draft text circulated by
Stoltenberg (the result of his talks with Baker) with annotations
of the handful of amendments we want.
D No news yet from Tietmeyer (or others) to me. I shall make
contact with them if this is still the case later this afternoon,
before I leave for Paris.
35 Our impression was that Stoltenberg had been allowing
himself to get drawn in to a meeting to serve Baker's immediate
purposes rather than ours. The solidity of the French and
Italian response with our own was gratifying - I think that your
message last week was effective and timely!
4. I shall let you have later a suggested draft U.K. passage
for the possible communique. In mulling this over, I have had
one additional thought: if we publish a statement without a
meeting - and particularly if we cannot get U.S. agreement to the
changes we suggested on exchange rates, I would be inclined to do
some drastic shortening of paragraphs 5 and 8.
4 Although we are not holding a meeting of deputies in Paris

now, all of us will be there and gossiping together in the margins

and I shall report anything I pick up.

Geoffrey Littler)
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Note for the Record

MEETING OF EUROPEAN MEMBERS OF G7

A meeting was held in the UKREP office in Brussels at 11 a.m. on

Monday 7 December. Those present were:

UK : Chancellor, Littler

France : Balladur, Trichet

Germany : Stoltenberg, Tietmeyer

Italy : Amato, Sarcinelli
2, Stoltenberg was invited by the Chancellor to say how his
recent discussions with the U.S. Treasury Secretary (Baker) had
gone. He explained that Baker had asked him some days ago to try

to work out a formula as the basis for an early G7 meeting, and he
had agreed while fully reserving his own position and his need to
consult European colleagues. He had held six hours of telephone
conversations with Baker, with exchange of fax drafts. He then
circulated the draft of a possible G7 Communique which was the
result. (See Annex, and covering Notes).

3te In reply to the Chancellor, Stoltenberg said that there
were no supplementary or private agreements envisaged, except that
he thought there would have to be a clear understanding about
intervention. He had no formula for that yet: from discussing the
possible outlines he had the impression that Baker was thinking of
a collective agreement to commit $15 billion, one-third each for
the U.S., Japan and Germany (with European arrangements still to
be settled); Baker would make no greater commitment than that,
and no commitment on interest rate management.

4. Balladur expressed the view that this was insufficient -
even with some necessary improvements - to calm markets and avert
the risk of a crisis. The measures taken in recent weeks were

frankly inadequate and had achieved no effect: that applied to the
U.S. deficit reduction, to the German measures which fell far
short of what was needed, and to the recent European reductions of
interest rates. And the draft now presented added nothing. He
did not regard it as a credible proposal - it could be damaging.
Unless there were a prospect of announcements of more fiscal
action from Germany and commitments from the United States,
including interest rate management and something to help finance
their deficit, he saw no point in a meeting.

B Stoltenberg said that Germany could do no more at present
and he was persuaded that Baker would go no further. The choice
was between the risk of a meeting with this kind of outcome and
the risk of the effect of having no meeting. He was not himself
committed to a meeting.
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6. Amato said he had talked with Baker just over a week
earlier and encouraged him to pursue talks with Stoltenberg. But
he had at that stage made clear to Baker his own view that the
U.S. must accept a stronger commitment, including interest rates,
and he thought Baker had understood that there were such prior
conditions for an acceptable meeting. Independently of the detail
of the Communique we must have an understanding on interest rate
differentials and also on the ability of Europe to sustain growth.
He shared Balladur's view that the proposed draft would be more
damaging as the outcome of an important meeting than to have no
meeting. He also shared Balladur's concern - in terms of European
interests as well as those of world equilibrium - over the
disappointing scale and type of action offered by Germany.

Tite Stoltenberg pointed out that Baker was heavily tied by
the limits of what he could sell to the White House, and these
were severely constraining. At one point he had thought that

Baker was near agreement on extending and using 'swaps', but he
had then consulted - and shied off.

8. The Chancellor said he agreed generally with Balladur and
Amato. A G7 meeting would be a dramatic media event, with its
results judged against the considerable expectations it would
raise. The proposed draft offered nothing new - it even went
back on early formulae. To rest a meeting on this would in his
view risk a very bad market reaction and risk damaging the ability
of the G7 to command credibility ever again. A meeting should

wait for a time - which he thought would come - when the U.S. had
shown some change of attitude, in particular some real sense of
worry about a dollar collapse and the attendant inflation risks.
He saw no possibility of Baker being persuaded during a meeting
over the coming weekend.

e The Chancellor said his judgement was that the lesser

risk was to hold no meeting now. It was helpful that press and
markets were not expecting a meeting before the Congress decisions
on the Budget. What might be worth considering was the idea of
issuing a document (perhaps built on the draft before us) without
having a meeting. It could take credit for the measures adopted
so far and the cooperation involved in them. And for the future
it might be very useful to have established the novel possibility
of action and agreements in G7 without the drama of a meeting.

10, Stoltenberg continued to express concern over the absence
of a meeting, possibly coupled with a failure of Congress to agree
on the Budget - which could by no means be ruled out. He also
wondered whether the U.S. attitude would improve later - it might
even deteriorate as the shadow of their election approached. But
others were attracted to the Chancellor's suggestion and
Stoltenberg began to think more favourably of it. He was asked
whether he knew the Japanese view and said that Miyazawa's
attitude towards the U.S. position seemed very close to the
European attitude - especially in wanting some U.S. understanding
on interest rates.
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i ] A Worries were then expressed generally about the risk of a
further fall of the dollar and its impact on the European system.
The Chancellor suggested that this might prove unavoidable in
any case: what we had to decide now was the lesser of evils.

18. There was then a brief discussion of the draft text and a
number of points were suggested - not as constituting adequate
amendment to justify a meeting, but simply to produce a better
text for possible publication. (These points were collated by
deputies immediately afterwards and checked by Ministers at a
brief meeting after lunch: they are noted on the attached text).

1E8°3 It was agreed:-

- Stoltenberg would report views to Baker and seek his
acceptance of the few amendments proposed; he would
report back to European colleagues;

- the U.S. refusal to allow a meeting of deputies later
in the week in Paris should be accepted.

(Geoffrey Littler)
8 December 1987.



NOTES

In the attached draft:

— Words set in [ ] are in the United States draft but

not accepted by European colleagues;

— Words underlined are alternatives and additions

which the European group of Ministers want.
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DRAFT: STATEMENT OF THE GROUP OF SEVEN

L. Following extensive consultations the Finance Ministers and
Central Bank Governors of seven major industrial countries today
reaffirmed their conviction that the [basic] objectives and
[broad] economic policy directions agreed in the Louvre Accord
remain valid [in full] and provide for a positive development of

the world economy.

- 5 The Ministers and Governors reemphasised their view that
the major external imbalances in the world economy must be
corrected. The policies which have been implemented this year
are gradually showing the intended effects. In particular, the
balance between domestic demand and output in the United States
and in Japan and the Federal Republic of Germany has shifted in a
direction which promotes external adjustment and in volume terms
théir trade imbalances are clearly diminishing. The greater
stability of exchange rates achieved for much of the past year,
following the earlier substantial exchange rate changes,
contributed to this adjustment. The marked exchange rate changes
over the past few weeks, however, stress the need to strengthen
underlying economic fundamentals and to continue policy

cooperation.

3 Developments in stock markets since mid-October may have
some adverse effect on prospects for economic growth for the
industrialised countries as a group. The Ministers and Governors

believe, however, that with sound economic policies and effective
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coordination the rate of growth should be substantial. To this
end they agreed that appropriate policies for strengthening

non-inflationary growth in their countries are necessary.

4. Accordingly the Ministers and Governors have welcomed and
endorsed the recent actions taken and initiated by each of their

governments as follows:

[Individual country passages, which should take credit for
past "Louvre-type" actions as well as proposals, in

particular show the continuity of U.S. attack on deficit]

5te The Ministers and Governors are of the view that the recent

[relaxation of monetary policy] monetary policy decisions and

the reduction of interest rates in some countries were appropriate
and will contribute to a restoration of stability to financial
markets. They agreed that monetary policies should continue to
be directed towards providing adequate monetary conditions to
achieve strong growth in the context of price-stability and to

foster financial market stability including stability of exchange

rates.

6. The Ministers and Governors strongly rejected protectionist
measures as a means of dealing with present imbalances.
Protectionism constitutes a direct and serious danger to world
prosperity and equilibrium and would have harmful consequences for
those countries whcih resort to it. They reaffirmed their
determination to fight protectionism and to promote an open world

trading system.
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Te The Ministers and Governors believe that the reduction of
world trading imbalances requires cooperative action by other
countries, particularly those with surpluses. They expressed
particularly serious concern that some newly industrialised
economies have failed to take adequate action to deal with large
and growing trade surpluses which are exacerbating global
imbalances and fostering protectionist pressures. They urged
the newly industrialised economies to implement without delay
trade and exchange rate policies that will facilitate the
reduction of excessive trade surpluses and allow their currencies
to fully reflect the strong competitive position of their

economies.

8 The Ministers and Governors agreed that either excessive
fluctuation of exchange rates; or a further decline of the dollar;
or a rise in the dollar to an extent that becomes destabilising to
the adjustment process [could] would be counter-productive by
damaging growth prospects in the world economy. They reemphasised
their common interest in more stable exchange rates among their
currencies and agreed to continue to cooperate closely in
monitoring and implementing policies to strengthen underlying
economic fundamentals [to foster stability of exchange rates].

In addition, to foster stability of exchange rates, they agreed

to cooperate closely on exchange markets [when to do so would be
helpful]. The Ministers and Governors stressed the need for
consistent and mutually supportive policies and believe that the

measures being taken will accelerate progress towards the
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increased, more balanced economic growth, and sustainable external

positions necessary for greater exchange rate stability.

[9. Pursuant to the arrangements for economic policy
coordination endorsed at the Venice Summit, the Ministers and
Governors underlined the need to continue reviewing their economic
policies and performance and to reach understandings on the
medium-term economic objectives, projections, and performance

indicators that will be utilised in 1988.]
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From: Sir G.Littler
Date: 14 December 1987

CHANCELLOR

c.C. Sir P.Middleton
Sir T.Burns

G7 STATEMENT: DEVELOPMENTS

The U.S. want to include in the body of the statement a passage
referring to the main actions by themselves, Germany and Japan.
The proposed text (so far I think agreed with Germany but not yet

Japan) is at Annex A. I see no objection.

25 You may like to look at the drafts for the Annex proposed

by the U.S. (Annex B), Germany (Annex C) and Japan (Annex D).

388 In a long telephone conversation this morning, mainly on
other matters, Gyohten told me that the U.S. are now proposing
that the paragraph on 'indicators' be attached as an extra Annex
to the statement. His view was against this: any reference to the
indicators exercise in the statement or its annexes would attract
too much interest which might prove embarrassing when we are
trying to meet early next year. I said I liked his argument!

I don't think we want to die in any ditches over this but I shall

encourage playing the passage down, if not out of sight!

“/@eoffrey Littler)
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4. [Accordingly, the NMinisters and Governors agreed to intensify

their economic policy coordination efforts. Their common efforts ar
directed towards reducing external imbalances. In #

particular, the United States has implemented the agreement
between the President and the bipartiaan Congressional

leadsraship on & two year packags of additional budget savings

that will reinforce progress in reducing the budget deficit.

Japan has implemented a major stinuld- program to strengthen

T —————

domestic demand and has committed to continue the expansionary
effect of the program in the next fiscal year. The Federal
Republic of Germany is supplementing the previcusly announced
increase in tax reductions in 1988 with new measures to
increasa investment and will not seek to offset the budget
revenue losses arising from recent developments. There have

also been coordinated reductions in intersst rates in Burope

which should contribute to the expansion of domestic demand
and reduce trade imbalances. The specific policy intentions
and undertakings by each country are set forth {n the annex to

this statement.]
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s .Dl’&‘/f U.5. Paragraph

The President of the United States and the Leadership of the

Congress have reached agreement on a two year package of budget
savings to reduce the U.S. budget deficit, This agreement
provides for budget savings in excess of the 523 billion already
required by existing legislation and will permit, through a
combination of spending restraint and increased taxes, total
gavings in fiscal 1988 and 1989 of nppfoximutely $76 billioﬁ. Thé
 United States commits to the Lull aud Limely implementation of

this agreement.

The budget agreament is part of an ongoing process of deficit
reduction provided for under the recently revised budget
legislation. It will reinfores the progress already achiaved in
reducing the deficit (in¢luding a #igcal 1987 cut of 8§73 billilen
or 1.7 percent of GNP) that has brought the deficit down to 3.4

percant of GNP from a peak of 6.3 parcent,

The Administration will alsc c¢ontinue to cppose steadfastly
protectioniat trade measuras while working for legislation
authorizing negotiations to foster a more open and fair system for

the international exchanga of goocds, services and investment.
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German paragraph ‘49“"‘ /

The Federal Republic of Germany has increased the

amount of the tax reductions for 1988 and the following
years to about 14 billion DM and will not seek to offset

the budget revenue losses arising from recent developments.
In addition, the ne;essary decisions are taken for the
structural tax reform with a further net reduction of

20 billion DM from 1990 on.

In order to strengthen private and public investment

the Federal Government will provide special loans for

the next years of about 21 billion DM at preferential conditians
Moreover, it will accelerate investment in telecommunication

infrastructure and take initiatives for further derequlation of markets.

The Bundesbank has reduced short-term interest rates
substantially during the last few weeks. Monetary policy
will continue to maintain sppropriate conditions for

sustained non-inflationary growth.
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D/‘é‘/%—- Japanese paragraph

The Government of Japan h noted that the Japanese economy is

in a rigorous expansionary phase led by domestic demand.

It will steadfastly continue 1mglement1ng the 6 trillion-
yen-plus package decided 1a %%ﬂﬁll see to it that in
the FY1988 budget, the expenaltgggﬂﬁgkigeneral public works
should not be less than thatt/fbr"'tﬁ ,FY1.987 budget after QH,’,E
July supplementation,

The Bank of Japan is to follow appropriate and flexible
monetary policy supportive of non~inflationary growth and

exchange rate stability.
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FROM: A C S ALLAN
DATE: 14 December 1987

SIR G LITTLER cc Sir P Middleton

Sir T Burns

G7 COMMUNIQUE: UK CONTRIBUTION

The Chancellor has seen your minute of 8 December to Sir T Burns.

He feels the UK passage should be amended to read as follows:

2.

"The United Kingdom Government, in the context of the British
economy's continued vigorous growth of output and domestic
demand, coupled with sound public finances, will continue to
strive to reduce inflation by pursuing a prudent monetary
policy, while increasing its capacity for non-inflationary
growth by further measures designed to free the operation of
markets and increase the efficient use of resources, including
tax reduction and tax reform. Public expenditure will
continue to increase 1less rapidly than the growth of the
economy as a whole, and the Government will continue to work
for the dismantling of barriers to trade both within the
European Community and in the context of the Uraguay round of
the GATT."

Subject to any comments you, Sir P Middleton and Sir T Burns

have, the Chancellor would be grateful if you could transmit this
to the others in the G7.
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SIR TERENCE BURNS 5 pL{- ‘/(7" h‘k—; T W,SV
éb/// . Cc.c. Sir P.Middleton k J/
G7 COMMUNIQUE: UK CONTRYBUTION \'g\;@/\/\\

As you know it is possible we may want shortly a passage on the viﬁ;ﬂ

UK for inclusion in a G7 statement issued without a meeting having
been held. The object will be to take credit for "useful” action

by participants, and perhaps refer to intended action. Passages

should be short.

26 I have had a first very rough shot, attached. I also |
attach for convenience the page of the Louvre Accord with the UK

passage in it.

3 Could you (and Peter) perhaps reflect on thisg? T shall
be back from Paris on Friday morning (possibly late Thursday p.m.)
and I hope it can wait until then. (Incidentally I shall try to
sound colleagues in Paris about their ideas for national pieces).

But if the Chancellor starts agitating for a draft, I leave it to
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The United Kingdom Government, in the context of

the British economy's continued vigorous growth of output
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The Government of Japan will follow monetary and fiscal
policies which will help to expand domestic demand and thereby
contribute to reducing the external surplus. The comprehensive tax
reform, now before the Diet, will give additional stimulus to the vitality
of the Japanese economy. Every effort will be made to get the 1987
budget approved by the Diet so that its early implementation be ensured.

A comprehensive economic program will be prepared after the approval

of the 1987 budget by the Diet, so as to stimulate domestic demand, with
the prevailing economic situation duly taken into account. The Bank of

Japan announced that it will reduce its discount rate by
one half percent on February 23.

The United Kingdom Government will maintain conditions for
continuing the steady growth of GDP of the past five years and will
continue to work to reduce inflation by following a prudent monetary
policy. On external account the aim will be broad balance over the
medium term. The share of public expenditure in the economy will
continue to fall and the burden of taxation will be reduced, while public
sector borrowing is maintained at low level. These and other measures to
strengthen the supply performance of the economy, such as the

privatization programme, will reinforce improvement over recent years in
the growth of productivity.

The United States Government will pursue policies with a
view to reducing the fiscal 1988 deficit to 2.3 % of GNP from its
estimated level of 3.9 % in fiscal 1987. For this purpose, the growth in
government expenditures will be held to less than 1 percent in fiscal
1988 as part of the continuing program to reduce the share of .
government in GNP from its current level of 23 percent. The United .
States will introduce -a wide range of policies to improve its
competitiveress and to enhance the strength and flexibility of its

economy. Monetary policy will be consistent with economic expansion at
a sustainable non-inflationary pace.

8. The Ministers and Governors noted that 2 number of newly
industrialized economies were playing an increasingly important role in
world trade. These economies have achieved strong growth based
significantly on their access to open, growing export markets. Recently,
some have accumulated trade surpluses which have contributed
importantly to the present unsustainable pattern of global imbalances,
thus increasing protectionist pressures. The Ministers and Governors
considered that it is important that the newly industrialized developing
economies should assume greater responsibility for preserving an open
world trading system by reducing trade barriers and pursuing policies

that allow their currencies to reflect more fully underlying economic
fundamentals.
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MISS M P WALLACE
14 December 1987

NOTE FOR THE RECORD

cc PS/EST
Sir P Middleton
Sir T Burns
Sir G Littler
Mr Cassell

TELEPHONE CONVERSATION WITH MR AMATO
The Chancellor spoke to Mr Amato on the telephone this afternoon.

25 Amato said that the Bank of England's activities had caused
some disappointment in Europe. The Chancellor explained that since
the Louvre Britain had purchased more than 525 -bif¥ion - -in
dollars - more than all other European countries put together.
This explained the decision to buy deutschemarks to prevent the
pound rising too high against the Mark. By buying French francs as

well, Britain hoped to avoid overstraining the EMS.

g8 Amato expressed concern that the UK was selling dollars in
order to buy marks. The Chancellor said that Britain was not doing
this, and had no wish to push to dollar down. Amato said that
Britain's behaviour had come in for harsh criticism from Poehl.
The Chancellor said that he would make sure that the Bank of
England was not selling dollars.

4. Amato said that he had spoken to Baker since Thursday's trade
figures. Baker had not been inclined to attach great importance to
the figures, and suggested that they might merely be the result of
pre-Christmas imports. Amato thought the situation was very
dangerous - although, as the Chancellor pointed out, the dollar had

recovered today following helpful statements from the US.

e Amato asked if the Chancellor expected that the G7 communique
would be agreed. The Chancellor said he hoped so. Amato recalled
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that some time ago the Chancellor had remarked that everyone in
the US was wedded to the idea that the exchange rate must be set by

the market. Amato saw more and more evidence of this.

6. Amato's parting shot was to ask the Chancellor to take care of
the pound, but also the dollar.

WP

M P WALLACE
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Question:

Answer:

Question:

Answer

Question:

Answer:

Question:

Answer;

Question:

Answer:

December 1987

Press Guidance

Why did you issue a communique without a meeting?

Meetings are not necessarily reguired to produce
successful economic policy coordination,

We have been engaged in intensive consultations on
a daily basis since mid-October which has produced
major accomplishments that are greater than could

have been achieved in a single meeting,

Have you agreed to stabilize exchange rates around
current levels?

Paragraph 8 of the statement indicates clearl¥ the
view that a further decline of the dollar could be
counterproductive,

Do you really think that the dollar could
appreciate as suggested in paragraph 87

A rise of the dollar cannot be ruled out, As the
statement indicates, however, a rise of the dollar
to an extent that becomes destabilizing to the
adjustment process could be counterproductive.

Why doesn’t the statement contain a clear
commitment to stabilize exchange rates around
current levels as provided in the Louvre agreement?

Circumstances have changed since the Louvre.

The statement reemphasizes the common interest in
strengthenin? underlying economic fundamentals to
foster stability of exchange rates.

Will monetary policy be used to prevent a further
decline of the dollar?

We will not comment on this issue beyond Paragraph
S of the statement which speaks for itself,




6.

Question:

Answer;

Question:

Answer;

Question:

Answer:

Question:

Answer:

-2 -

What makes you think that this agreement will be
any more successful than its predecessors in
reducing external imbalances?

There has been considerable adjustment in exchange
rates since the Louvre, The coordination process
is working and, as the statement records, .
governments are taking additional actions to reduce
imbalances. Global economic growth is being
maintained,

Are you satisfied with Japanese and German efforts
to promote growth or will you be seeking additional
measures, including larger tax cuts and lower
interest rates?

The U.S. is pleased by the actions taken by Japan
and Germany to improve growth and reduce external
imbalances. We believe that the measures being
taken are in the right direction and will have
their intended effects.

The U.S5. trade deficit continues to grow despite a
substantial dollar depreciation. Doesn’t this
suggest the need to reduce domestic consumption and
growth in order to achieve meaningful reductions in
the trade deficit?

The general trend has been for the trade deficit to
improve in volume terms. Exports are up and our
external account Is a major factor in U.S. growth,

With the measures referred to in the statement, we
should see a decline in external imbalances without
reducing U.S. growth.

When can we expect to see a lower U,S. trade
deficit?

The U.S. trade deficit is improving in volume terms
and we would expect this trend to be reflected in
the value figures during 1988,




10, Question: Does this statement meén that the Louvre is dead?

Answer: This statement builds on the Louvre. As paragraph
1 makes clear, the basic objectives of the economic

poilcy coordination process are the same as in the
Louvre,

1601
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FROM: A C S ALLAN
DATE: 15 December 1987

SIR G LITTLER cc Sir P Middleton

Sir T Burns

G7 STATEMENT: DEVELOPMENTS

The Chancellor was grateful for your minute of 14 December. He had
the following comments:

(1)

(ii)

(i1ii)

The text proposed for the main statement (Annex A) and
for the US paragraph (Annex B) are inconsistent in their
references to whether or not the US budget package will

have been "implemented". These should be aligned;

The reference in the main text to an "increase in tax
reductions" in Germany is clumsy, and might perhaps be

replaced by an "enlargement of tax reductions".

In Annex D, it should read a "vigorous expansionary
phase", not a "rigorous" one!

jesh

St et e

A C S ALLAN



SECRET

From: Sir G.Littler
Date: 14 December 1987

CHANCELLOR
c.c. Sir P.Middleton
Sir "P:BuENS

G7 STATEMENT: DEVELOPMENTS

The U.S. want to include in the body of the statement a passage
referring to the main actions by themselves, Germany and Japan.
The proposed text (so far I think agreed with Germany but not yet

Japan) is at Annex A. I see no objection.

2% You may like to look at the drafts for the Annex proposed

by the U.S. (Annex B), Germany (Annex C) and Japan (Annex D).

35 In a long telephone conversation this morning, mainly on
other matters, Gyohten told me that the U.S. are now proposing
that the paragraph on 'indicators' be attached as an extra Annex
to the statement. His view was against this: any reference to the
indicators exercise in the statement or its annexes would attract
too much interest which might prove embarrassing when we are
trying to meet early next year. I said I liked his argument!

I don't think we want to die in any ditches over this but I shall

encourage playing the passage down, if not out of sight!

£ bt ok G,
uiwj Al

F 7“/ J for ot ZE

?r”"“

M«(A e % 3’4{
Galf wp Ty

b 4@ Qﬁ.‘ W

Geoffrey Littler)




s lumay .

ANNEX A

BMF 5382 BONN " 927 paz
Nl Gmalonts

[Accordingly, the Ministers and Governors agreed to intensify

their economic policy coordination efforts. Their common efforts

directed towards reducing external imbalances. In

particular, the United States han(ffii::t;ffq)the agreement
il

batween the President and the bipart ongressional -

leadership on & two year package of additional budget savings

thnt will relnforce progress in reducing the budget deficit.

T ———p———

e rv————

Japan has {mplemented a major ltimulus program to strengthen
domestic demand and has committed to continue the expansionary
effect of the program in the next fiscal year. The Federal
Rcﬁubllc of Germany is supplementing the previcusly announced
;g%;. lébin tax rcductian- in 1988 with new measurss to

increase invcutmcnt and will not seek to offset the budget

revenue lossas arising from recent developments. There have

also been coordinaécd reductions in interest rates in Burope

which should contribute to the expansion of domestic demand
and reduce trade imbalances. The spacific policy intentions
and undertakings by each country are set forth in the annex to

this statement.]

are
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ANNEX B
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i ﬂf&‘/?z US Paragraph

The President of the United States and the Leadership of the

Congress have reached agreement on a two year package of budget

savings to reduce the U.S. budget deficit. This agreement
provides for budget savings in excess of the $23 billion already
required by existing legislation and will permit, through a
combination of spending restraint and increased taxes, total
gsavings in fiscal 1988 and 1989 of appioximntely $76 billioﬁ. The

United States commits tou the Lull aud Liwely implementation of

this agreement.

The budget agreament is part of an ongoling process of deficit
reduction provided for under the recently revised budget
legislation. It will reinforce the progress already achieved in
reducing the deficit (including a figcal 1987 cut of 8§73 killion
or 1.7 percent of GNP) that has brought the deficit down to 3.4

percant of GNP from a peak of 6.3 parcent.

The Administration will also c¢ontinue to oppose steadfastly
protectioniat trade measuras while working for legislation
authorizing negotiations to foster a more open and failr system for

the international exchange of goods, services and investment.
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The Federal Republic of Germany has increased the

amount. of the tax reductions for 1988 and the following
years to about 14 billion DM and will not seek to offset

the budget revenue losses arising from recent developments.
In addition, the neéessary decisions are taken for the
structural tax reform with a further net reduction of

20 billion DM from 1990 on.

In order to strengthen private and public investment

the Federal Government will provide special loans for

the next years of about 21 billion DM at preferential conditions
Moreover, it will accelerate investment in telecommunication

infrastructure and take initiatives for further derequlation of markets.

The Bundesbank has reduced short-term interest rates
substantially during the last few weeks. Monetary policy
will continue to maintain sppropriate conditions for

sustained non-inflationary growth.
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Dfﬁ/%" Japanese paragraph

The Government of Japan noted that the Japanese economy is
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in aé?{éorous expansionary phase led by domestic demand.

It will steadfastly contlnue 1mglement1ng the 6 trillion-~

%ﬂl see to it that in

the FY1988 budget, the expen 1gg£gﬂ£9k§genpral public works

ot

yen-plus package decided la

- RS
should not be less than thatqf.b'r”‘t /FY1987 budget after @H%E
July supplementation,
The Bank of Japan is to follow appropriate and flexible
monetary policy supportive of non~inflationary growth and

exchange rate stability.
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q)) From: Sir G.Littler
(j;\/_, 11'/1’ Date: 16 December 1987
CHANCELLOR ’
%‘/tﬁ ‘ c.c. Sir P.Middleton
A Vi \\ SiE ‘T.Butns
G7 DRAFT STATEMENT

I have just received from Mulford the attached collated version of
the proposed Annex of individual country statements. I think this
is all right (except that the Japanese economy should be
"vigorous", not "rigorous", as you pointed out - I have relayed

this to Tietmeyer who took the point at once).

PAT I am still waiting for a complete new version of the main
statement (the only changes I know of from what we saw earlier
seem likely to be acceptable). The U.S. have of course not given

any ground on exchange rate support.

3% I am told (Tietmeyer after Stoltenberg/Baker talks) that
Congress may complete its work successfully by Friday or Saturday
of this week, in which case Stoltenberg and Baker both think it
would be good to get the statement issued, simultaneously in all

capitals, as soon as possible thereafter during the weekend.

4/(6éoffrey Littler)



Annex

Policy Intentions and Undertakings

The Government of Canada's fiscal strategy has succeeded in
achieving a drop in the rate of growth of its spending and
substantial, on-going declines in the budget deficit. Marked
progress has been made in slowing the growth of debt, and towards
the medium-term objective of stabilizing the debt-to-GDP ratio.
Fiscal restraint has been accompanied by impressive growth of
domestic demand, output and employment. Major structural
initiatives directed at enhancing competitiveness and the
underlying potential of the economy have been undertaken,
particularly tax reform and the negotiation of a free trade
agreement with the United States. Monetary policy remains geared

to non-inflationary growth in a climate of orderly exchange
markeats.

The Government of France has more than fully met its
~Anmmitment to reduce. its fiscal deficit and tax burden. The
fiscal deficit will be reduced by U.8% of GNF frum 1086 o 1088._
Over the same period of time, tax cuts will amount to 1.3% of GNP,
A further reduction of 45 billion french francs in the fiscal
deficit and an additional 45 pillion french francs in tax cuts are
scheduled in a 1989-1991 three year program which constitutes the
long term strategy of the government and will be implemented in
the yearly budgets. The privatization program decided upon in
early 1987 is being carried out, and its initial objectives have
aven been surpassed. The full implementation of the program will
be resumed as soon as market conditions permit.

The French Government will continue to pursue its adjustment
and liberalization policies. New measures to sustain household
savings, develop financial markets and improve the competitiveness

of firms have been taken. Additional steps will be taken in the
game direction in 1988.

The Government of the Federal Republic of Germany has
increased the amount of the tax reductions for 1988 and beyond
to about 14 billion DM, and will not seck to offset the budget
revenue losses arlising from recent developments. In addition, the
necesaary Aecisions have been taken for the structural tax reform

with a further net tax reduction of 2uU pillion DM Lrom 1990
onward.

In order to strengthen private and public investment, the
Federal Government will provide special loans for the next 3 years
of about 21 billion DM under preferential conditions. Moreover,
it will accelerate investment in telecommunication infrastructure
and take initiatives for further deregulation of markets.

The Bundesbank has reduced short-term interest rates
substantially during the last few weeks. Monetary policy will



continue to maintain appropriate conditions for sustained non-
inflationary growth. .

The Government of Italy has taken restrictive measures in
1987 to halt the deterioration of the balance of payments due to a
higher rate of domestic demand in Italy than in other
industrial countries. For 1988 the objective embodied in the
Finance Bill is to maintain a relatively high level of growth and
to keep the average inflation rate constant, while making progress
in correcting the public sector imbalance,

In the medium-term, to alleviate unemployment the Italian
authorities intend to achieve satisfactory rates of growth while
maintaining the balance of payments current account near
equilibrium, to stabilize the debt/GDP ratio, and to devote more
resources to the financing of productive as well as infra-

structural investments, thus improving the quality of public
services.

The Government of Japan noted that the Japanese economy is in
a rigorous expansionary phase, led by domestic demand growth. The
Government will steadfastly continue implementing the 6 trillion~-
yen-plus package decided on last May, and will see to it that in
the FY 1988 budget the expenditure for general public works will

not bo leze than that for the FY 1987 budget, including the July
supplemental.

The Bank of Japan will follow appropriate and flexible

monetary policy supportive of non-inflationary growth and exchange
rate stability.

The United Kingdom Government, in the context of the British
aconomy's continued vigorous growth of output and domestic demand,
coupled with sound public finances, will continue to strive to
reduce inflation by pursuing a prudent monetary policy. while
increasing its capacity for non-inflationary growth by further
measures designed to free the operation of markets and increase
the efficient use of resources, including tax reduction and tax
reform. Public expenditure will econtinue to increase less rapidly
than the growth of the economy as a whole, and the government will
continue to work for the dismantling of barriers to trade both

within the European Community and in the context of the Uruguay
round of the GATT,

The United States Government has secured Congressional action
to implement the agreement between the President and the
bipartisan leadership of the Congress on a two-year package of




budget savings to reduce the U,S. budget deficit. This agreecment
provides for budget savings in excess of the $23 billion already
required by existing legislation and will permit, through a
combination of spending restraint and increased taxes, total
savings in fiscal 1988 and 1989 of approximately $76 billion.

The budget agreement is part of an ongoing process of deficit
reduction provided for under the revised Gramm-Rudman-Hollings
legislation. Tt will reinforce the progress already achieved in
reducing the deficit (including a fiscal 1987 cut of $73 billion
or 1.9 percent of GNP) that has brought the deficit down to 3.4
percent of GNP from a peak of 6.3 percent.

The Administration will also continue to oppose steadfastly
protectionist trade measurcs. while working for legislation
authorizing negotiations to foster a more open and falr system 41 4
the international exchange of goods, services and investment.
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FROM: A C S ALLAN
DATE: 16 December 1987

SIR G LITTLER cc Sir P Middleton
Sty TBurns
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DRAF?ASTATEMENT

The Chancellor was grateful for your minute of 16 December. He is
content with the collated version of the annex of individual
country statements. He agrees with you that it would be good to get
the statement issued, simultaneously in all capitals, as soon as

possible after Congress has completed its work.

/ATCS/A?

A C S ALLAN
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SECRET AND PERSONAL M

FROM: R I G ALLEN
V DATE: 16 DECEMBER 1987

\ZL

G7 STATEMENT &‘ (lyu" ; {N U’,Af

You asked me to give some thought to press handling should a

simultaneous statement be made in the G7 capitals this weekend.

25 Depending on developments with the US budget, I assume the

ldea is

to make the statement when the markets are closed, namely

from about 0300 hours on Saturday morning (Tokyo closing) to 0000

on Monday morning (Tokyo opening). The dideal timing would

= hours
Ovcxﬁjiﬂ sometime earlyiskl on Saturday afternoon so that we can catch

e

l’{“ ’ both the Sunday and Monday papers: gl ving g sdouble s bite ath the

gwﬁjﬂa cherry.

e I think this is all quite manageable in media terms:

a final text should be in my hands as soon as possible;

I will arrange for someone from IDT to be in the office
on Saturday or Sunday to fax copies of the text to radio/TV
Journalists and the press, and to ring round the key people
tolalert them Co''whatsis happening:

we would reclease the text to Reuters/PA for immediate

use v Lhelr screens;

we will need to make sure the Bank of England have a copy

of the text, and to co—ordinate the briefing line;

I would propose to handle all substantive press enquiries

personally over the weekend.
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actions:

5 . We

SECRET AND PERSONAL

reinforce this effort, I would recommend two further

when the statement is released on Saturday or Sunday,
we should attach to it a short (two or three sentence)
comment by the Chancellor for use by Reuters/PA and the

rest of the media:

we should also arrange for the Chancellor to be interviewed
either on BBC Radio 4's "The World this Weekend" on Sunday
lunchtime (if the statement is released on the Saturday
afternoon or the Sunday morning) or on the Monday morning
BBC Radio 4 "Today" programme and, possibly, LBC/IRN
News (if the statement is made on the Sunday afternoon
or evening). This would provide some further helpful
input for the markets before they open on Monday morning.
Weekend TV slots are not generally to be recommended.

need . to ‘start thinking  'seriously @about i setting . these

arrangements in hand as soon as possible.

R I G ALLEN

N
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ULIE ”U}T b“? STATEMENT KGHL,SAYS
C 23 ~ WEST GERMAN GOUERNMENT'S
Hi CELLOR HELMUT KOHL AB BAYING THAT C
76 SHOULD TRUST THE LATEST QTﬁTEMENT :
ADING INHUOTRIQL NATIDNS REQFFKRMINB

URRENCY STABILITY.
ST SAIL AT A NEUS CONFERENCE: *THE CHANCELLOR JUDGE
NT AS AN TMPORTANT BASIS FOR FUKTHER NECESSARY

OFERATIGN ON ECONOMLIC AND CURRENCY FOLICT
MﬁRKETS SHDULB FLGCE THEIR TRU T IN

REUTER
REUTER MONITOR
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December 1987

STATEMENT OF THE GROUP OF SEVEN

1. Thae Finance Ministers and Central Bank Governors of seven
major industrial countries have conducted close consultations
in recent weeks on their economic polic¢ies and prospects in
light of developments in tinancial markets, They reaffirmed
thelr conviction that the basic objectives and economic policy
directions agreed in the Louvre Accord remain valid and
provide for a positive development of the world economy, They
will continue to carri forward their economic policy
coordination efforts 1n 1988 under the arrangements endorsed
at the Venice summit, _

2., _The Ministers and Governors reemphasized their view that the
major external imbalances in the world economy must be
corrected. The policies which have been implemented this year
are graduallg showing the intended effects. 1In particular,
the balance between domestic demand and output in the United
States and in Japan and the Federal Republic of Germany has
shifted in & direction which promotes external adjustment and
in volume terms their trade imbalances are diminishing. The
greater stability of exchange rates achieved for much of the
past year, following the earlier substantial exchange crate
changes, contributed to this adjustment. The marked exchange
rate changes over the past few weeks, however, stress the need
to strengthen underlying economic fundamentals and to c¢continue
policy cooperation. : :

3. Developments in stock markets since mid October may have some
adversas effect on prospects for economic growth for the
industrialized countries as a group. The Ministers and
Governors believe, however, that with sound economic policles
and effective coordination the rate of growth should Ee
cubstantial. To this end they agreed that appropriate
policies for strengthening non-inflationary growth in thelr
countries are necessary.

4, Accordingly, the Ministers and Governors agreed to intensify
their economic policy coordination efforts. Their common
efforts are directed towards reducing external imbalances. 1In
particular, the United States has secured Congressional actioen
to implement the agreement between the President and the
bipartisan Congressional Leadershig on a two-year package of
additional budget savings that will reinforce progress in
reducing the budget deficit. Japan has implemented a major
stimulus program to strengthen domestic demand and will see to
it that in the FY 1988 budget the exgenditure for general
public works will not be less than that for the FY 1987 budget
including the July supplemental. The Federal Republic of

£2:892 28°'21'97
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Gormang {s supplementing the previously announced increase in
tax reductions in 19688 with new measures to increase
fnvestment and will not seek to offset the budget cevenue
logses arising from recent developments. There have also been
coordinated reductions in interest rates in Europe which
should contribute to the expansion of domestic demand and
reduce trade imbalances. The specific policy intentions and
undertakings by each country are set forth in the annex to
this statement.

The Ministers and Governors are of the view that the recent
monetary policy decisions and the reduction of interest rates
in some countries were appropriate and will contribute to &
restoration of stability to financial markets, They agreed
that monetary policies should continue to be directed towards
providing adequate monetar conditions to achleve strong
economic growth in the context of price gtabllity as well as
to foster financial market stability.

Tha Ministers and Governors strongly rejected protectionist
measures as & means of dealin? with present imbalances.
Protectionisn constitutes a direct and serious danger to world
prosperity and equilibrium and would have harmful consegquences
for those countries which resort to it. They reafflirme thelr
determination to fight ptotectionlsm and to promote an open
world trading system.

The Ministecr® and Governots believe that the reduction of
world trading imbalances requires cooperative actlon by other
countries, particularly those with surpluses. They expressed
pacticularly cerious concern that some newly industrialized
economies have ¢ailed to take adequate action to deal with
large and growing trade surpluses which are exacerbating
global imbalances and fostering protectionist pressures. They
ur?ed the newlg industrialized economies to im lement without

ay trade an exchange rate policies that will facilitate
the reduction of excessive trade surpluses and allow thelr
currencies to fully reflect the strong competitive position of
thelr economies.

The Ministers and Governors agreed that either excessive
fluctuation of exchanzt rates, & further decline of the
dollar, or a rise in the dollar to an extent that becomes
desgtabilizing to the adjustment process, could be counter-
productivo by damagini growth prospects in the world econonmy.
Theﬁ reemphasized their i ' '
ange rates among thelr currencies apd agreed to ¢continue

stability of exchange rates. 1In addition, they agreed to
cooperate closely on exchange macrkets. The Minister$ and
Governors stressed the need for consistent and mutually
supportive policies and believe that the measures being taken
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{11 accelerate progress towards the increased, more balanced
2conomic qrowth,pang gsustainable external positions necespary

for greater exchange rate stability.

4B°CT 9T



A IR DUIENEN <o rdadd
.}

Annex

Policy Intentions and vndertakings

The Government of Canada's ¢iscal strategy has succeeded in
achieving a drop in the rate of growth of its epending and
substantial, on-going declines in the budget deficit. Marked
progress has been made in slowing the growth of debt, and towards
ULy medium term objectiva nf stabilizing the debt-to-GDP ratio.
Fiscal restraint has been aAccom anled by impressive growth of
domestic demand, output and employment. Major structural
initiatives directed at enndncluy vvmpetitivences pnd the
underlying potential of the economy have been undertaken,
particularly tax reform and the negotiation of a free trade
agreement with the United States. Monetary policy remainsg geared
to,zon-inflationary growth in a climate of orderly exchange
markets,

The Govarnment of France has fully met its commitment to
reduce its Tiscal deficit and tax burden., The fiscal deficit will
be reduced by 0.8% of GNP from 1986 to 1988. Over the same period
of time, tax cuts will amount to 1.3% of GNP. A further reduction
of 45 billion french francs in the fiscal deficit and an
additional 45 billion french francs in tax cuts are scheduled in a
1$89-1991 three year program which constitutes the long term
strategy of the government and will be implemented in-the year1¥
budgets. The privatization program decided upon in early 1987 1s
being carried out, and its initial objectives have even been
surpassed, The full implementation of the program will be resumed
ag soOn as market conditions permit. §

The French Government will continue to pursue its adjustment
and liberalization policies. New measures to gustain household
gavings, develop financial markets and improve the competitiveness
of f£irms have been taken. Additional steps will be taken in the
same direction in 1988.

The Government of the Federal Re ublic of Germany has
increased Che gmoun 0 a tax reductions Iof and beyond
to about 14 bitlion DM, &na@ will uuL seek to offcet tha hudgat
revenue losses arising from recent developments. In addition, the
necessary decisions have been taken for the structural tax reform
with ; fuLLlier net tox redustien nf 20 billion DM from 1990
onwara.

In order to strengthen private and fublic investment, the
rederal Government will provide special loans for the next 3 years
of about 21 billion DM under preforential conditions. Moreover,
it will accelerate investment in telecommunication infrastructure
and take initiatives for further deregulation of markets.

The Bundesbank has reduced short-term interest rates
substantially during the last few weeks. Monetary policy will
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continue to maintain appropriate conditiong for sustained non-
inflationary growth.

The Government of Italy, in the context of continuous
significant'growth, has taken temporary measures to halt Lhe
deterioration of the balance of payments due to a higher rate of
domestic demand in Italy than in other industrialized countries.
For 1988 the objective embodied in the Finance Bill is to maintain
a relatively high level of growth and to reduce inflation, while
making progress in correcting the public sector imbalance.

In the medium-term, to alleviate unemployment the Italian
authorities Lntend to achieve satisfactory rates of growth while
maintaining the balance of gayments current account in gubstantial
equilibrium, to stabilize the debt/GDP ratio, and to devote more
resources to the financing of productive as well as infra-
structural invegtments, thus improving the quality of public
services, '

The Government of Japan noted that the Japanese economy is in
a vigorous expansionary phase, led by domestic demand growth. The
Government will steadfastly continue implementing the 6 trillion-
yen-plus package decided on last May, and will see to it that in
the FY 1988 budget the expenditure for general public works will
‘not be less than that for the FY 1987 budget including the July
supplemental. . el BN . :

_ The Bank ofabapan wfiijfollow_appropriate and flexible
-monetary policy-supportive of non-inflationary growth and exchange
rate stability. : ' !

The United Kingdom Government, in the cohtext of the Britisgh

economy’s continued vigorous growth of output and domestic demand,
coupled with sound public finances, will continue to strive to

reduce inflation by pursuing a prudent monetary policy, while
increasing its capacity for non-inflationary growth by further
measures designed to free the operation of markets and increase
the efficlent use of resources, including tax reduction and tax .
reform. Public¢ expenditure will continue to increase less rapidly
than the growth of the economy as a whole, and the government will
continue to work for the dismantling of barriers to trade both

within the European Community and in the context of the Uruguay
round of the GATT. ' ; f

The United States Government has secured Congressional actio
to implement the agreement between the President and the d
bipartisan Leadership of the Congress on a two-year package of

1681
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budget savings to reduce the U.S. budget deficit. This agreement
provides for total budget savings, through a combination of .
spending restraint and increased taxes, In fiscal 1988 and 1989 of

approximately $76 billion.

The budget agreement is part of an ongoing process of deficit
reduction provided for under the revised Gramm-Rudman-Hollings
legislation. 1t will reinforce the progresu already achleveg in

1987 cut of %73 billion
or 1.9 percent of GNP) that has brought the deficit down to 3.4
percent of GNP from a peak of 6.3 percent, '

The Administration will also continue to oppose steadfastly
protectionist trade measures, while working for fegislation
authorizing negotiations to fostet a more open and fair system for
the international exchange of goods, services and investment.
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Treasury Chambers, Parliament Street, SWIP 3AG
01-270 3000

David Norgrove Esqg
No 10 Downing Street 21 December 1987

Jese Dt

G7

You wrote to Alex Allan on 18 December about the G7 agreement.
There is quite a history to this.

Already in October there were moves within the G7 to try to restore
the co-operation which had effectively been damaged during the
second and third weeks of that month. Most of the group, including
the Chancellor, were thinking in terms of an early G7 meeting and
hoping for a reasonably solid agreement. But as bilateral
discussions proceeded it became clear: first, that in the common
view of the UK, Japan, France, Italy and also (though a little
ambivalently) Germany, an effective agreement required a
willingness by the US to raise their domestic interest rates (or
take other action to finance their external deficit such as foreign
currency borrowing); and secondly, that the US were not prepared
to accept this condition.

The main task of negotiating on an earlier draft (which covered the
points the UK and others believed necessary) was undertaken by
Baker and Stoltenberg. On 7 December, in the margins of an ECOFIN
meeting, the Finance Ministers of the four European G7 members met
and Stoltenberg produced a draft very like the present one as the
maximum the US would accept. It was then agreed by the four that
such a draft was not good enough for a G7 meeting - indeed it would
be better to hold no meeting than one with such a poor outcome.
Stoltenberg agreed to try again for two or three key additions and
amendments, but offered little hope of success (and this was later
shown to be right).

Concern was expressed however that failure to hold a G7 meeting
might itself create disappointment and hence market problems. The
Chancellor then offered the idea that the statement as it stood,
which did record some economic and monetary action of the required
kind, might be worth publishing without a meeting. Particularly
since G7 meetings have become such media events, it could perhaps
be useful to show that consultation was taking place and some
relevant action was being taken without the necessity for a
meeting. This might also be a useful precedent for the future. The
others found this idea attractive - as also did Baker when it was
put to him.



The Chancellor continues to see advantage in this arrangement, even
though the statement lacks new substance. The idea of a separate
understanding about co-operative intervention, intended to operate
as soon as the statement has been published, did not emerge until
very much later, as a result of discussions between the US, Germany
and Japan. On the substantive point the Prime Minister has raised,
the Chancellor entirely agrees, and indeed has frequently pointed
out, that the need is for the US authorities to be willing to use
interest rates to help inter alia to attract the private funds to
meet the continued external financing need at current exchange
rates. The trouble with letting the dollar find "its own level" is
that such a 1level, 1if determined solely by a nervous and
disappointed market, may in the short term be so glow as to cause a
good deal of damage to world economic activity, and set off a
legacy of new distortions for the future. None of this would help
the UK. While the <current US policy posture is far from
satisfactory, the fact that they are apparently now ready to
intervene in support of the dollar may lead them to take more
substantive steps later. Meanwhile, any UK contribution to
concerted intervention under this agreement would be minimal.

Yomo i

i

J M G TAYLOR
Private Secretary
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i .DR. GERHARD STOLTENBERG 5300 Bonn 1, 16, Nezember 1987
pUNDESMINISTER DIR PINARZEN Lraurhendorfer strafle 10Uy
% Postfach 1308

Telefon: (0228) 6£82-4240

Durch Telekopie

arhattén/ibermittelt
Tl?e gl am; /6. /12 Uhrzeit:
Nigel Lawson i

Chancellor ot the Exchequer
Parliament Street
London SW 1 P 3 AG

Sehr geehrter Herr Kollege,

wie ich Ihnen schon an Telefon dargelegt habe, sind Bundesregicrung
und Bundesbank sehr besorgt iiber die DM-K&ufe der Bank of
England an den Devisenmérkten in der vergangenen Woche.
Unabhangig von der Situation des heutigen Tages handelt es

sich hierbei um ein so gewichtiges Problem, daB ich Ihnen hierzu

nochmals unsere Auffassung darlegen mdochte,

Nach dem Abkommen der Zentralbanken liber die Funktionsweise

des EWS kénnen Guthaben in Gemeinschaftswahrungen iiber die sog.
working balances hinaus nur mit Zustimmung der betreffenden Zentral-
bank gehalten werden. Fiir die DM-Ké&ufe der Bank of England hat die
Deutsche Bundesbank die erforderliche Zustimmung verweigert, weil

in der gegenwirtigen Situation solche Interventionen den Aufwertungs-
druck auf die DM sowohl gegeniiber den EWS-W&hrungen als auch
gegenilber dem Dollar verstirken wiirden. Dies kann sehr rasch

A

zu erheblichen Spannungen und einer politischen Krise im EWS fihren.
AuBerdem wiirden durch DM-K&dufe unsere gemeinsamen Bemiihungen

um eine Stabilisierung der Wechselkurse gegenilber dem Dollar beein-

ey

tréchtigt, da Dollar-K&ufe gegen DM damit konterkariert wiirden.
Eine Fortsetzung bzw. Wiederaufnahme von DM-K&ufen an den
Devisenmirkten durch die Bank of England wiirden sowoh! gegen

[uiinales Rackt als aueh gegen die Crundcdtze uncorer bizherigen

o b
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Zusammenarbeit verstofen. Das gilt fiir die Zusammenarbeit in
der europdischen Wahrungspolitik und ebenso fiir die Zusammenarbeit
in der Finfer- bzw. Siebener-Gruppe.

Ich méchte Sie deswegen dringend bitten, dafiir Sorge zu tragen,

daB die Bank of England die Praxis der DM-Kiufe ohne Einvernehmen
mit der Bundesbank nicht wieder aufnimmt. Auch im Hinblick auf

den bevorstehenden Abschluf} unserer Berniihungen um eine gemeinsame
Position im Kreis der Siebener Gruppe muB ich eine entsprechende
Zusicherung von lhnen erwarten.

Mit freundlichen GriiRen

mwmwg]
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i o DR. GERHARD STOLTENBERG 5300 Bonn 1, 16, Nezember 1987
‘ BUNUESMINISTER DER MINANZEN Craurnemndorfer strafle 1us

% Postfach 1308
Telefon: (0228) £82-4240

Durch Telekopie

altén/Ubermittelt
The Hon. erhaltn/ubermit
: am: AG. /2 Uhrzeit:
Nigel Lawson ;
Name: {{

Chancellor ot the Exchequer
Parliament Street
London SW 1 P 3 AG

Sehr geehrter Herr Kollege,

wie ich lhnen schon an Telefon dargelegt habe, sind Bundesregicrung
und Bundesbank sehr besorgt iiber die DM-K&ufe der Bank of
England an den Devisenmérkten in der vergangenen Woche.
Unabhingig von der Situation des heutigen Tages handelt es

sich hierbei um ein so gewichtiges Problem, daB ich Ihnen hierzu

nochmals unsere Auffassung darlegen mdchte.

Nach dem Abkommen der Zentralbanken iiber die Funktionsweise

des EWS kdnnen Guthaben in Gemeinschaftswahrungen iiber die sog.
working balances hinaus nur mit Zustimmung der betreffenden Zentral-
bank gehalten werden. Fir die DM-K&ufe der Bank of England hat die
Deutsche Bundesbank die erforderliche Zustimmung verweigert, weil
in der gegenwdrtigen Situation solche Interventionen den Aufwertungs-
druck auf die DM sowoh! gegenilber den EWS-W&hrungen als auch
gegeniiber dem Dollar verstidrken wiirden. Dies kann sehr rasch

zu erheblichen Spannungen und einer politischen Krise im EWS flhren.
Auflerdem wiirden durch DM-K&dufe unsere gemeinsamen Bemiihungen
um eine Stabilisierung der Wechselkurse gegeniiber dem Dollar beein-
trichtigt, da Dollar-Kaufe gegen DM damit konterkariert wiirden.

Eine Fortsetzung bzw. Wiederaufnahme von DM-K&ufen an den
Devisenmarkten durch die Bank of England wiirden sowoh! gegen

[niimales Raskt als aueh gegen die Crundedtae uncorer bizherigen

g
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Zusammenarbeit verstofien. Das gilt fiir die Zusammenarbeit in
der europédischen Wahrungspolitik und ebenso fiir die Zusammenarbeit
in der Finfer- bzw, Siebener-Gruppe.

Ich méchte Sie deswegen dringend bitten, dafiir Sorge zu tragen,

daB die Bank of England die Praxis der DM-Ké&ufe ohne Einvernehmen
mit der Bundesbank nicht wieder aufnimmt. Auch im Hinblick auf

den bevorstehenden Abschlul unserer Bemihungen um eine gemeinsame
Position im Kreis der Siebener Gruppe muB ich eine entsprechende
Zusicherung von lhnen erwarten.

Mit freundlichen GriiRen

/&u@uwtwmwg]



NOTES

In the attached draft:

- Words set in [ ] are in the United States draft but

not accepted by European colleagues;

— Words underlined are alternatives and additions

which the European group of Ministers want.
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X, Following extensive -consultations kthe Finance Ministers and
Central Bank Governors of seven major industrial countries today

R
reaffirmed their conviction that thevfbasici'objectives and
[ bres&] economic policy directions agreed in the Louvre Accord

remain valid [EmE=faE}} and provide for a positive development of

the world economy.

2. The Ministers and Governors reemphasised their view that
the major external imbalances in the world economy must be
corrected. The policies which have been implemented this year
are gradually showing the intended effects. In particular, the
balance between domestic demand and output in the United States
and in Japan and the Federal Republic of Germany has shifted in a
direction which promotes external adjustment and in volume terms
their trade imbalances are clearly diminishing. The greater
stability of exchange rates achieved for much of the past year,
following the earlier substantial exchange rate changes,
contributed to this adjustment. The marked exchange rate changes
over the past few weeks, however, stress the need to strengthen
underlying economic fundamentals and to continue policy

cooperation.

B1 Developments in stock markets since mid-October may have
some adverse effect on prospects for economic growth for the
industrialised countries as a group. The Ministers and Governors

believe, however, that with sound economic policies and effective
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coordination the rate of growth should be substantial. To this
end they agreed that appropriate policies for strengthening

non-inflationary growth in their countries are necessary.

4, Accordingly the Ministers and Governors have welccmed and
endorsed the recent actions taken and initiated by each of their

governments as follows:

[Individual country passages, which should takse credit for
past "Louvre-type" actions as well as proposals, in

particular show the continuity of U.S. attack on deficit]

ST The Ministers and Governors are of the view that the recent

-policy] monetary policy decisions and
the reduction of interest rates in some countries were appropriate
and will contribute to a restoration of stability to financial

markets. They agreed that monetary policies should continue to
be directed towards providing adequate monetary conditions to

5 ~_,‘(( a

achieve strong growth in the context of price- staolllty/&ﬁd to

foster financial market stablllty/lncludlng stability of exchange
-y “

rates¢

6% The Ministers and Governors strongly rejected protectionist
measures as a means of dealing with present imbalances.
Protectionism constitutes a direct and serious danger to world
prosperity and equilibrium and would have harmful consequences yife )
those countries whcih resort to it. They reaffirmed their
determination to fight protectionism and to promote an open world

trading system.
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R The Ministers and Governors believe that the reduction of
world trading imbalances requires cooperative action by other
countries, particularly those with surpluses. They expressed
particularly serious concern that some newly industrialised
economies have failed to take adequate action to deal with large
and growing trade surpluses which are exacerbating global
imbalances and fostering protectionist pressures. They urged
the newly industrialised economies to implement without delay
trade and exchange rate policies that will facilitate the
reduction of excessive trade surpluses and allow their currencies
to fully reflect the strong competitive position of their

economies.

8. The Ministers and Governors agreed that either excessive
fluctuation of exchange rates; or a further decline of the dcllar;
or a rise in the dollar to an extent that becomes destabilising to
the adjustment process{{couldd would be counter-productive by
damaging growth prospects in the world economy. They reemphasised
their common interest in more stable exchange rates among their
currencies and agreed to continue to cooperate closely in
monitoring and implementing policies to strengthen underlying
economic fundamentals,fto foster stability of exchange ratesﬁ;

In addition&;poiﬁgstggisﬁabiLity;eé~exchange~fate34 they agreed

i b

to cooperate closely on ‘exchange markets, [when to-do-so—would be

helpfull. The Ministers and Governors stressed the need for
consistent and mutually supportive policies and believe that the

measures being taken will accelerate progress towards the
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increased, mocre balanced economic growth, and Sustainable external

positions iecessary for greater exchange rate stability.

[9. Pursuant to the é*rangements for economic policy

coordination =ndorsed at + Venice Summit, the Ministers and

-

Governors undsriined the nee&&tﬁ continue reviewing their economic
2N

G
policies and cerformance .and tO\reach understandings on the

\

2T . \ : :
medium-term economic objectives, RProjections, and performance

-

indicators th;;/ﬁill be utilised in\1988. ]
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From: Sir G.Littler
Date: 16 December 1987

CHANCELLOR
c.c. Sir P.Middleton
Sir T.Burns

G7 DRAFT STATEMENT

I have just received from Mulford the attached collated version of
the proposed Annex of individual country statements. I think this
is all right (except that the Japanese economy should be
"vigoroué", not "rigorous", as you pointed out - I have relayed

this to Tietmeyer who took the point at once).

2% I am still waiting for a complete new version of the main
statement (the only changes I know of from what we saw earlier
seem likely to be acceptable). The U.S. have of course not given

any ground on exchange rate support.

g5 I am told (Tietmeyer after Stoltenberg/Baker talks) that
Congress may complete its work successfully by Friday'br Saturday
of this week, in which case Stoltenberg and Baker both think it
would be good to get the statement issued, simultaneously in all

capitals, as soon as possible thereafter during the weekend.

_AGeoffrey Littler)



Annex

Policy Intentions and Undertakings

The Government of Canada's fiscal strategy has succeeded in
achieving a drop in the rate of growth of its spending and
substantial, on-going declines in the budget deficit. Marked
progress has been made in slowing the growth of debt, and towards
the medium-term objective of stabilizing the debt-to-GDP ratio.
Fiscal restraint has been accompanied by impressive growth of
domestic demand, output and employment. Major gtructural-
initiatives directed at enhancing competitiveness and the
underlying potential of the economy have been undertaken,
particularly tax reform and the negotiation of a free trade
agreemant with the United States. Monetary policy remains geared

to non-inflationary growth in a climate of orderly exchange
markets.

The Government of France has more than fully met its
anmmitment to reduce 1ts tiscal deficit and tax burden. The
figscal deficit will be reduced by 0U.8% of GWF frum 1086 to 1088.

Over the same period of time, tax cuts will amount to 1.3% of GNP.
A further reduction of 45 billion french francs in the fiscal
deficit and an additional 45 billion french francs in tax cuts are
gcheduled in a 1989-1991 three year program which constitutes the
long term strategy of the government and will be implemented in
the yearly budgets. The privatization program decided upon in
early 1987 is being carried out, and its initial objectives have
aven been surpassed. The full implementation of the program will
be resumed as soon as market conditions permit.

The French Government will continue to pursue its adjustment
and liberalization policies. New measures to sustain household
gavings, develop financial markets and improve the competitiveness

of firms have been taken. Additional steps will be taken in the
same direction in 1988.

The Government of the Federal Republic of Germany has
increased the amount of the tax reductions for 1988 and beyond
to about 14 billion DM, and will not seek to offset the budget
revenue losses arlising from recent developments. In addition, the
neceaaary decisions have been taken for the structural tax reform

with a further net tax reduction ot 2U pillion DM Lrom 1990
onward.

In order to strengthen private and public investment, the .
Federal Government will provide special loans for the next 3 years
of about 21 billion DM under preferential conditions. Moreover,
it will accelerate investment in telecommunication infrastructure
and take initiatives for further deregulation of markets.

The Bundesbank hasg reduced short-term interest rates
substantially during the last few weeks. Monetary policy will
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continue to maintain appropriate conditions for sustained non-
inflationary growth. '

The Government of Italy has taken restrictive measures in
1987 to halt the Jeterioration of the balance of payments due to a
higher rate of domestic demand in Italy than in other
industrial countries. For 1988 the objective embodied in the
Finance Bill is to maintain a relatively high level of growth and
to keep the average inflation rate constant, while making progress
in correcting the public sector imbalance,

In the medium-term, to alleviate unemployment the Italian
authorities intend to achieve satisfactory rates of growth while
maintaining the balance of payments current account near
equilibrium, to stabilize the debt/GDP ratio, and to devote more
resources to the financing of productive as well as infra-

structural investments, thus improving the gquality of public
services.

The Government of Japan noted that the Japanese economy is in
a rigorous expansionary phase, led by domestic demand growth. The
Government will steadfastly continue implementing the 6 trillion-
yen-plus package decided on last May, and will see to it that in
the FY 1988 budget the expenditure for general public works will

not bo loze than that for the FY 1987 budget, including the July
supplemental.

The Bank of Japan will follow appropriate and flexible

monetary policy supportive of non-inflationary growth and exchange
rate stability. :

The United Kingdom Government, in the context of the British
economy's c¢ontinued vigorous growth of output and domestic demand,
coupled with sound public finances, will continue to strive to
reduce inflation by pursuing a prudent monetary policy, while
inereasing its capacity for non-inflationary growth by further
measures designed to free the operation of markets and increase
the efficient use of resources, including tax reduction and tax
reform. Public expenditure will continue to increase less rapidly
than the growth of the economy as a whole, and the government will
continue to work for the dismantling of barriers to trade both

within the EBuropean Community and in the context of the Uruguay
round of the GATT.

The United States Government has secured Congressional action
to implement the agreement between the President and the
bipartisan leadership of the Congress on a two-year package of




budget savings to reduce the U,S. budget deficit. Thie agreement
provides for budget savings in excess of the $23 pillion already
required by existing legislation and will permit, through a
combination of spending restraint and increased taxes, total
savings in fiscal 1988 and 1989 of approximately $76 billion.

The budget agreement is part of an ongoing process of deficit
reduction provided for under the revised Gramm-Rudman-Hollings
legislation. It will reinforce the progress already achieved in
reducing the deficit (including a fiscal 1987 cut of $73 billion
or 1.9 percent of GNP) that has brought the deficit down to 3.4
percent of GNP from a peak of 6.3 percent.

The Administration will also continue to oppose steadfastly
protectionist trade measures. while working for legislation
authorizing negotiations to foster a more open and falr system for
the international exchange of goods, services and investment.
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SECRET

FROM: MISS M P WALLACE
DATE: 14 December 1987

NOTE FOR THE RECORD

cc PS/EST
Sir P Middleton
Sir T Burns
Sir G Littler
Mr Cassell

TELEPHONE CONVERSATION WITH MR AMATO
The Chancellor spoke to Mr Amato on the telephone this afternoon.

2 Amato said that the Bank of England's activities had caused
some disappointment in Europe. The Chancellor explained that since
the Louvre Britain had purchased more than $25 billion in
dollars - more than all other European countries put together.
This explained the decision to buy deutschemarks to prevent the
pound rising too high against the Mark. By buying French francs as
well, Britain hoped to avoid overstraining the EMS.

29 Amato expressed concern that the UK was selling dollars in
order to buy marks. The Chancellor said that Britain was not doing
this, and had no wish to push to dollar down. Amato said that
Britain's behaviour had come in for harsh criticism from Poehl.
The Chancellor said that he would make sure that the Bank of
England was not selling dollars.

4, Amato said that he had spoken to Baker since Thursday's trade
figures. Baker had not been inclined to attach great importance to
the figures, and suggested that they might merely be the result of
pre-Christmas imports. Amato thought the situation was very
dangerous - although, as the Chancellor pointed out, the dollar had
recovered today following helpful statements from the US.

5. Amato asked if the Chancellor expected that the G7 communique
would be agreed. The Chancellor said he hoped so. Amato recalled
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that some time ago the Chancellor had remarked that everyone in
the US was wedded to the idea that the exchange rate must be set by

the market. Amato saw more and more evidence of this.

6 Amato's parting shot was to ask the Chancellor to take care of
the pound, but also the dollar.

P

M P WALLACE
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From:
Date:

MR ALEX ALLAN

INTERVENTION AND STOLTENBERG

Sir G.Littler
17 December 1987

Sir P.Middleton
Sir T.Burns

You were going to include our tentative line to take in your

record of our discussion with the Chancellor this afternoon.

I have had a go at it myself - attached - developing also an extra

point which occurred to me and which probably would need further

consideration. I am checking the need for or desirability of the

reservation in brackets in the third indent.
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LINE TO TAKE

- The U.K. is prepared to join fully with others in any
concerted operation to support the dollar. [In practice
we would buy dollars against sterling normally].

- The U.K. would also of course be prepared should the need
arise to join in a similar operation in the opposite
direction. [In practice we would sell dollars against
either sterling or DM].

- The U.K. problem of the £/DM rate has for the present
receded, and seemsvunlikely to come back immediately.

In these circumstances we shall not be buyiég‘#ﬁfﬁﬁér A
DM for the time being (ﬁ’except and as neeéédi#aéééééyr
BAOR expenditures).

- Should the U.K. problem re-emerge, we would propose in
the interests of both global and ERM co-operation to
follow a tactic of buying for sterling equal amounts of
DM and French francs (and small amounts of other ERM
currencies if necessary to avoid creating problems within

the ERM) and to match such transactions by buying dollars

to the same sterling total.

It is a question whether to add something on the following lines:
- We undertake to 'consult' before undertaking any such
transactions and would be prepared to consider possible
variations which did not weaken the effects we would be
seeking for sterling. But the basic mix proposed is
not inconsistent with G7 or ERM objectives. An attempt
to veto it would in our view not be in the spirit of the

Nyborg understandings.
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sir (& weke\er

Treasury Chambers, Parliament Street, SWIP 3AG
@1=276@ 3000

17 December 1987

M. E Balladur

Le Ministre d'Etat

Ministre de 1'Economie, des Finances
et de la Privatisation

Tresor

93 rue de Rivoli

F-75001 Paris

{on fon

Thank you for your message of 10 December. As I explained to you
when we spoke on the telephone this afternoon, we have no intention
of diversifying our exchange reserves towards deutschemarks in the
sense of selling dollars in order to buy deutschemarks or other
currencies. All we have done 1is to decide that our foreign
exchange market intervention to prevent sterling rising too
strongly, particularly against the deutschemark, should be
undertaken by the purchase of non-dollar currencies. The United
Kingdom has done more than all the other major industrial countries
in terms of supporting the dollar: since the Louvre accord we have
purchased some $25 billion, far more than the Bundesbank has done.
The UK cannot continue to carry so large a share of this burden.

I am very conscious of the need to avoid a disruption to the
European Monetary System. That is why, particularly in the light
of points made by the French authorities, we agreed to buy equal
amounts of deutschemarks and French francs. And I can assure you
that we plan to do no more than the minimum intervention necessary
to meet our exchange rate objectives.

As I told you, the upward pressure on sterling has, for the time
being, abated: we have not had to intervene in the foreign
exchange markets since last Friday in New York.

NIGEL LAWSON
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Treasury Chambers, Parliament Street, SWIP 3AG
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17 December 1987

M. E Balladur

Le Ministre d'Etat

Ministre de l1'Economie, des Finances
et de la Privatisation

Tresor

93 rue de Rivoli

F-75001 Paris

Gon Lot

Thank you for your message of 10 December. As I explained to you
when we spoke on the telephone this afternoon, we have no intention
of diversifying our exchange reserves towards deutschemarks in the
sense of selling dollars in order to buy deutschemarks or other
currencies. All we have done is to decide that our foreign
exchange market intervention to prevent sterling rising too
strongly, particularly - - against the deutschemark, should be
undertaken by the purchase of non-dollar currencies. The United
Kingdom has done more than all the other major industrial countries
in terms of supporting the dollar: since the Louvre accord we have
purchased some $25 billion, far more than the Bundesbank has done.
The UK cannot continue to carry so large a share of this burden.

I am very conscious of the need to avoid a disruption to the
European Monetary System. That is why, particularly in the light
of points made by the French authorities, we agreed to buy equal
amounts of deutschemarks and French francs. And I can assure you
that we plan to do no more than the minimum intervention necessary
to meet our exchange rate objectives.

As I told you, the upward pressure on sterling has, for the time
being, abated: we have not had to intervene in the foreign
exchange markets since last Friday in New York.

NIGEL LAWSON
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Le Ministre d'Etat

Ministre de 1l'Economie, des Finances
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Thank you for your message of 10 December. As I believe
you will have been informed, we have no intention of
diversifying our exchange reserves towards deutschemarks
in the sense of selling dollars in order to buy
deutschemarks or other currencies. All we have done is
to decide that, from now on, w foreign exchange market
intervention to prevent sterling rising too strongly,
particu]si\rlﬁJ against he deutschemark, should be
Gntosar 4 >
undertaken i&j%in—dollar currencies. The United Kingdom
has done more than all the other major industrial
countries put together in terms of supporting the dollar:
since the Louvre accord we have purchased some
225 billion: this is nearly ten times more than the
Bundesbank has done. The UK cannot continue to carry

this burden on its own.

I am very conscious of the need to avoid a disruption to
the European Monetary Szﬁtem. That is why, particularly
in the light of point;"‘ypthe French/aabheiitias-madnb we
gzgiglé to modify our policy so that we would buy equal
amounts of deutschemarks and French francs. And I can
assure you that we plan to do no more than the minimum

intervention necessary to meet our exchange rate

objectives.

i o
e i s 6V ¢



As you wéTQ)know, the upward pressure on sterling has,

for the time being, abated; we have not had to intervene

in the foreign exchange markets since last Friday in

New York.

NIGEL LAWSON



RM2.17 CONFIDENTIAL

TRANSLATION OF TELEGRAM FROM MR BALLADUR

I have learnt that since yesterday the Bank of England under

instructions from the Government has been making sizable purchases

of deutschemarks. I have to tell you that an unilateral act of this

kind is totally contrary to the spirit and letter of the European

monetary system. It is also totally contrary to the obvious

interest of European nations, which is to maintain stable parities
// at the heart of the system.

I have to add that if it were known that the Bank of England is
beginning to diversify towards the deutschemark its exchange
reserves, there would be a risk of a very significant effect of
contagion and destabilization in all markets. I am therefore
asking you to put a stop to this intervention from the Bank of

England at once.

Cordially

A
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Télégramme 3 Monsieur LAWSON
Chancelier de I'Echiquier

Grande-Bretagne

Fapprends que, depuis hier, la Banque d'Angleterre, sur instruction de son

Gouvernement, a procédé a des achats de deutschemarks pour un montant important.

Je tiens A vous rappeler que pareille action unilatérale est totalement contraire
A T'esprit et a la pratique du Systtme monétaire européen. Elle est également

totalement contraire 4 I'intérét évident des pays européens qui est de maintenir des
parités stables au sein du systéme,

J'ajoute que si I'on apprenait que la Banque d'Angleterre commence 2
diversifer vers le DM ses réserves de change, on risquerait d'enregistrer un tres
puissant effet de contagion et de déstabilisation sur I'ensemble des marchés.

Je vous demande donc instamment de mettre fin A ces interventions de la
Banque d’Angleterre.

Cordialement

Edouard BALLADUR

5t Do i N - ET AR Y,

-~ WNEBNOSY IS bas

P

T —
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. GERHARD STOLTENBERG
UNDESMINISTER DER FINANZEN

Telefax

Mr. Nigel Lawson
Chancellor of the Exchequer
Parliament Street

London SW 1 P 3 AG

Fas=Nr . 00441/270 55 B9
Sder . B590 20525

Dear colleague,

585 Pal

5300 BONN 1, 17. December 1987
POSTFACH 1308

FERNRUF: (0228) 682-1

GRAURHEINDORFER STRASSE 108

Urqgent/Confidential

following our today's telephone conversation I send

you a slrictly confidential paper with Understandings

on Intervention and Consultations.

This paper contains

the result of a discussion with our colleague Baker.

I hope very much that you and Governor Leigh=-Pembertor

can agree to cooperate on this basis.

Best regards
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BMF 5388 BONN 988 FE2

S EGRE-T

December 1987

UNDERSTANDINGS ON INTERVENTION AND CONSULTATIONS

The participants would hold regular consultations on
financial market conditions. On the bhasis of these
consultations, they would make ad hoc decisions on exc!
market intervention at levels which the participants ¢
appropriate under present circumstances. Interventlon
be considered if the dollar on the oneé hand had a tend
£all bolow present levels and on the other hand if it
approached levels prevailing at the time of the April
of the Group of Seven in Washingtoen.

The United States, Japan and Germany/Europe would ba
to undertake intervention up to a total of §15 billle
defined in terms of net purchases/sales of dollars ag
yen and -- ac¢cording to the following understanding -
DM/other European currencies, with approximately equ?
over time up to $5 billion each. As a general rule !
Buropean share ¢f $5 billion should be provided by G
in DM on the one hand and the other Buropean countri
(EMS-countries in the exchange rate mechanism, plus
Kingdom, Switzerland and Austria) on the other hand
parts. If these other EBuropean countries intervenas
higher amount, the total European share will be ing!
correspondingly.

If intervention in the view of the participants ls
they will consult on the appropriate dally amounts
intervention and their respective shares, taking Iir
market developments and the respective shares of tib
mentioned in para 2. It is understood that for al’
intervention by European ¢ountrizs the situation i
European Monetary System will be considered.

Wwith regard to the currency of intervention, the g
would bet

- For the United Btates, equal priority to DM/decl’
yen/dollar, depeanding on market pressure;

- For Europe, priority to DM/dollar, supplemented
European currencies against dollar;

- For Japan, prlority to yen/dollary

- Intervention in dollar/yen by the Deutsche Bun
dollar/DM by the Bank of Japan will be subject

civil wewwecu whives wee wenbawl Lool. ..l Lthe U

This consultation should take place when elthe
rate or the yen/dollar rate is under pressure.

B et



BMF S38@ BOMM 988 Pa3

8BGO BEE

$. Contral banks would ocontinue te maintain o0looce eepntasts sp
Lasorvankion sparabians pupsuyane wp cseabliabhed 2hy,.clo.
Financ¢e ministriea would continue to discuss matters of
mutual interest through thelir bilateral ochanncole of
communication, -

6., This agreement would enter into effect when adopted by the
particlpants o connectlon with the December G-7 statement
and remain in force until the early 1988 meeting., 1In the
event that the $18% billion of res¢urces are exhausted prior
to that meeting, participants would immediately consult.

1478
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“ DR. GERHARD STOLTENBERG 5300 BONN 1, 17. December 1987
S T ESMINISTER DER FINANZEN s POSTFACH 1308

‘ FERNRUF: (0228 682-1
GRAURHEINDORFER STRASSE 108

Telefax

Mr. Nigel Lawson Urgent/Confidential
Chancellor of the Exchequer :
Parliament Street

London SW 1 P 3 AG

Fax-Nr. 00441/270 55 89
oder 839 20 29

Dear colleague,

following our today's telephone conversation I send
you a strictly confidential paper with Understandings
on Intervention and Consultations. This paper contains
the result of a discussion with our colleaque Baker.

I hope very much that you and Governor Leigh-Pemberton

can agree to cooperate on this basis.

Best regards

(o Gowmt fw< L)
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December 1987

UNDERSTANDINGS ON INTERVENTION AND CONSULTATIONS

1, The participanta would hold regular c¢onsultations on
financial market conditions. On the basis of these
¢onsultations, they would make ad hoc decisions on exc!
market intervention at levels which the participants ¢
appropriate under present circumstances. Intervention
be considered if the dollar on the one hand had a tend
fall bolow present levels and on the other hand {f it
approached levels prevailing at the time of the April
of the Group of Seven in Washington.

2, The United States, Japan and Germany/Burope would be
to undertake intervention up to a total of §$15 billle
defined in terms of net purchases/sales of dollars ag
yen and ~=- a¢cording to the following understanding -
DM/other European currencies, with approximately egu?
over time up to $§5 billion each, As a general rule !
European share ¢of $5 billlon should be provided by G
in DM on the one hand and the other Buropean countril
(EMS-countries in the exchange rate mechanisn, plus
Kingdom, Switzerland and Austria) on the other hand
parts. If these other Eurépean countries intervene
higher amount, the total European share will be ino
correspondingly.,

3. If intervention in the view of the participants is
they will consult on the appropriate dally amounts
intervention and their reaspective shares, taking ir
market developments and the respective shares of tt
mentioned in para 2. It is understood that for al!
intervention by European c¢ountries the altuation i
European Monetary System will be considered,

4. With regard o the currency of intervention, the g
would bet

= For the United Btates, equal priority to DM/dol!
yen/dollar, depending on market pressure;

- For Europe, priority to DM/dollar, supplemented
European currencies against dollar;

- Por Japan, prilority to yen/dollar)

- Intervention in dollar/yen by the Deutache Bun
dollar/DM by the Bank of Japan will be subject

Tivll wewweeiz Wivew wrw wwnblawl Lo bie 001 Lk U

This consultation should take place when eithe
rate or the yen/dollar rate is under pressure.

L2102 L8721 9T
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$. Contral banks would continue te maintain close esmtasts spn
Lmeayvankion sparatisns pupsuane &s csbabiished sho,,.clo.
Finan¢e ministriea would continue to discuss matters of
mutual interest through their bilateral ohanncle of
communication, .

6. This agreement would enter into effect when adopted by the
partlclpants ln connectlon with the December a-7 statement
and remain in force until the early 1988 meeting, In the
event that the $15 billlon of resources are exhausted prior
to that meeting, participants would immediately ¢onsult.

1478
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g1 .
STATEMENT OF THE GROUP OF SEVEN

1. The Finance Ministers and Central Bank Governors of seven
major industrial countries have conducted close consultations
in recent weeks on their econamic poli¢ies and prospects in
light of developments in financial markets., They reaffirmed
their conviction that the basic objectives and economic policy
directions agreed in the Louvre Accord remain valid and
provide for a positive development of the world economy, They
will continue to carrf forward their economic policy
coordination efforts in 1988 under the arrangements endorsed
at the Venice Summit, :

2. The Ministers and Governors reemphasized their view that the
major external imbalances in the world economy must be
corrected.  The policies which have been implemented this year
are graduallg showing the intended effects. 1In particular,
the balance between domestic demand and output in the United
States and in Japan and the Federal Republic of Germany has
shifted in a direction which promotes external adjustment and
in volume terms their trade imbalances are diminishing. The
greater stability of exchange rates achieved for much of the
past year, following the earlier substantial exchange rate
changes, contributed to this adjustment. The marked exchange
rate changes over the past few weeks, however, stress the need
to strengthen underlying egonomic fundamentals and te continue
policy cooperation. :

3. Developments in stock markets since mid October may have sonme
adversa effect on prospects for economic growth for the
industrialized countries as a groug. The Ministers and
Governors belleve, however, that with sound economic policles
and effective coordination the rate of growth should ge
substantial. To this end they agreed that appropriate
policies for strengthening non-inflationary growth in their
countries are necessary.

4, Accordingly, the Ministers and Governors agreed to intansify
their economic policy coordination efforts. Their common
efforts ara directed towards reducing external imbalances. 1In
particular, the United States has secured Congressional action
to implement the agreement between the President and the
bipartisan Congressional Leadershig on a two-year package of
additional budget savings that will reinforce progress 1in
reducing the budget deficit. Japan has implementad a major
stimulus program to strengthen domestic demand and will see to
it that in the FY 1988 budget the exgenditure for general
public works will not be less than that for the FY 1987 budget
including the July supplemental. The Federal Republic of

£2Z:92 L8°'C1'37
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Gorman& {s supplementing-the previously announced increase in
tax reductions in 1988 with new measures to increase
investment and will not seek to offset the budget revenue
logses arising from recent developments. There have also been
coordinated reductions in interest rates in Europe which
should contribute to the exgansion of domestic demand and
reduce trade imbalances. The gspecific policy intentions and
undettakings by each country ara set forth in the annex to
this statement,.

The Ministers and Governors$ are of the view that the recent
monetary policy decisions and the reduction of interest rates
in some countries were appropriate and will contribute to &
restoration of stability to financial markets, They agreed
that monetary policies should continue to be directed towards
providing adequate monetar conditions to achleve strong
economic growth in the context of price stability as wall as
to foster financial market stability.

Tha Ministers and Governors strongly rejected protectionist
measures as & means of dealini with present imbalances.
Protectionisn constitutes a d crect and serious danger to world
prosperity and equilibrium and would have harmful consequences
for those countries which resort to it. They reafflirme thelr
determination to fight protectionism and to promote an open
world trading system.

The Ministers and Governots believe that the reduction of
world trading imbalances requires cooperative action by other
countries, particularly those with surpluses, They expcressed
particularly cerious concern that some newly industrialized
economies have £ailed to take adequate action ta deal with
large and growing trade surpluses which are exacerbating
global jmbalances .and fostering protcctionist pressures. They
ur?ed the newlg industrialized economies to implement without
delay trade an exchange rate policies that will facilitate
the reduction of cessive trade surpluses and allow their
currencies|toffully reflect the strong competitive position of
thelr economies,

The Ministers and Governors agreed that either excessive
fluctuation of exchange rates, & further decline of the
dollar, or a rise in the dollar to an extent that becomes
destabilizing to the adjustment process, could be counter-
productive by damagin? growth prospects in the world econony.
they reemphasized their common interest in more stable ;
sxchange rates among thelr currencies and agreed to continue
to cooperate closely {n moniloring and implementing policles
to strengthen underlying economic fundamentals to foster
stability of exchange rates. In addition, they agreed to
cooperate closely on exchange markets. The Ministers and
Gavernors stressed the need for consistent and mutually
supportive policies and believe that the measures being taken

0z LB7TT 9T
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will accelerate progress’ towards the increased, more balanced
®* economic growth, and sustainable external positions necessary
for greater exchange rate stability.
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Annex

Policy Intentions and vndertakings

vhe Government of Canada's ¢iscal strategy has succeeded in
achieving & drop in the rate Sf growth of its spending and
substantial, on-going declines in the budget deficit. Marked
progress has been nade in slowing the growth of debt, and towards
Llie medium torm objectiva nt stabilizing the debt-to-GDP ratio.
"Fiscal restraint has been aAccom anled by impressive growth of
domestig demand, output and employment, Major structural
initiatives directed aT énnancluy Lvmpetitiveonces and rha
underlying potential of the economy have been undertaken,
particularly tax reform and the negotiation of a free trade
agreement with the United States. Monetary policy remains geared
tolzon-inflntionary growth in a climate of orderly exchange
markets.

The Government of France has fully met its commitment to
reduce its fiscal deflicit and tax burden. The fiscal deficit will
be reduced by 0.8% of GNP from 1986 to 1988. Over the same period
of time, tax cuts will amount to 1.3% of GNP. A further reduction
of 45 billion french francs in the fiscal deficit and an
additional 45 billion french francs in tax cuts are scheduled in a
16689-1991 three year program which constitutes the long term
strategy of the ?ovetnment and will be implemented in the year1¥
budgets. The privatization program decided upon in early 1987 1s
being carried out, and its initial objectives have even been
surpassed, The full implementation of the program will be resumed
ag soonh as market conditions permit. :,

The French Government will continue to pursue its adjustment
and liberalizaticn policies. New measures to gustain household
gavings, develop financial markets and improve the competitiveness
of £irms have been taken. Additional steps will be taken in the
game direction in 1988.

The Government of the Federal Republic of German has
increased 'y gmaun ) e tax reductions foOX and beyond
toc about 14 billion DN, &ad will tuL seek to offset tha hudgat
revenue losses arising from crecent develogments. In addition, the
necessary decisions have been taken for the structural tax reform
with ; ¢urtlhier net tox redustion nf 20 pillion DM from 1990 :
onwara.

In order to strengthen Erivata and gublic investment, the
Federal Government will provide gepecial loans for the next 3 years
of about 21 billion DM under preferential conditions. Moreover,
it will accelerate investment in telecommunication infrastructure
and take initiatives for further deregulation of markets.

The Bundesbank has reduced short-term interest rates
substantially during the last few weeks, Monetary policy will
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continue to maintain appropriate conditions for sustained non-
inflationary growth.

The Government of Italy has taken reyt:rlulive measurco in
1987 to halt the deterloration of the balance of payments due to a
higher rate of domestic demand in Italy than in other industrial
countries. For 1988 the objective embodied in the Finance Bill is
to maintain a relatively high level of growth and to keep the
average inflation rate constant, while making progress in
correcting the public sector imbalance.

In the medium-term, to alleviate unemployment the Italian
authorities intend to achieve satisfactory rates of growth while
mainlaining tha balance of payments current account near
rquilibrium, to stabilize the debLL/GDF raotio, and to devAra more
reddurceg_tu Lhe financing 62 produetive as well ac infea-
sliuctural invoctments, rhuw ‘improving the quality of public
services,

The Government of Japan noted that the Japanese economy is in
a viguruus exfnnnlonary phage, 1ed by domestic demand growth, The
LovgLlimenl will atcadfasbly ~Antinum implementing the & trillton-
yen=-plus gackage decided on last May, and will see to it thaC in
the FY 1988 budget the expenditure for general public works will
not pe less than that for the FY 1987 budget including the July
supplomanial .

The Bank of Japan will follow apgropriate and flexible
monetary ?olicy supportive of non-inflationary growth and exchange
Epke erahility.

‘The United Kingdom Govérnment, Iln the contenrt of the Rritish
economy’s continued viiofous growth of output and domestic demand,
coupled with gound public finances, will continue to strive to
reduce inflAtion by pursuing a prudent metarary pullicy, while
increasing its capac¥ty for non-inflationary growth by further
meagures designed to free the operation of markets and increase
the efficient use of resources, including tax reduction and tax
reform,  Publi¢ expenditure will continue to increase less rapidly -
than the growth of the ecviumy as & whole, and tha gnvernment wilf
continue to work for the dismantling of barriers to trade both
within the Europsan Cummunity and in the sonktsxt of the Urugquay
round of the GATT.

- The Vnited srales fov t Nas secured Congressional action
to implement the agrec¢MEnt Ee?weeu thie Prcoidane any 1hw
bipartisan Leadership of the Congress on a two-year package of
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budget ‘savings to reduce the U.5. budget deficit. This agreement
provides for total budget savings, through a c¢ombination of :
spending restraint and increased taxes, in fiscal 1988 and 1989 of
approximately $76 billion,

The budget agreement igs part of an ongoing process of deficit
reduction provided For under the revised Gramm-Rudman-Hollings
legislation. It will reinforce the progress already achieveg in
reducing the deficit (including a fiscal 1987 cut of $73 billion
or 1.9 percent of GNP) that has brought the deficit down to 3.4
percent of GNP from a peak of 6.3 percent, ;

The Administration will also continue to oppose steadfastly
protectionist trade measures, while working for fegislation
authorizing negotiations to fostet a more open and fair system for
the international exchangs of goods, gervices and investment.
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1. Question:

Answer:

2. Question:

Answer:

3. Question:

Answer:

4. Question:

Answer;:

5. Question:

Answer:

December 1987

Press Guidance

Why did you issue a communique without a meeting?

Meetings are not necessarily reguired to produce
successful economic¢ policy coordination,

We have been engaged in intensive consultations on
a daily basis since mid-October which has produced
major accomplishments that are greater than could
have been achieved in a single meeting,

Have you agreed to stabllize exchange rates arouggj
current levels?

Pacagraph 8 of the statement indicates clearly the
view that a further decline of the dollar could be
counterproductive,

Do you really think that the dollar could
appreciate as suggested in paragraph 87

A rise of the dollar cannot be ruled out. As the
statement indicates, however, a rise of the dollar
to an extent that becomes destabilizing to the
adjustment process could be counterproductive,

Why doesn’t the statement contain a clear
commitment to stabilize exchange rates around
current levels as provided in the Louvre agreement?

Circumstances have changed since the Louvre,

The statement reemphasizes the common i{nterest in
strengthenin? underlying economic fundamentals to
foster stability of exchange rates.

Will monetary policy be used to prevent a further
decline of the dollar?

We will not comment on this issue beyond Paragraph
S of the statement which speaks for itself,



Question:

Answer;

Question:

Answer;

Question:

Answer:

Question;

Answer:

—2-

What makes you think that this agreement will bhe
any more successful than its predecessors in
reducing external imbalances?

There has been considerable adjustment {in exchange
rates since the Louvre. The coordination process
is working and, as the statement records, :
governments are taking additional actions to reduce
imbalances, Global economic growth {s being
maintained,

Are you satisfied with Japanese and German efforts
to promote growth or will You be seeking additional
measures, including larger tax cuts and lower
interest rates?

The U.S. 1is pleased by the actions taken by Japan
and Germany to improve growth and reduce external
imbalances. We believe that the measures being
taken are in the right direction and will have
their intended effects.

The U.S5. trade deficit continues to grow despite a
substantial dollar depreciation. Doesn’t this
suggest the need to reduce domestie consumption and
growth in order to achieve meaningful reductions in
the trade deficit?

The general trend has been for the trade deficit to
improve in volume terms. Exports are up and our
eéxternal account Is a major factor in U.S. growth,

With the measures referred to in the statement, we
should see a decline in external imbalances without
reducing U.S, growth.

When can we expect to see a lower U.S5. trade
deficit?

The U.S. trade deficit is improving in volume terms
and we would expect this trend to be treflected in
the value figures during 1988,



‘l'lo. Question: Does this statement meén that the Louvre ig dead?

Answer: This statement builds on the Louvre. As paragraph
1l makes clear, the basic objectives of the economic

po.icy coordination process are the same as in the
Louvre,
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From: Sir G.Littler
Date: 17 December 1987

CHANCELLOR

c.c. Sir P.Middleton
Sir T.Burns

PROSPECTIVE CALL FROM STOLTENBERG

Tietmeyer telephoned me last night: a l0-minute conversation which

was interesting both for what was and what was not said! He said

that Stoltenberg would want to call you some time this morning,
for the following purposes:
| - to check that you are content with the latest draft of
the G7 statement he has agreed with Baker: the text was
sent over last night and is attached;
- to tell you of the private arrangements he has made with
Baker and Miyazawa about intervention (Tietmeyer would
not or could not give me the details in advance);
- to seek your agreement to the form of announcement - the
proposal is that, assuming the U.S. confirm success with
Congress by Friday night (the process probably not to be
completed until Saturday), there should be simultaneous
announcement in all G7 capilals, probably at 1l a.m. our
time on Sunday 20 December;
- to seek your response to his message to you about U.K.

intervention in DM,

275 The last point was presented very much more as an extra
than as anything like a climax. It seems clear that the message
to you was drafted before I spoke with Tietmeyer following my

talk with you yesterday - and sent as drafted. Tietmeyer's first
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reaction to what I said at lunch-time was strong disappointment
that I refused to give a categorical assurance that "we would not
in any circumstances buy DM without Bundesbank consent". But he
did not revert to this in last night's conversation. My guess is
that Stoltenberg does not want a row with you - quite possibly
sent his message as a sop to the Bundesbank - and will be willing
to be persuaded to 'hope for the best' without pressing you now

for a more explicit assurance of the kind his message sought.

3. The draft statement contains no surprises. I have only two
comments at this stage:

- first, simply to draw your attention to the last sentence
of the first paragraph, which is a clever way of meeting
the U.S. wish for a reference to the 'indicators' work!

- secondly, the language is American in parts: e.g. in
para 1 "in-light-of".

The only change I would like to press is another of Mulford's

split infinitives - "to fully reflect" at the end of para 7.

4. It will be interesting to hear the details of the private
intervention agreement - I guess one of cross-rate upper and lower
limits. We can cope with the proposed publication arrangements

and I suggest should not try for anything different.

(Geoffrey Littler)
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18 December 1987

From the Private Secretary

N Ay,

The Prime Minister has asked me to write to record that
she disapproves most strongly of the G7 agreement on
concerted intervention which is now in prospect. She
believes it is simply tinkering and that intervention
without policy measures to improve the economic
fundamentals will be damaging rather than helpful, as she
and Secretary Shultz agreed in their recent conversation.

My understanding of her views is that the US should be
prepared to raise interest rates. But if they do not, the
dollar should be allowed to find its own level.

G7

The Prime Minister was also most concerned that she
learned about the possible agreement only at 1800 on a
Friday evening. She believes that it must have been at
least in the wind for some hours, if not days, and she would
prefer to have had an earlier opportunity to express her

views.
é"\/s’\ :
M

DAVID NORGROVE

Alex Allan, Esq.,
H.M. Treasury.

SECRET
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To help reassure financial markets by demonstrating that the GT
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. G7 STATEMENT: AWKWARD QUESTIONS
1 Why the Statement?
countries have been working closely together in recent weeks.

2 Why no G7 meeting?

Timing not yet right. Taking 1longer than expected ¢to get all
the components of a dollar stabilisation deal in place. But making
progress.

o 1 Will there be a G7 meeting early in the New Year?

L.N\L-:V-&g g L;sk.& @l A-J“L.Q,J 01\-«\-\@.)
Yes, I hope so, provided thatLgpppepPé&%e—&gpaﬁmﬁﬁyéﬁﬁr4xxﬁr1%znﬁmﬁ
N\ with the US on a dollar stabilisation package.

4, When will such agreement be reached?
Cannot say at this stage.

b What if the United States refuses to play ball?
1

Don't accept that this wipl be the outcome. Working closely with
the Americans.

6. Surely US right not to takec mcasurcs which would drive economy

into recession? : ] __”ﬂ_v_.—~—————————————*———\>
C_r;:.,_(\:-\ Aot ke iﬂ\a-] ‘:_ g""‘\nh.

No indication of any downturn in US economy:[\ Rapid dollar

depreciation much the more dangerous policy, '‘As UK  experience
in 1960s and 1970s showed.

% Nothing has been achieved of any value in recent weeks?

Not true. Value of recent policy adjustments in Europe, Japan
and the US should not be underestimated.
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8. Louvre in tatters?

A A
Not true, Statement restates many of :he[glements in Louvre, eg
the commitment to carry forward with economic policy coordinaticn
efforts in 1988 under Venice Summit arrangements; and the emphasis
on coordinataéwxﬂicy towards reducing external imbalances.

R (Y S
9. But nothing(gn monetary policy/exchange rates?

Not rtrue. Statement clearly says that monetary policies should

continue to be directed towards achieving strong economic growth

and price stability, as well as financial market stability. And
S+tatement- emphasises the value of more stable exchange rates and

the need for Governments to cooperate closely on exchange markets.

10. What is now the right level of exchange rates? No mention
of—Iouvre=form of woprdss- stablising rates around current

levels?

T
tbb\ﬁ-\-a,g

Not possible to reach an agreement on [_rates without US

participation. For the European currencies, the EMS will provide

a protection agaaﬁst extreme movementS.And UK policy will continue
Frod. L cclone . s s :

to focus on eehieving—maximum—stability, particularly against

the DM.

11. What prospects that US will eventually agree to dollar
stabilisation package?

Cannot say at this stage. UK and other countries will continue
to press Us authorities for a commitment on dollar
stabilisation/interest rates.

12. Are German measures sufficient?

Raet
We shall have to wait and see. 2art of the German problem is
inadequate growth in domestic demand and massive external surplus.
Fiscal reflation on its own 1is not the answer to these problems.
Lower interest rates and 1improved supply side performance also
required. German policies certainly moving in the right direction.

ro
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13. Thirty-three 1international economists say US budget deal
not enough?

Rnnsth
In general,é$tatemgﬁf unduly alarmist. Ci?ice not as stark as
presented (either[_proposed measures or[_prospects of -'a -world
recession). Chancellor has welcomed US budget deal as, going beyond
Gramm-Rudman in year eme and including a secondﬂ'yggﬁiJ *ﬁgygc'to
recognise that Americans had very difficult political balancing

act to perform:much credit to them that they brought it off.

14. What does paragraph 4 of Statement mean by Germans not seeking
"to off-set the budget revenue losses arising from recent
developments™?

15. Paragraph 8 of Statement refers to "further decline of the

dollar, or a rise in the dollar to an extent that it becomes
destabilising": why this apparent asymmetry?

C ]

a {
16. What does more stable exchange rates'(paragraph 8 of Statement)
mean? Is this not a retreat from Louvre?

Still working towards re—establishing a firm exchange rate agreement
on Louvre lines. This is as far as we can go at this stage.

17. The Annex says that UK Government "will continue to strive
to reduce inflation": 1is this no longer an aim of policy?

Of course it is, over the medium term. But have to recognise
that further progress in 1988 will be limited.
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TRANSLATION OF A FAX FROM MR STOLTENBERG, DATED 16 DECEMBER

o f i

Dear Colleague,

As I have already made plain to you on the phcne, the Federal
Government and the Bundesbank are extremely concerned about the
Bank of England's purchases of Deutschemarks in the last week.
Leaving to one side the current (1iterally "today's") situation,
this matter is one of such seriousness, that I would like to put our
position to you one more time.T? According to the Central Bank
agreement on the functioning of the EMS, balances in community
currencies which exceed the so called/@orking balarces can only be
held with the agreement of the Central Bank in question. The
German Bundesbank has refused to give the Bank of England its
consent for the purchases of Deutschemarks, because in the current
situation intervention of this kxind would 1increase the upward
pressure on the Deutschemark against other EMS currencies as well
as against the dollar. This could very quickly lead to significant
tensions and a political crisis 1in the EMS. Furtheg more,
purchases of Deutschemarks would have a Z?Pg??aence on our common
efforts to stabilize world currencies against the dollar, because
they would counter _act the effects of dollar purchases with
Deutschemarks.

For the Bank of England to continue or resume its purchases of
Deutschemarks on the currency markets would clash not only with
formal law but also with the principles of our co-operation until
now. This applxes to our co-operation on European currency policy
E)r polltlcs] and equally to our co-operation in GS G7.

I would therefore urje you most strongly to ensure that the Bank >f
England does not resume Deutschemark purchases without the
BundesbankKf consent. I must ask for the same assurance from you in
the context of the forthcoming conclusion of our efforts to reach a

common position in G7.

Sincerely

GS
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sUNUBSMINISTER DER FMIVANZEN

(raurheindorfer >trafle 1Us
Postfach 1308

Telefon: (0228} 682.4240

Durch Telekopie
The Hon arhatt§n/Ubermitteit
o am: /6. /2Uhrzeit:
Name: {{

Nigel Lawson

Chancellor ot the Exchequer
Parliament Street

London SW | P 3 AG

Sehr geehrter Herr Kollege,

wie ich lhnen schon an Telefon dargelegt habe, sind Bundesregicrung
und Bundesbank sehr besorgt Uber die DM-Kdufe der Bank of
England an den Devisenmdrkten in der vergangenen Woche.
Unabhdngig von der Situation des heutigen Tages handelt es

sich hierbei um ein so gewichtiges Problem, daB ich lhnen hierzu

nochmals unsere Auffassung darlegen machte.

Nach dem Abkommen der Zentralbanken lber die Funktionsweise

des EWS konnen Guthaben in Gemeinschaftswahrungen iiber die sog.
working balances hinaus nur mit Zustimmung der betrefiencen Zentral-
bank gehalten werden. Fiir die DM-Kiufe der Bark of Ergland nat cie
Deutsche Bundesbank die erforderliche Zustimmung verweigert, wetl
in der gegenwartigen Situation solche Interventionen den Aufwertungs-
druck auf die DM sowohl gegenuber den EWS-Wdhrungen a.s aieh
gegeniber dem Dollar verstirken wurden. Dies <ann sefr rasch

zu erheblichen Spannungen und e:ner politiscnen Krise .m EWS ilhren.
AuBerdem wirden durch DM-Kiufe unsere gemeinsamen Bemutungen
um eine Stabilisierung der Wechselkurse gegeniber decm Dollar beein-

trachtigt, da Dollar-Kdufe gegen DM damit konterkariert wiirden.
Eine Fortsetzung bzw. Wiederaufnahme von NDM-Kdufen an den

Nevisenmarkten durch die Bank of England wirden sowohl gegen

[uiinales Rache als aueh gegen die Crundcitae uncerer bicherigen

P



Zusammenarbeit verstoflen. Das gilt fir die Zusammenarbeit in

der europdischen Wahrungspolit:k und ebenso fiir die <usammenarbeit

in der Finfer- bzw. Siebener-Gruppe.

Ich méchte Sie deswegen dringend Sitten, dafiir Sorge zu tragen,
dafl die Bank of England die Praxis der DM-Kiufe ohne E.nvernehimen
mit der Bundesbank nicht wiecer aufmimmt. Auch im Hinblick auf
den bevorstehenden AbschiuBl unserer Bermnihurgen uim eine geme:insame
Position im Kreis der Siebener Gruppe muB} ich eine erisprechende

Zusicherung von lhnen erwarzen.

Mit freundlichen Gruflen

mwhﬂwfg
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Dear Colleague, /7’2_.

As I have already made plain to you on the phone, the Federal
Government and the Bundesbank are extremely concerned about the
Bank of England's purchases of Deutschemarks in the last week.
Leaving to one side the current (literally "today's") situation,
this matter is one of such seriousness, that I would like to put our
position to you one more time.1? According to the Central Bank
agreement on the functioning of the EMS, balances in community
currencies which exceed the so called/@orking balances“can only be
held with the agreement of the Central Bank in question. The
German Bundesbank has refused to give the Bank of England its
consent for the purchases of Deutschemarks, because in the current
situation intervention of this kind would increase the upward
pressure on the Deutschemark against other EMS currenc.es as well
as against the dollar. This could very quickly lead to significant
tensions and a political crisis in the EMS. Furtherg more,
purchases of Deutschemarks would have a le?f%ence on our common
efforts to stabilize world currencies against the édollar, because
they would counter _act the effects of dollar purchases with
Deutschemarks.

For the Bank of England to continue or resume its purchases of
Deutschemarks on the currency markets would clash not only with
formal law but also with the principles of our co-operation until
now. This applxes to our co-operation on European currency policy
[br polltlcé] and equally to our co-operation in G5/G7.

I would therefore urge you most strongly to ensure that the Bank of
England does not resume Deutschemark purchases witahout the
BundesbanKf consent. I must ask for the same assurance from you in
the context of the forthcoming conclusion of our efforts to reach a
common position in G7.

Sincerely

GS
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Telefon' 0228 682.4240

Durch Telekopie
arhatén/Ubermitteit
The Hon. am: AG6. /2Uhrzeit:

Nigel Lawsaon Name: h,

Chancellor ot the Exchequer
Parliament Street

London SW | P 3 AG

Sehr geehrter Herr Koliege,

wie ich lhnen schon an Telefon dargelegt habe, sind Bundesregicrung
und Bundesbank sehr besorgt Uber die DM-Kaufe der Bank of
England an den Devisenmdrkten in der vergangenen Woche.
Unabhingig von der Situation des heutigen Tages handelt es

sich hierder um ein so gewichtiges Problem, daB :ch lhnen hierzu

nochmals unsere Auffassung darlegen mdchte.

Nach dem Abkommen der Zentralbanken lber die Funxtionsweise

des EWS konnen Guthaben in Gemeinschaftswahrungen iiber die sog.
working balances hinaus nur mit Zustimmung der betreifercer Zentral-
bank gehalten werden. Fiir die DM-Kdufe der Bark of Ergland nat die
Deutsche Bundesbank die erforderliche Zustimmung verweigert, we:l
in der gegenwart.gen Situation solche Interventionen Jen Aufwertungs-
druck auf die DM sowohl gegenuber den EWS-Wahrungen a.s auch
gegeniber dem Dollar verstarken wurden. Dies <ann sebr rasch

zu erheblichen Sparnungen und e:ner politiscnen Krise .in EWS ilhren.
AuBerdem wiirden durch DM-Kaufe unsere gemeinsamen Bemuhungen
umn eine Stabilisierung der Wechselkurse gegeniuber dem Dollar beein-

trachtigt, da Dollar-Kdufe gegen DM damit konterkar.ert wiirden.
Eine Fortsetzung bzw. Wiederaufnahme von NDM-Kaufen an den

Nevisenmirkten durch die Bank of England wurden sowohl gegen

[uiiuales Rache als aueh gegen die Crundedtae uncerer bisherigsn
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Zusammenarbeit verstofen. Das gilt fir die Zusammenarbeit in

der europdischen Wahrurgspolit.k und ebenso fir die Jusammenarbe!t

in der Funfer- bzw. Siebener-Gruppe.

Ich méchte Sie deswegen 2r.ngend Sitten, dafijr Sorge zi tragen,

daBl die Bank of England die Praxis der DM-Kiufe oh-e E.nverretimen
mit der Bundesbank nicht w.eder aufrimmt. Auch :m Hindlick auf

den bevorstehenden Anschlul unserer Bemihurgen uin sine geme:nsame
Position im Kreis der Siehener Gruppe muf} ich =:ne e~ lsprechende

Zusicherung von lhner erwar:en.

Mit freundlichen Gruflen

/eogawhﬂwmg
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FROM: MISS M P WALLACE
DATE: 18 December 1987

NOTE FOR THE RECORD cc Sir P Middleton
Sir G Littler
Sir T Burns

TELEPHONE CALL WITH STOLTENEBERG

The Chancellor spoke briefily with Stoltenberg on the telephone
this afternoon.

2 . The Chancellor said that Britain could take part in the
understanding on intervention set out in Stoltenberg's note.
Stoltenberg welcomed this. The Chancellor asked when a communique
could be expected. Stoltenberg said that he had agreed w:th Baker
that they would get in contact once the US Budget package had been
ratified by Congress, and aim to publish the communique in all
countries at the same time. It was now less likely that it would be
possible to publish on Sunday. Stoltenberg was to leave Bonn
tomorrow (Saturday):; Tietmeyer would be leaving on Sunday, but
would remain in contact with his office. The timing of the

announcements could be sorted out by officials.

. Both the Chancellor and Stoltenberg agreed that it had been
most unhelpful of Miyazawa to hint at the possibility of

communique. This would undoubtedly already have weakened the
effect of a communique. The Chancellor and Stoltenberg hoped that

the uncertainty in Congress would soon be over.

MPw .

MOIRA WALLACE
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FROM: R I G ALLEN
DATE: 21 DECEMBER 1987

PS/CHANCELLOR cec Sir Peter Middleton
Sir G Littler
Sir T Burns

G7 STATEMENT: AWKWARD QUESTIONS

I enclose a copy of the Q/As as approved by the Chancellor.

ks

R I G ALLEN

Encs
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G7 STATEMENT: AWKWARD QUESTIONS

193 Why the Statement?

There has been considerab’e progress made 1in discussions between
G7 countries recently and it seems appropriate to record that
in an agreed communique. It demonstrates the continuing cooperation
between GT7 countries.

2l Why no G7 meeting?

We were able to agree this communique without the need for a
meeting.

Sk Will there be a G7 meeting early in the New Year?

Possibly. It would be an opportunity to build furtrer on the
cooperation demonstrated by this statement.

by, What if the United States refuses to play ball?

US has played a lead part on this communique.

i Surely US right not to take measures which would drive economy
into recession?

Talk of recession is absurd. No indication of anyv downturn in
US economy: If anything domestic demand growing too strongly
and may be inhibiting improvement of US current account. Rapid

dollar depreciation much the more dangerous policy, as UK experience
in 1960s and 1970s showed.

6. Nothing has been achieved of any value in recent weeks?

Not true. Value of recent policy adjustments in the US, Japan
and Europe, should not be underestimated.
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(e Louvre in tatters?

Not true. The Louvre Accord identified the right okjectives and
the necessary adjustments of economic policies to bring about
a reduction of external imbalances. Present Statement confirms
those elements of Louvre, and the further actions taken to carry
them forward.

8. But nothing in Statement on monetary policy/exchange rates?

Not true. Statement clearly says that monetary policies should
continue to be directed towards achieving strong ecoromic growth
and price stability, as well as financial market stability. And
emphasises the value of more stable exchange rates and the need

for Governments to cooperate closely on exchange markets.

9. What is now the right level of exchange rates? No mention
of stabilising rates around current levels, as in Louvre?

The Statement (para 8) makes clear that " .... either excessive
fluctuation of exchange rates, a further decline of zhe dollar,
or a rise in the dollar to an extent that becomes destabilising
to the adjustment process, could be counterproductive >y damaging
growth prospects in the world economy."

10. Paragraph 8 of Statement refers to "further decline of the
dollar, or a rise in the dollar to an extent that it becomes
destabilising": why this apparent asymmetry?

Reflects the fact that recent movement has been almost entirely
in one direction; and that the dollar is now probably undervalued.

11. What does "more stable exchange rates"™ (paragraph 8 of
Statement) mean? Is this not a retreat from Louvre?

Events have moved on since the Louvre. Exchange rates have clearly
not been "stable" over the last few weeks. This marks a return
to the Louvre principles of working to secure stability.
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12. But no US commitment to raise interest rates to defend dollar?

See para 5 of Statement. You will have to wait and see what happens
in practice.

13. Are German measures sufficient?

We shall have to wailt and see. Root of the German problem is
low growth as a result of supply-side weaknesses. Fiscal reflation
is not the answer to these problems. Current low interest rates
and promised tax cuts will help, but improved supply side

performance required. German policies moving in the right
direction.

1}, Thirty-three international economists say US Dbudget deal
not enough?

In general, economists' statement unduly alarmist (large groups
of economists not always sensible - 364). Choice not as stark
as presented (either on proposed measures or on prospeets of :a
world recession). Chancellor has welcomed US budget deal as going
beyond Gramm-Rudman in year 1 and including a second year of further
measures. Have to recognise that Americans had very difficult
political balancing act to perform: much credit to them that they
brought:! it off,

15. What does paragraph 4 of Statement mean by Germans rot seeking
"to offset the budget revenue 1losses arising from recent
developments"?

Some indirect tax increases which had been planned as partial

offset to revenue losses from tax reductions have been defarred.

16, The Annex says that UK Government "will continue to strive
to reduce inflation": is this no longer an aim of policy?

Of course it is. There is no change in UK policy here.
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FROM: MISS M P WALLACE
DATE: 21 December 1987

SIR G LITTLER cc Sir P Middleton
Shr I Burns

G7

We have told the Chancellor about David Norgrove's letter of
18 December. He sees no need for an immediate response, but will
consider the matter when he sees the letter and your draft reply,
(éent by box, lunchtime today)

I

MOIRA WALLACE
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The Right Honorable

Nigel Lawscon
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¢/éz;¢22;bwé?24%(2§;;&? Roma, 21 dicembre 1987

Dear colleague,

having considered the whole text of our statement,
I have decided to proposeé scme changes 1in the section devoted to
the Italian economy,

Please find the new text in the annex.

With my best regards,

Giuljano Agato



The Government of Italy, in a context of a continuous
significant growth, has taken tempcrary measures to halt the deteriora-
tion of the balance of payments due to a higher rate of domestic cemand
in Italy than in other industrialized countries. For 1988 the objective
embodied in the Finance Bill is to maintain a relatively high level of
growth and to reduce inflation, while making further progrees in
correcting the public sector imbalance,

In the medium term, to alleviate unemployment the Italian
authorities intend to achieve satisfactory rates of growth while
maintaining the balance of payments current account in substantial
equilibrium, to atabilize the debt/GDP ratio and to devote more
resources to the financing of productive as well as infrastructural

investments, thus improving the quality of public services,
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David Norgrove Esqg
No 10 Downing Street 21 December 1987

e Do

G7

You wrote to Alex Allan on 18 December about the G7 agreement.
There is quite a history to this.

Already in October there were moves within the G7 to try to restore
the co-operation which had effectively been damaged during the
second and third weeks of that month. Most of the group, including
the Chancellor, were thinking in terms of an early G7 meeting and
hoping for a reasonably solid agreement. But as bilateral
discussions proceeded it became clear: first, that in the common
view of the UK, Japan, France, Italy and also (though a 1little
ambivalently) Germany, an effective agreement required a
willingness by the US to raise their domestic interest rates (or
take other action to finance their external deficit such as foreign
currency borrowing); and secondly, that the US were not prepared
to accept this condition.

The main task of negotiating on an earlier draft (which covered the
points the UK and others believed necessary) was undertaken by
Baker and Stoltenberg. On 7 December, in the margins of an ECOFIN
meeting, the Finance Ministers of the four European G7 members met
and Stoltenberg produced a draft very like the present one as the
maximum the US would accept. It was then agreed by the four that
such a draft was not good enough for a G7 meeting - indeed it would
be better to hold no meeting than one with such a poor outcome.
Stoltenberg agreed to try again for two or three key additions and
amendments, but offered little hope of success (and this was later
shown to be right).

Concern was expressed however that failure to hold a G7 meeting
might itself create disappointment and hence market problems. The
Chancellor then offered the idea that the statement as it stood,
which did record some economic and monetary action of the required
kind, might be worth publishing without a meeting. Particularly
since G7 meetings have become such media events, it could perhaps
be useful to show that consultation was taking place and some
relevant action was being taken without the necessity for a
meeting. This might also be a useful precedent for the future. The
others found this idea attractive - as also did Baker when it was
put to him.



/

The Chancellor continues to see advantage in EZ&S arrangement, even
though the statement lacks new substance. T idea of a separate
understanding about co-operative intervention/, intended to operate
as soon as the statement has been published,/ did nct ewrerge until
very much later, as a result of discussions between zhe US, Germany
and Japan. On the substantive point the Primeé Minister kas raised,
the Chancellor entirely agrees; and indeed has frequently pointed
out, that the need is for the US authorities\to be willing to use
interest rates to help inter alia to attract \the private funds to
meet the continued external financing need ¥t current exchange
rates. The trouble with letting the dollar find "its own level" is
that such a 1level, if determined solely a nervous and
disappointed market, may in the short term be so Blow as to cause a
good deal of damage to world economic activity, and set off a
legacy of new distortions for the future. None of this would help
the UK. While the current US policy posture is far from
satisfactory, the fact that they are apparently now ready to
intervene in support of the dollar may lead them to take more
substantive steps later. Meanwhile, any UK contribution to
concerted intervention under this agreement would be minimal.

Ym sn

i

J M G TAYLOR
Private Secretary
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;»/ . From: Sir G.Littler
Ciovllont . Date: 21 December 1987

MR J M G TAYLOR 14

, c.Z2. Sir P.Middleton
/12 Sir T.Burns

G7 STATEMENT - P.M.'S VIEWS

You will no doubt be sending a copy of Mr Norgrove's letter of
18 December to the Chancellor. I attach a draft Private Secretary

reply which he might like to consider.

/
ot
f (Geoffrey Littler)




SECRET

DRAFT LETTER TO:

David Norgrove Esq
No 10 Downing Street

G7

You wrote to Alex Allan on 18 December about the G7 agreement.

There is quite a history to this.

Already in October there were moves within the G7 to try to
restore the cooperation which had effectiéiy been badly damaged
during the second and third weeks of that month. Most of the
group, including the Chancellor, were thinking in terms cf an
early G7 meeting and hoping for a reasonably solid agreement. But
as bilateral discussions proceeded it became clear: first, that in
the common view of the U.K., Japan, France, Italy and als> (though
a little ambivalently) Germany, an effective agreement required a
willingness by the U.S. to raise their domestic interest rates (or
take other action to finance their external deficit such e&s
foreign currency borrowing); and secondly, that the U.S. were not

prepared to accept this condition.

The main task of negotiating on an earlier draft (which covered
the pgints the U.K. an%}others believed necessary) was undertaken
by Stézgﬁﬁzeé;:gggﬁggi;r. //gn 7 December, in the margins of an
ECOFIN meeting, the Finance Ministers of the four European G7
members met and Stoltenberg produced a draft very like the present

one as the maximum the U.S. would accept. It was then agreed by

the four that such a draft was not good enough for a G7 meeting -



SECRET

indeed it would be better to hold no meeting than one with such a
poor outcome. Stoltenberg agreed to try again for two or three
key additions and amendments, but offered little hope of success

(and this was later shown to be right).

Concern was expressed hocwever that failure to hold a G7 mweeting
might itself create disappointment and hence market problems. The
Ché?ellor then offered the idea that the statement as it stood,
which did record some economic and monetary action of the required
kind, might be worth publishing without a meeting. Particularly
since G7 meetings have become such media events, it could perhaps
be useful to show that consultation was taking place and some
relevant action was belng taken without the nece551ty for a

[ ﬁs Ll ale ‘é‘/ P «J'{f» /bifu c )

meeting. f*The others foun this idea attractive - as also did

Baker when it was put to him.

The Chancellor continues to see advantage in this arrangement,
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The trouble with letting the dollar find "its own level" is that

such a level, if determined solely by a nervous and disappointed

L% b ftve
market, $§?76€so low as to cause a good deal of damage —o world

economic activity, and set off a legacy of new distortions for

the future. None of this tsl-l help the U.K. Wie Ao cumnt US
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LONDON SWIA 2AA

From the Private Secretary v Degeiiber 1987

N, Maox,

The Prime Minister has asked me to write to record -hat
she disapproves most strongly of the G7 agr=ement on
concerted intervention which is now in prospect. She
believes it is simply tinkering and that intervention
without policy measures to improve the economic
fundamentals will be damaging rather than helpful, as she
and Secretary Shultz agreed in their recent conversation.

My understanding of her views is that the US should be
prepared to raise interest rates. But if they do not, tre
dollar should be allowed to find its own level.

G7

The Prime Minister was also most concerned that she
learned about the possible agreement only at 1800 on a
Friday evening. She believes that it must have been at
least in the wind for some hours, if not days, and she would
prefer to have had an earlier opportunity to express her

views.
é—w ;
B aid

DAVID NORGROVE

Alex Allan, Esq.,
H.M. Treasury.

SECRET
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To
The Right Honorable
Nigel Lawson

Chancellor of the Exchequer

H.M., Treasury

Fax 00441 - 8392029 or 2705653

Enel .n.2
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4zé42%u¢a¢ Roma, 21 dicembre 1987

Dear colleagus,

having considered the whole text of our statament,
I have decided to propose some changes iIn the section devoted to
the Italian economy,

Pleage find the new text in the annex.

With my best regards,
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The Government cf Italy, in a context of & rcontinuocus
gignificant growth, has taken temporary measures to halt the deteriora-
tion of the balance of payments due to a higher rate of domestic demand
in Italy than in other industrialized countries., For 1988 the objective
embodied in the Finance Bill is to maintain a relatively high level of
growth and to reduce inflation, while making further progress in
correcting the public mgector imbalance,

In the medium term, to alleviate unemployment the Italian
authoritieg Iintend +to achieve gsatisfactory rates of growsh while
maintaining the balance of payments current account in substantial
equilibrium, to atesbilize the debt/GDP ratle and to devote more
resources to the financing of productive as well ag infrastructural

invegtments, thus improving the guality of public services.

(1]
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¥

Dear colleague,

having considered the whole text of our statement,
I have decided to propose some changes 1n the section devotsd to
the Italian economy,

Please find the rew text in the annex,

With my best regards,

Big
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From: Sir G.Iittler
Date: 21 December 1987

MR J M G TAYLOR

c.c. Sir P.Middleton
Sir T.Burns

G7 STATEMENT - P.M.'S VIEWS

You will no doubt bhe sending a copy of Mr Norgrove's letter of
18 December to the Chancellor. I attach a draft Private Secretary

reply which he might like to consider.

/v
,//(éeoffrey Littler)
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DRAFT LETTER TO:

David Norgrove Esg
No 10 Downing Street

G7

You wrote to Alex Allan on 18 December about the G7 agreement.

There is quite a history to this.

Already in October there were moves within the G7 to try to
restore the cooperation which had effectivly been badly damaged
during the second and third weeks of that month. Most of the
group, including the Chancellor, were thinking in terms of an
early G7 meeting and hoping for a reasonably solid agreement. But
as bilateral discussions proceeded it became clear: first, that in
the common view of the U.K., Japan, France, Italy and also (though
a little ambivalently) Germany, an effective agreement required a
willingness by the U.S. to raise their domestic interest rates (or
take other action to finance their external deficit such as
foreign curfency borrowing); and secondly, that the U.S. were not

prepared to accept this condition.

The main task of negotiating on an earlier draft (which covered
the points the U.K. and others believed necessary) was undertaken
by Stoltenberg and Baker. On 7 December, in the margins of an
ECOFIN meeting, the Finance Ministers of the four European G7
~members met and Stoltenberg produced a draft very like the present
one as the maximum the U.S. would accept. It was then agreed by

the four that such a draft was not good enough for a G7 meeting -
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indeed it would be better to hold no meeting than one with such a
poor outcome. Stoltenberg agreed to try again for two or three
key additions and amendments, but offered little hope of success

(and this was later shown to be right).

Concern was expressed however that failure to hold a G7 meeting
might itself create disappointment and hence market problems. The
Chacellor then offered the idea that the statement as it stood,
which did record some economic and monetary action of the required
kind, might be worth publishing without a meeting. Particularly
since G7 meetings have become such media events, it could perhaps
be useful to show that consultation was taking place and some
relevant action was being taken without the necessity for a
meeting. The others found this idea attractive - as also did

Baker when it was put to him.

The Chancellor continues to see advantage in this arrangement,
even though the statement lacks new substance. Germany and Japan

and the United States also attach importance to the private

understandings reached about cooperative intervention, which are
intended to operate as soon as the statement has been published
and - although this is also inadequate - the fact that the U.S.
are willing to reach such an agreement may be a hopeful sign for

a more effective agreement later.

On the substantive point the Prime Minister has raised, the
Chancellor entirely agrees that the need is for the U.S.

authorities to be willing to use interest rates to help attract
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at current exchange rates the continued external financing need.
The trouble with letting the dollar find "its own level” is that
such a level, if determined solely by a nervous and disappointed
market, may be so low as to cause a good deal of damage to world
economic activity, and set off a legacy of new distortions for

the future. None of this will help the U.K.

(Jonathan Taylor)
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G7 STATEMENT: AWKWARD QUESTIONS \
AN VT 0 SR Q}\J\ e ooty

byt @ oar by W flay &
< 4o Why the Statement? “\hi ( f | QJ\

To help reassure financial markets by demonstrating that the G7
countries have been working closely together in recent weeks.

23 Why no G7 meeting?

Timing  not yet: right. Taking longer than expected to get all
the components of a dollar stabilisation deal in place. But making

progress.

3% Will there be a G7 meeting early in the New Year?

ok yoc i ag s (:.l ML@J Aot
Yes, I hope so, provided thatL :

with the US on a dollar stabilisation péckage.
., When will such agreement be reached?
Cannot say at this stage.

e What if the United States refuses to play ball?

5 |
Don't “accept . that wthis wipl be the outcome. Working closely with

the Americans.

6 Surely US right not to take measures which would drive economy

into recession? el 0 e o I TN,
Gl e s gy &ty )

No indication of any downturn in US economy: Rapid dollar

depreciation much the more dangerous policy, as UK experience
in 1960s and 1970s showed.

(2 Nothing has been achieved of any value in recent weeks?

Not true. Value of recent policy adjustments in Europe, Japan
and the US should not be underestimated.
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8. Louvre in tatters?

Fla
Not true, Statement restates many of the[glements in Louvre, €g
the commitment to carry forward with economic policy coordination
efforts in 1988 under Venice Summit arrangements; and the emphasis
on coordlnateélpollcy towards reducing external imbalances.

R 4 Y POy
9. But nothing(gn monetary policy/exchange rates?

Net -true. Statement clearly says that monetary policies should
continue to be directed towards achieving strong economic growth
and price stability, as well as financial market stability. And
S+etement- emphasises the value of more stable exchange rates and

the need for Governments to cooperate closely on exchange markets.

10. What is now the right level of exchange rates? No mention
= : stablising rates around current

levels?

e e s

Not possible to reach an agreement on [_rates without US

participation. For the European currencies, the EMS will provide
a protection against extreme movements, And UK policy will continue

FYreA i\ Coborne
to focus on easehiewinsl-maximum- stability, particularly against

the DM.

11. What prospects that US will eventually agree to dollar
stabilisation package?

Cannot say at this stage. UK and other countries will continue
to press UsS authorities For a commitment on dollar
stabilisation/interest rates.

12. Are German measures sufficient?

Roet
We shall have to wait and see. Rart of the German problem 1is
inadequate growth in domestic demand and massive external surplus.
Fiscal reflation on its own is not the answer to these problems.
Lower interest rates and improved supply side performance also
required. German policies certainly moving in the right direction.
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13. Thirty—-three international economists say US budget deal
not enough?

Rtk
In general,[ﬁtateme&} unduly alarmist. CR?ice not.as  Stark as
presented (either[_proposed measures <n?éprospects of a world
recession). Chancellor has welcomed US budget deal as, going beyond
Gramm—-Rudman 1in year ;ne~ and 1including a second“'y aq& MQQVE"to
recognise that Americans had very difficult political balancing

act to performimuch credit to them that they brought it off.

14. What does paragraph 4 of Statement mean by Germans not seeking
"to off-set the budget revenue 1losses arising from recent
developments"?

15. Paragraph 8 of Statement refers to "further decline of the

dollar, or a rise in the dollar to an extent that 1t becomes
destabilising": why this apparent asymmetry?

L ]

A {
16. What does more stable exchange rates'(paragraph 8 of Statement)
mean? Is this not a retreat from Louvre?

Still working towards re—establishing a firm exchange rate agreement
on Louvre lines. This is as far as we can go at this stage.

17. The Annex says that UK Government "will continue to strive
to reduce inflation": 1is this no longer an aim of policy?

Of course it 1is, over the medium term. But have to recognise
that further progress in 1988 will be limited.



SECRET
From: Sir G.Littler
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MR J M G TAYLOR
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Mr R I G Allen

G7 STATEMENT

The Italians have proposed a small revision of the passage about
Italy in the Annex, which is acceptable and should therefore be

substituted for the earlier version.

2:. The text from which we are working is that circulated as
an attachment to my minute of 17 December. The sheet attached to
this minute should be substituted for page 2 of the annex in that

earlier version.

///kGeoffrey Littler)



continue to maintain appropriate conditions for sustained non-
inflationary growth.

: The Government of Italy, in the context of continuous
si%nificant'growth, has taken temporary measures to halt Lhe
deterioration of the balance of payments due to a higher rate of
domestic demand in Italy than in other industrialized countries.
For 1988 the objective embodied in the Pinance Bill is to maintain
a relatively high level of growth 2nd to reduce inflation, while
making progress in correcting the public sector imbalance.

In the medium-term, to alleviate unemployment the Italian
authorities intend to achieve satisfactory rates of growth while
maintaining the balance of ﬁayments current account in substantial
equilibrium, to stabilize the debt/GDP ratio, and to devote more
resources to the financing of productive as well as infra-
structural invegtments, thus improving the quality of public
services,

The Government of Japan noted that the Japanese economy is in
a vigorous expansionary phase, led by domestic demand growth. The
Government will steadfastly continue implementing the 6 trillion-
yen-plus package decided on last May, and will see to it that in
. the FY 1988 budget the expenditure for general public works will
‘'not be less than that for the FY 1987 budget including the July
supplemental. :

The Bank of Japan will follow appropriate and flexible

monetary policy supportive of non-inflationary growth and exchange
rate stability.

The United Kingdom Government, in the context of the Britisgh

economy’s continued vigorous arowth of output and domestic demand,
coupled with sound public finances, will continue to strive to

reduce inflation by pursuing a prudent monetary policy, while
increasing its capacity for non-inflationary growth by further
measures designed to free the operation of markets and increase
the efficient use of resources, including tax reduction and tax
reform. Public expenditure will continue to increase less rapidly
than the growth of the economy as a whole, and the government will
continue to work for the dismantling of barriers to trade both
within the European Communlity and in the context of the Uruguay
round of the GATT.

The United States Government has secured Ccngressional action
to implement the agreement between the President and the
bipartisan Leadership of the Congress on a two-year package of

1681






23 December 1987

STATEMENT OF THE GROUP OF SEVEN

The Finance Ministers and Central Bank Governors of seven
major industrial countries have conducted close consultations
in recent weeks on thelr economic policies and prospects in
light of developments in financial markets, They reaffirmed
thelr conviction that the basic objectives and economic policy
directions agreed in the Louvre Accord remain valid and
provide for a positive development of the world economy, They
will continue to carc¥ forward their economic policy
coordination afforts in 1988 under the arrangements endorsed
at the Venice summit, :

Tha Ministers and Governors reemphasized their view that the
major external imbalances in the world economy must be
corrected. The policies which have been implemented this year
are graduall showing the intended effects. 1In particular,
the balance between domestic demand and output in the United
states and in Japan and the Federal Republic of Germany has
cshifted in & direction which promotes external adjustment and
in volume terms their trade imbalances are diminishing. The
greater stability of exchange rates achieved for much of the
past year, following the earlier substantial exchange rate
changes, contributed to this adjustment. The marked exchange
rate changes over the past few weeks, however, stress the need
to strengthen underlying economic fundamentals and to continue
policy cooperation. ; ;

Developments in stock warkets since mid October may have some
adverses effect on prospects for economic growth for the
industrialized countries as a group. The Ministers and
Governors belleve, however, that with sound economic policles
and effective coordination the rate of growth should ge
substantial. To this end they agreed that appropriate
policies for strengthening non-inflationary growth in thelr
countries are necessary.

Accordingly, the Ministers and Governors agreed to intensify
their economic policy coordination efforts. Their common
efforts are directed towards reducing external imbalances. In
particulaer, the United States has secured Congressional action
to implement the agreement between the President and the
bipartisan Congressional Leaderzhip on a two-year package of
additional budget savings that will reinforce progress 1in
reducing the budget deficit. Japan has implementad a major
stimulus program to strengthen domestic demand and will see to
it that in the FY 1988 budget the exgenditure for general
public works will not be less than that for the FY 1987 budget
including the July supplemental. The federal Republic of
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Germany is supplementing-the previously announced increase in
tax reductions in 1988 with new measures to increase
investment and will not seek to cffset the budget cevenue
logses arising from recent developments. There have also been
coordinated reductions in interest rates in Europe which
should contribute to the ex ansion of domestic demand and
reduce trade imbalances. The specific policy intentions and
undertakings by each country ara set forth in the annex to
this statement.

The Ministers and Governors are of thae view that the recent
monetary policy decisions and the reduction of interest rates
in some countries were appropriate and will contribute to &
restoration of stabllity ta financial markets. They agreed
that monetary policies should continue to be directed towards
providing adequate monetary conditions to achieve strong
economic growth in the con ext of price stability as well as
to foster financial market stability.

Tha Ministers and Governors strongly rejected protectionist
measures as & means of dealing with present imbalances.
Protectionisn constitutes 2 d?rect and serious danger to world
prosperity and efuilibcium and would have harmful conse uences
¢cr those countries which regsort to it. They reaffirme thelr
determination to fight protectionism and to prcmote an Open
world trading system.

The Ministers and Governots believe that the reduction of
world trading imbalances requires cooperative action by other
countries, particularly those with surpluses. They expressed
pacticularly serious concern that some npewly industrialized
economies have failed to take adequate action ta deal with
large and growing trade surpluses which are exacerbating
global imbalances and fostering protectionist presgures. They
uried the newly industrialized economies to implement without
delay trade and exchange rate policies that will facilitate
the reduction of excessive trade surpluses and allow theic
currencies to fully reflect the strong competitive position of
their economies,

The Ministers and Governors agreed that either excessive
fluctuation of exchange rates, & further decline of the
dollar, otf a rise in the dollar to an extent that becomes
destabilizing to the adjustment process, could be countert-
productive by damaging growth prospects in the world economy.
Theg reemphasized their ~ommon interest in more stable
exchange rates among thelr currencies and agreed to contlinue
to cooperate closely {n monitoring and implementing policles
to strengthen underlying economic fundamentals to foster
stability of exchange rates. in addition, they agreed to
cooperate closely on exchange markets. The Ministers and
Governors stressed the need for consistent and mutually
gupportive policies and believe that the measures being taken
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, will accelorate progresa”towards the increased, more balanced

*’ economic growth, and sustainable external positions necessary
for greater exchange rate stability.



‘ Annex

Policy Intentions and Undertakings

The Government of Canada's giscal strategy has succeeded in
achieving & drop in the rate of growth of its spending and
substantial, on-going declines in the budget deficit. Marked
progregs has been made in slowing the growth of debt, and towards
(Le medium tcrm objective nf stabilizing the debt-to-GDP ratio.
Fiscal restraint has been AcCCOM anled by impressive growth of
domesti¢ demand, output and employment. Major structural
initiatives directed &t ennanciuy Lunpetitivensces and rthe
underlying potential of the economy have been undertaken,
particularly tax reform and the negotiation of a free trade
agreement with the United States. Monetary policy remains geared
tohzog-inflntionary growth in a climate of orderly exchange
markets,

The Government of France has fully met its commitment to
reduce its fiscal deflcit and tax burden. The fiscal deficit will
be reduced by 0.8% of GNP from 1986 to 1988. Over the same period
of time, tax cuts will amount to 1.3% of GNP. A further reduction
of 45 billion french francs in the fiscal deficit and an
additional 45 billion french francs in tax cuts are gscheduled in a
1989-1991 three year program which constitutes the long term
strategy of the ?overnment and will be implemented in the year1¥
budgets. The privatization program decided upon in early 1987 1s
being carried out, and its initial objectives have even been
surpassed. The full implementation of the program will be resumed
as soon as market conditions permit. ;!

The French Government will continue to pursue its adjustment
and liberalization policies. New measures to sustain household
gavings, develop financial markets and improve the competitiveness
of £irms have been taken. Additional steps will be taken in the
same dirzection in 1988. ;

The Government of the Federal Republic of Germany has
increased the gmuun: of the tax reaucgions Tor 1988 and beyond
toc about 14 billion DM, &nd will uuL sesk to offcet tha hndgat
revenue losses arising from recent developments. In addition, the
necessary decisions have been taken for the structural tax teform .
with 3 turtlhier net tox redugkien of 20 billion DM from 1990
onwara.

In order to strengthen grivata and public investment, the
Federal Government will provide speclal ioans for the next 3 years
of about 21 billion DM under preferential conditions. Morgover,
it will accelerate investment {n telecommunication infrastructure
and take initiatives for further deregulation of markets.

The Bundesbank has reduced short-term inti:est rates
substantially during the last few weeks, Mcnetary pollcy will



continue to maintain appropriate conditions for sustained non-
inflationary growth.

i The Government of Italy, in the context of continuous
signiticant'growth, has taken temporary measures to halt Lhe
deterioration of the balance of payments due to a higher rate of
domestic demand in Italy than in other industrialized countries.
For 1988 the objective embodied in the Pinance Bill is to maintain
a relatively high level of growth and to reducc -inflation, while
making progress in correcting the public sector imbalance.

In the medium-term, to alleviate unemployment the Italian
authourities fntend to achieve satisfactory rates of growth while
maintaining the balance of gayments current account in substantial
equilibrium, to stabilize the debt/GDP ratio, and to devote more
resources to the financing of productive as well as infra-
structural investments, thus improving the quality of public
services.

The Government of Japan noted that the Japanese economy is in
a vigorous expansionary phase, led by domestic demand growth. The
Government will steadfastly continue implementing the 6 trillion-
yen-plus package decided on last May, and will see to it that in
the FY 1988 budget the expenditure for general public works will

- ‘not be less than that for the FY 1987 budget including the July

supplemental.

The Bank of Japan will follow appropriate and flexible

monetary policy supportive of non-inflationary growth and exchange
rate stability.

The United Kingdom Government, in the context of the British

economy’s continued vigorous arowth of output and domestic demand,
coupled with sound public finances, will continue to strive to

reduce inflation by pursuing a prudent monetary policy, while
increasing its capacity for non-inflationary growth by further
measures designed to free the operation of markets and increase
the efficlent use of resources, including tax reduction and tax
reform. Public¢ expenditure will continue to increase less rapidly
than the growth of the economy as a whole, and the government will
continue to work for the dismantling of barriers to trade both
within the European Community and in the context of the Uruguay
round of the GATT.

The Urnited States Government has secured Congressional actio
to implement the agreement between the President and the .
bipartisan Leadership of the Congress on a two-year package of
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bulget ‘savings to reduce the U.5. budget deficit. This agreement
provides for total budget savings, through a combination of ;
spending restraint and increased taxes, in figcal 1988 and 1989 of

approximately $76 billion.

The budget agreement ig part of an ongoing process of deficit
reduction provided For under the revised Gramm-Rudman-Hollings
legislation. 1t will reinforce the pro?ress already achieveg in
reducing the deficit (including a fiscal 1987 cut of $73 billion
or 1.9 parcent of GNP) that has brought the deficit down to 3.4
percent of GNP from a peak of 6.3 percent, '

The Administration wi{ll also continue to oppose steadfastly
protectionist trade measures, while working for fegislation
authorizing negotiations to fostar a more open and fair system for
the international exchangs of goods, services and investment.



