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Plan for just Sunday (or just Saturday)? iﬁy bilaterals
the evening before? G5 in morning, followed by G7 lunch

and afternoon session?

v 4 All delegations to arrange own accommodation (help

required?). Police escorts from airport?

k 7 All meetings at No.ll (as opposed to country

retreat, or hotel)?

- Formal meetings in State Room?

- Lunch where? (Couldn't really fit 21 people in

Soane dining room).
- Other refreshments?

- All aides etc. in Treasury. (With office

handling communications between the two)?

- Any special security arrangements?

4, Do we need to lay on any press facilities? Press
conference in the Treasury at the end? Should we provide
room in Treasury during meetings or make them stand in

street? And any help with telephones etc?

5. Who pays?!
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Prom: Sir G.Littler
Date: 15 November 1987

CHANCELLOR

MEETINGS IN BRUSSELS

I attach some notes for the trilateral meeting, a check-list of
the points which could be worth covering. I think the main thing
is to flush out Stoltenberg on two points:

- will he move more on the fiscal front? According to
Trichet (after the Franco-German Summit bilateral Friday)
Stoltenberg personally is the main resistance, and is now
under pressure from CDU colleagues as well as FDP, while
Poehl also sees need for a move - genuinely and not just
passing the buck.

- is he prepared to give real priority to holding exchange
rates? I think in the ERM he wants to help; I am less
sure from Tietmeyer whether he shares our perception of

the dangers of further dollar decline as he should.

2. Two or three other disparate points you should know of:

- At Stoltenberg's request, Tietmeyer is drafting some
points for representations to the US by the European
G7 members (or three of us). Not very sensible at this
stage, I think, and I would certainly advise against our
now having yet another go at them.

- Trichet asked me about excluding Italy from the session
on Monday morning. We quickly agreed: that there was no
question of bringing them in at this late stage; that it
might be sensible for him and me to speak to Sarcinelli

1
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afterwards - not apologising but debriefing on what we
would emphasise as an attempt to get at the Germans; and
that we would draw the point to Ministers' attention.

- Eyskens is of course playing pre-election politics: you
should know that his letter to EC colleagues was largely
leaked to "De Standaard" the day he sent it, but seems

not to have been picked up elsewhere.

3 On a quite separate issue you may recall that, from the
Luxembourg European Council a couple of years ago, the Commission
were asked to report back on the monetary area by the end of 1987.
Several Monetary Committee members, inclﬁding me, have urged that
the report should simply state what has happened and been agreed
on the lines of the Nyborg meeting - and a good and constructive
report it would be, so we argued. We thought the Commission were
accepting this until, only late last week, I was warned that the
Commission are now proposing a much more ambitious report, to go
straight to the European Council (presumably Copenhagen) looking
forward to further steps towards monetary union over the years
ahead. I am sure you will agree we could without this! I am
told that the pressure comes not from Delors himself but from his
staff. If you have chance to sound Delors, and he confirms what
I have been told, you might like to try some dissuasion - I am

sure Stoltenberg would be an ally in this.

{/ /16;offrey Littler)
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NOTES FOR TRILATERAL

Objectives

- Agree need to avoid further dollar collapse

- Agree action needed in Europe in light of changed
situation (on merits and in interest of Community and
world prospects)

- Restore G7 credibility and market confidence

- Agree conditions needed to restore credible "Louvre".

. Avoiding dollar collapse
- Our UK analysis is that further dollar collapse would
solve nothing but pose greatest threat of a world-wide
loss of confidence and recession. Do others agree and
what do we think is responsible US view?

Action in Europe

- Recent events have shifted balance of risk away from
inflation towards fear of recession

- Germany has a key role - especially in view of low level
of activity recently

. - Action on fiscal as well as monetary front needed

- Irrespective of US action - although of course tactically
may be advantages in holding for negotiation

- Action by others than Germany (? especially UK)

Confidence in G7

- Badly undermined - need to understand reasons: market
doubts fostered by public rows suggestihg LX) Jack of
will to cooperate, (2) lack of mutual confidence, (3)
lack of adequate policy action must be at root.
. - Must tackle all these three to win back credibility.

i}
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Basis for renewed Louvre

- Do we want to renew - all of us?

- Do we want exchange rate stability as part of it - and

immediately? Would an 'agreement' without explicit

undertakings on exchange rate stability be sufficient?

- Conditions for effective full agreement:

Immediate or promised imminent policy actions:
(by US - 2$30bn + for 1988 and more for 1989 in
form which shows determination; by Germany some
fiscal action with demonstration effect; for
Japan a 1988 budget carrying forward stimulus to
domestic demand); what about the NICs?
Undertakings to use interest rates with some
cooperative flexibility to keep differentials
Genuine US commitment (and others) to intervene
and be seen to do so

Assurance of public posture of responsible US

authorities (this may be the most elusive point)

" S® - Can we help presentation by deliberate analytical comment

on recent events? And could we agree on substance of it?

Future Work

- ? Pressure on US (Stoltenberg may propose some joint

demarche: I think unwise at this juncture, and wrong for

UK after what we have already done)

- ? Further work in European group of deputies - ? better

to include Italy if we do

- ? How quickly move towards G7 (? deputies: ? Ministers)

when US budget question publicly settled.
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From: Sir G.Littler
ate: 17 November 1987

CHANCELLOR
.c. Sir P.Middleton
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BALLADUR AND STOLTENBERG \\Y\?

At Balladur's suggestion, Trichet asked me this morning to pass on

to you the following information.

2 Balladur has written personally to Stoltenberg (he handed
the letter to him as they left our meeting in Brussels yesterday)
urging German fiscal action in the interests both of European
equilibrium and of contributing to easing world imbalances.
Specifically he has asked Stoltenberg to accelerate the planned
DM 20 billion tax reductions on 1 January 1990 : to make a first
cut of DM 5 billion at least on 1 January 1988 and the balance

one year later.

3 No action suggested. Balladur simply wanted you as an ally
to be aware privately of what line he had taken. My view is that
we should support an approach on these lines, at least in the
first instance. More generally, I do hope Stoltenberg will in the
end go for tax reduction and and possible structural changes and
not infrastructure capital expenditure which would be far less

effective (and also mildly tiresome as an 'example' for us).
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MISS M P WALLACE
17 November 1987

NOTE FOR THE RECORD cc Sir G Littler

TELEPHONE CALL WITH MR STOLTENBERG

The Chancellor spoke briefly with Mr Stoltenberg on the telephone

this morning.

2. The Chancellor said he was sorry he had not had an opportunity
to speak to Mr Stoltenberg yesterday afternoon in Brussels. He
agreed with Mr Stoltenberg that further substantive discussion
could now wait until Saturday. They would then have to consider
what could be achieved by measures in Europe, what contact there
should be with Mr Baker, and what preparations should be made for a
G7 meeting. Mr Stoltenberg accepted that it would be dangerous to
wait too long, and said that if necessary he would overcome his
reluctance to have a December meeting.

WAPWY |

MOIRA WALLACE
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. ’!\ FROM: P SULLIVAN
e{ /C vy DATE: 18 November 1987
MISS M WALLACE 5 ey cc: Mr Matthews

Miss O'Mara

3@0},,. CL\ AL | Cuzada L Low .

INFLATION IN G7 COUNTRIES TQM w st n.a -

Mﬂwgg/’
Your minute to Mr Matthews of 18 November asked for the latest |
annual inflation rates in the G7 countries. The table below gives

the rates for September and October (where available). .

4

\ e
| niredd ¢

Consumer Price Inflation (l2-month percentage change) \ \NN‘A\Iﬁkf:Q&x”\
| Sepkba Och i.\y VA <
Percentages \ el , pe ol a0 UK
September October ‘ﬂh)ﬂf‘s W“”}/‘”W
United States 4.3 a4 b v
Japan 07 n.a
West Germany 0.4 0.9
France 32 32
United Kingdom 4.2 4.5
Italy 5.0 53

Canada 4.5 }((44‘
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FROM: MISS M P WALLACE
DATE: 16 November 1987

MR S W MATHEWS cc Miss O'Mara

INFLATION IN G7 COUNTRIES

For this month's First Order the Chancellor would like to have a
table showing the latest annual rate of inflation in each of the G7

countries. We would be grateful if you could provide this.

P

MOIRA WALLACE
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OF 091615Z NOVEMBER 87
INFO SAVING WASHINGTON, BONN, PARIS, TOKYO, OTTAWA, UKREP BRUSSELS
INFO SAVING UKDEL IMF/IBRD, UKDEL OECD

THE ITALIAN ECONOMY, OCTOBER 1987

SUMMARY:

T THE MAIN EVENTS IN OCTOBER WERE THE COLLAPSE OF THE STOCK
MARKETS, THE FAILURE OF THE GOVERNMENT TO PUSH THROUGH THE
FINANCE BILL, RISING INFLATION AND THE CONINUING UNREST IN PUBLIC
SERVICES, PARTICULARLY THE TRANSPORT INDUSTRY.

DETAILS
2s THE COLLAPSE OF INTERNATIONAL STOCK MARKETS HAS ALREADY BEEN

WELL RECORDED AND THE MILAN STOCK EXCHANGE SUFFERED HEAVILY IN
COMMON WITH ALL OTHERS. THE TWO POINTS WHICH ARE CAUSING MOST
CONCERN IN MILAN ARE THAT THE FALL FROM 1 JANUARY HAS BEEN
SPECTACULAR, INCLUDING SUBSTANTIAL LOSSES ON MANY LEADING COMPANIES
SUCH AS FIAT, MONTEDISON AND GENERALI, AND THAT IN THE LAST FEW
DAYS THE LARGE INSTITUTIONS HAVE BEEN SELLING HEAVILY. IN THE

EARLY STAGES OF THE COLLAPSE SELLING WAS MAINLY BY SMALL INVESTORS
WITH THE INSTITUTIONS APPARENTLY FOLLOWING ADVICE FROM ROMITI,
FIAT'S GENERAL MANAGER NOT TO PANIC. THERE IS NO WAY OF ESTIMATING
HOW FAR DOWN THE MARKET WILL GO.

3 AFTER A FAIRLY COOL RECEPTION IN THE SENATE LITTLE HAS GONE
RIGHT FOR THE FINANCE BILL, AND CONSIDERATION WAS ABRUPTLY STOPPED
AT THE END OF OCTOBER WHEN THE BILL WAS REFERRED BACK 7O THE
GOVERNMENT FOR A COMPLETE RE-DRAFT IN THE LIGHT OF INTERNATIONAL
ECONOMIC CONDIDTIONS WHICH HAD CHANGED COMPLETELY. THE NEW TARGET
IS 70 PRODUCE A MEASURE WHICH WILL REDUCE THE PUBLIC SECTOR
DEFICIT TO BELOW 100,000 BILLION LIRE AND AVOID INFLATIONARY
PRESSURES, WITHOUT PROVOKING A GENERAL STRIKE AND COMPLETELY
ALJENATING THE EMPLOYERS SIDE, AND TO PRODUCE IT WITHIN A FEW DAYS
SO THAT IT CAN BE PRESENTED TO THE SENATE ON 10 NOVEMBER.

4. AFTER A PERIOD OF SEVERAL MONTHS AT ABOUT 4.2 PERCENT INFLATION
NOW LOOKS SET TO RISE TO ABOUT 5.5 PERCENT BY THE END OF OCTOBER

AND TO 6 PERCENT BY THE END OF THE YEAR.

PAGE 1
UNCLASSIFIED
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LABOUR AND SOCIAL AFFAIRS:

S ON THE LABOUR SIDE THERE HAS BEEN A WAVE OF STRIKES IN THE
TRANSPORT INDUSTRIES AFFECTING RAIL AND AIR SERVICES VERY BADLY
AND TO A LESSER EXTENT BUS SERVICES. THE TROUBLE SHOWS EVERY SIGN
OF CONTINUING AND IS BEING CAUSED MAINLY BY THE COMITATI DI BASE
(COBAS), WHO ARE SEEKING BETTER PAY AND CONDITIONS FOR LIMITED
GROUPS OF WORKERS, AND ALSO TRYING TO OBTAIN RECOGNITION OF THEIR
RIGHT TO REPRESENT THEM. THEY ARE ALSO ACTIVE IN THE EDUCATION
SERVICE.

6. THERE HAVE BEEN SEVERAL PROPOSALS FOR A LAW TO CONTROL STRIKES
AND PROVIDE FOR THE SAFEGUARDING OF ESSENTIAL SERVICES BUT NONE

HAS FOUND GENERAL FAVOUR INCLUDING ONE PUT FORWARD BY THE PRIME
MINISTER GORIA WHICH HAS BEEN EFFECTIVELY VETOED BY THE SOCIALISTS.
DISCUSSIONS ARE CONTINUING ON OPTIONS PUT FORWARD FROM WITHIN AND
OUTSIDE GOVERNMENT.

BRIDGES
YoY Y

DISTRIBUTION 164
MAIN 156
MONETARY WED
SAVING 8
WASHINGTON OTTAWA
BONN UKREP BRUSSELS
PARIS UKDEL IMF/IBRD WASHINGTON
TOKYO UKDEL OECD
NNNN
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NOTE OF A MEETING IN No.ll DOWNING STREET
AT 11.45am ON WEDNESDAY 18 NOVEMBER

Present: Chancellor

Sir T Burns
Sir G Littler

PREPARATION FOR G7

The Chancellor felt that unless a G7 agreement had & currency
dimension, it was questionable whether it was worth hkaving; it
might instead be better to rest simply on co-ordinated statements,
without any meeting. But that would be highly undesirable and we
should certainly continue to fight for agreement to the principle
of a further period of currency stability; it was of lesser
importance whether the existing rate was at the top, bottom or
middle of the band.

2. The main issue was whether the US were prepared to enter into
such an agreement. It was critical to get a firm comm.tment from
them, one that went beyond simple platitudes. To get market
credibility, the US must either to undertake foreign currency
borrowing, or activate swap agreements. They would alsc have to be
prepared to use interest rates to buttress an exchange rate
agreement, though this would no doubt be very difficult to
negotiate. But the US had to finance its current account deficit,
and - providing it did not slide into recession - it was difficult
to see how this could be done without an interest rise at some
stage.

3. For the Germans, 3:he Chancellor thought that althougn
Stoltenberg was considering the possibility of doing something on
tax, we should not cavil at increased public expenditure if the
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difficulties of negotiating tax changes with the Laender proved too
great. Sir T Burns agreed; but he pointed out that extra public
expenditure would not be as effective as tax cuts in helping

balance of payments adjustments (and would cause problems with the
environmentalists). It also would be very useful if there was
something that could be done to reduce savings incentives in
Germany. The Chancellor commenteds that if the German economy was

g : a
growing at its potential there might not beA current account
surplus.

4. The Chancellor also thought a gesture was needed from the

Germans on the monetary f£front. One possibility was for the
Bundesbank to agree to do nothing to reduce the interest rate
differential vis a vis the US.

Se For the French, Balladur would commit himself to his three
year tax reductions; but, for EMS reasons, he could not do anything
on interest rates. For the UK, the Chancellor was reluctant to
show his hand on the Budget, beyond repeating the line he had
already taken. So he would prefer to take a further 3% off interest
rates if some concrete action was needed. Sir T Burns wondered
whether any action from us was needed: there did not seem to be any
need for us either to increase or decrease domestic demand. And we
could point to a forecast of 3% GDP growth excluding North Sea oil.

6. On the timing, the Chancellor thought that waiting would not
make any agreement easier. He thought we should aim for the first
weekend in December, while recognising that it might have to be

deferred beyond that. j

A C S ALLAN

Distribution:

Those present
Sir P Middleton
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From: Sir G.Littler
Date: 22 November 1987

CHANCELLOR
c.c. Mr Alex Allan
Sir P.Middleton
Sir ~T.Burns
Mr Peretz

WEEKEND MEETING IN BONN

I attach a detailed record of the discussion yesterday in Bonn -
a valuable meeting in which a great deal of ground was covered.

I am limiting the circulation of this minute. I shall also copy
the attached note however to the Governor of the Bank of England

and to Huw Evans.

Follow-up Action

23 I have noted the following:

- we are all trying to keep the fact of the Bonn meeting

secret (no harm if it gets known, as we thought it did,
that you paid a visit: we want to keep the G3 gquiet);

- you will telephone (may have done so) Jim Baker: we want
to get him thinking of 12/13 December, and also of a G5
for certain important elements of discussion before G7;

- for your diary: as well as 12/13 December for G5/G7 note
also for G3(Eur) 11 a.m. Brussels on 7 December (I will
be in touch with my colleagues about logistics);

- I am making arrangements for further talk among G3(Eur)
deputies; I want to offer them a draft which I must take
with me at 4.15 p.m. on Tuesday 24 November when I leave

for Brussels.
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- I shall follow up at the Monetary Committee in Brussels
on Wednesday the question of possible Community action

or pressure jointly with the U.S. on Taiwan and Korea.

3% We want also to give thought to the idea of a Hong Kong
move in connection with the G7 operation. I shall try to track
Piers Jacobs who may still be in London for a day or two this

week. I shall also discuss with Mr Peretz what further helpful

work we could do.

\F ek
//(Geoffrey Littler)
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Note for the Record

MEETING WITH GERMAN AND FRENCH FINANCE MINISTERS

On Saturday 21 November 1987 a meeting was held at the private
home of Herr Stoltenberg in Bad Godesberg from 5 p.m. to 8 p.m.
between:

Stoltenberg (German Finance Minister) and Tietmeyer;

Balladur (French Finance Minister) and Trichet; and

the Chancellor of the Exchequer and Littler.
The meeting had been planned the previous Monday with the aim of
concerting views on the conditions for renewed G5/G7 international
cooperation. The United States authorities had managed only the
day before the meeting at last to announce agreement in principle
on a package of measures to reduce the U.S. fiscal deficit in the
next two years.

2% Opening the discussion Stoltenberg suggested the need for
a common understanding on the basic objective of cooperation. 1In
his view a new agreement should cover all the elements present in
the February Louvre Accord. In passing he had re-examined the
text of that Accord: it seemed to him that Germany had met the
commitments he had given in it; so too had the U.S. with their
decision of the day before, assuming it was confirmed. But it
must be recognised that recent developments meant that market and
public expectations were now more demanding.

3 He had talked at length with both Poehl and Schlesinger of
the Bundesbank, urging on them the importance of maintaining the
necessary interest rate differentials and he was making progress
with them. He recalled the October statement by Jim Baker (U.S.
Treasury Secretary) about interest rates - not wanting a rise
which could threaten recession merely to support the dollar's
value. 1In his view it was vital that the U.S. should accept the
need to raise their interest rates if that was necessary to
support the dollar. Cooperation to restore stability of exchange
rates was essential and willingness on all sides to use interest
rates to this end was an integral part of it. Otherwise there
could be no effective agreement.

4. The Chancellor said that Stoltenberg had indeed gone
straight to the heart of the problem. As a preliminary comment on
the question of public statements from the U.S. he feared that
there was no way of preventing unhelpful views being expressed by
such people as Sprinkel, Wallis, Yeutter and Verity. Baker was
in principle more reliable: it would be very helpful if we could
get public acceptance that only statements by Baker or the
President himself were authoritative. He thought Baker wanted to
be helpful, but Stoltenberg must recognise that Baker felt keenly
that Germany had not met the contingent undertaking in the Louvre
Accord to take stimulative action if German activity developed as
sluggishly as it evidently had done in much of 1987.
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B On the main issue he whole-heartedly agreed. Markets were
fragile and to re-create confidence would not be easy. A new
collaborative effort to restore exchange rate stability was in the
interests of all. He had told Baker that this was an essential
element and a condition of having any new G7 agreement at all. He
had indicated to Baker his own willingness to accept a lower range
for the dollar than in the Louvre Accord, but had insisted that a
new agreement could not be buttressed only by intervention; an
agreement cooperatively to manage interest rate differentials
would be vital and in this connection Baker must be prepared to
see U.S. interest rates rise if that were necessary. He believed
Baker would accept this - while adamant that there was no case for
such a move immediately. He welcomed Stoltenberg's talks with
Poehl and Schlesinger: willingness to act on interest rates by
both Germany and the U.S. was the core of the problem.

6. Balladur expressed two concerns. First, were all ready

to give exchange rate stability the priority he wanted? - in which
case certain conclusions followed. Secondly, the consequences of
the October crash included both slower U.S. and world growth and a
damaging further loss of competitivity of Europe against virtually
all the world except Japan which would harm already unsatisfactory
European growth prospects.

Tia These concerns led him to pose questions. Was the action
just announced by the U.S. enough? What action should Europe now
take? (Incidentally he saw Baker's refusal to contemplate a very
early G7 meeting as a threat). And if stability of the dollar was
not obtainable, what about the EMS? - would it not be necessary
to adapt the system?

8. The Chancellor suggested re-phrasing Balladur's first
question. The fact was that what the U.S. had announced was all
that could now be expected from them on the fiscal front. The
question should therefore now be: were the U.S. prepared to commit
themselves to stability of exchange rates by willingness to use
interest rates as required? The others accepted this.

3 Reverting to the Chancellor's comment on Baker's views
about German performance, Stoltenberg said he thought there had
been a misunderstanding. Baker had not appreciated - and others
had not foreseen the scale of it - the damaging impact on the ERM
countries of the change of exchange rates in 1986, which had cut
both immediate growth and confidence. The German position had
indeed shown signs of improvement in the summer, but prospects
were now very uncertain again. All of this should underline the
common interest in more stable exchange rates.

14. Focussing again on the importance of managing interest rate
differentials, Stoltenberg said that he had not been happy with
the way the Bundesbank had given wrong signals in early October,
although that did not justify the attack by Baker which had been
responsible for the real damage. Looking to the future, he
thought that the U.S. deficit decisions, if carried through, must




SECRET

have a good effect: but they were not enough on their own. We
faced inevitably a worrying period with U.S. trade figures likely
now to get worse for a while. This was what made the interest
rate problem so crucial. The Chancellor and Balladur agreed.

18-, As far as the Bundesbank was concerned, Stoltenberg said
that Schlesinger and his supporters were having to rethink their
position. Baker's public attack on them had not helped, but they
were shaken by what had happened and were now more ready to listen
to arguments from Poehl and himself. He thought they would be
prepared to cooperate, within some limits. They could not accept
a binding agreement to limit further action unconditionally.

But they would probably be willing: to accept the principle of
using interest rate differentials in the interest of exchange rate
stability, subject to review from time to time or for some period
ahead, and with a provision that if they wanted to make a move
they would undertake to consult before doing so.

12. (Balladur at this point asked Stoltenberg whether it was
true, as rumoured, that he and Baker had bilaterally agreed to a
lower dollar/DM range than in the Louvre Accord. Stoltenberg
recalled that he had talked with Baker on 'Black Monday' - after
the unfortunate Baker statement of the previous Friday but before
the Stock Market crash happened. The dollar at that moment was
standing at about DM 1.77 and they had simply agreed to try to
cooperate and avoid damaging public statements. That night - when
the Stock Market news was clear - he had telephoned Baker seeking
assurance that he still respected the Louvre commitment. Baker
had shown reluctance but agreed to try to work around then current
levels, which for his part Stoltenberg had accepted as the only
practicable choice).

13, The Chancellor said that what Stoltenberg had said about
the Bundesbank was important and helpful. He hoped it meant that
there could be a clear statement of the need to use monetary
policy instruments in support of exchange rate stability,
reserving the right to make independent movements only after
consultation. Stoltenberg confirmed this was his hope, but the
language of an agreement would need careful drafting; he remarked
in passing that Poehl had bitterly lamented the shortness of the
G5 meeting in September which had denied him the opportunity of
pursuing there points which in retrospect could have been
valuable. Stoltenberg also offered that the Bundesbank were
minded to consider a reduction of interest rates as part of a
renewed Accord in whigh all played an appropriate part.

14. The Chancellor suggested that this pointed to a 3-part
statement: general conduct of monetary policy supportive of stable
exchange rates; reservation of right to make minor change after
consultation; half per cent off rates immediately. The U.K. might
well offer a matching half per cent reduction. Stoltenberg
confirmed but emphasised the need for language reconciling the
Bundesbank obligations to balance the pursuit of growth and of
price stability. The Chancellor said he saw no conflict in giving
priority to exchange rate stability and Balladur agreed.

3
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L5 Balladur reverted to the problem that any further
revaluation of European currencies against all except the Yen
would do great damage to the European economies. It was for him
intolerable that the Bundesbank alone should have the power
effectively to determine Europe's external competitiveness.
Stoltenberg said soothingly that he took the point and that he
hoped the Bundesbank would help. The trouble was that they were
worried by threats to German price stability, although he believed
that the dollar depreciation hitherto should help allay their
fears - the Chancellor and Balladur strongly endorsed the last
point. He would continue to work for a satisfactory formula.
Balladur commented that we could not pursue Louvre-type
cooperation unless all were prepared to forego some sovereignty.

16 . The Chancellor moved on to the U.S. position, stressing
again the need for both Germany and the U.S. to adopt supportive
monetary action. He was prepared to accept Baker's argument that
there was no need for an immediate increase in U.S. interest rates
but a future need could by no means be ruled out and an agreement
would need commitment by the U.S. to accept this. It was a
question of priorities over which Baker's October statement had
given the wrong answer.

19 Stoltenberg agreed, pointing out that the U.S. had to be
able to attract funds to finance their external deficit in any
case. The Chancellor endorsed this: if the dollar plummeted the

problem of financing for the U.S. could be even worse and interest
rates would have to be raised anyway. Stoltenberg said that it
would be very helpful if the U.S. would seek some finance through
borrowing in foreign currencies. The Chancellor agreed: the need
for the U.S. to equip themselves with funds was clear. Borrowing
in foreign currencies would be the best answer and we should all
encourage that, although the memory of 'Carter Bonds' would be an
uncomfortable hurdle. As one alternative, he wondered whether an
announcement of extended swap arrangements might be a useful
signal to the markets. Tietmeyer pointed out that big swap lines
already existed (the U.S. had some $15 billion worth with Germany
and Switzerland) but were not used. Trichet suggested using them
could be a helpful signal. The Chancellor summed up that foreign
bond borrowing would clearly be best, but we should not overlook
other possibilities.

1@. Balladur wanted to know more clearly: what procedure
would be envisaged for interest rate consultation? what ranges
for exchange rates should be adopted? and what fiscal action
could be offered by Germany?

1%. Stoltenberg said that more discussion was needed to get a
formula on interest rates: some flexibility was essential; minor
daily changes might be excluded; any major change would have to be
the subject of consultation. Balladur asked would this be G5 or
G7 and the Chancellor suggested leaving the point vague but trying
in practice to use G5. Balladur asked whether the recent interest
rate agreement between France and Germany would have been subject
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to consultation with others under the system envisaged: others
felt that a problem would only arise if moves were contemplated
which might seem perverse, and Stoltenberg thought that one
possibility might be that an objector could call for a meeting if
he felt that the basic agreement was threatened.

20. On Balladur's second question, the others thought it would
be unrealistic to look for a range above the going market rate -
which incidentally might be a reason for wanting to avoid delay.
Stoltenberg said that Poehl wanted a more flexible arrangement and
the Chancellor said that Baker wanted a wider range. All of these
points would need further discussion.

2. On Balladur's third question, Stoltenberg claimed that
Germany had been pursuing an expansionary policy with very large
staged tax reductions and that the public sector deficit was now
deteriorating very fast - it could well be 3% of GDP in 1988. But
further possibilities of action were being explored. He believed
that it would not be possible to accelerate at all the planned
1990 tax reductions, mainly because of opposition by the Laender -
he had talked to Laender finance directors recently and they had
been totally opposed (given the impact on their own finances of
any change of plans); he would be talking shortly to the political
leaders, but frankly expected the same response. What he was now
exploring was the possibility of offering from the Federal budget
loans to Laender and private firms at subsidised rates to promote
investment, and this could be on a large scale of DM 10/15 billion
over two years. He also confirmed that he would postpone planned
increases in indirect taxes. He then spoke bitterly about the
cost of the Community Budget and the necessity of raising some
more taxes soon to meet it. Nobody rose to the Community point.

22 The Chancellor commented that the investment financing
seemed a little like the Japanese approach. Asked about timing,
Stoltenberg thought he could well be ready to announce decisions
in a couple of weeks. The Chancellor commented that straight tax
reductions would be more relevant and welcome but the important
thing was to be able to deliver anything offered.

o3 Stoltenberg then asked what others were prepared to do for
an agreement. The Chancellor said he would want to sustain the
exchange rate and undertake to use monetary policy to that end.
He hoped to reduce interest rates if the Bundesbank also moved.
On the fiscal front he would not be able to announce anything new
until his budget in March, but he would be prepared to tell his
colleagues privately that he intended to reduce taxation further.
But in any case the U.K. rate of growth was such that he did not
expect to be pressed further. Balladur said he had already
announced that, following FF 70 billion of tax reductions in the
two years 1987 and 1988 he would seek another FF 45 billion in the
following two years. He also wanted cooperation in monetary
policy and with French interest rates far too high would be
looking for an opportunity to reduce them, heavily dependent on
the EMS situation and on further arrangements to make the system
work better.
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24, On other countries, the Chancellor suggested we wanted
three things from Japan, although we should leave the U.S. to take
the lead and stand ready to back them up: undertakings and some
movement in interest rates in parallel with what had been proposed
for Germany; fiscal action in 1988 to carry forward what had been
done in 1987; and greater opening of markets to imports. Also we
should seek to get the Community to work jointly with the U.S. in
bringing pressure to bear on Taiwan and South Korea to open up
their heavily protected markets. Incidentally it was important as
well that the U.S. reaffirm the commitment of the administration
to resisting protectionist action. All of this was agreed.

25. Discussion then turned to future arrangements for meetings
and their preparation, and the problems both of G5/G7 and within
Europe of G3/G4 (brief reference to enquiries and pressure from
Amato, Italian Finance Minister). It was agreed that there must
be provision for a substantial G5 meeting - this being the forum
in which the hard details of practical cooperation on exchange
rates and interest rates would be worked out. This in turn made
it desirable for European cooperation on such matters to be G3 and
not G4. The Chancellor hopefully suggested that the acceptance of
G5 as well as G7 meetings recently might ease the problem.

26. Stoltenberg suggested that G5 should meet on Saturday for
a long evening, with G7 meeting the following day. He was happy
to offer invitations to Bonn. The Chancellor said that he had
a strong preference for Europe and would happily offer London -
Baker might feel he preferred more 'neutral' ground than Bonn.
Balladur said he had no preference.

2% It was thought that 12/13 December might be the best date
to aim at. Earlier might be impracticable; later would risk not
getting a meeting before Christmas. Baker did not want meetings
of Deputies first. He might be playing tactics, but for now this
should be accepted. It would be helpful however to get Baker
committed to a December date as soon as possible. Stoltenberg and
the Chancellor both intended to get in touch with Baker shortly in
any case and would pursue this. Stoltenberg said that he had not
told Baker of the present meeting and did not intend to: he would
simply say he had had informal contacts with colleagues.

28. It was also agreed that further European discussion would
be desirable, and two arrangements were made:

- the same group would find it useful to meet again soon
and the morning of 7 December, before the ECOFIN lunch,
could be a suitable time: it was agreed that deputies
would explore logistics for a meeting at 11 a.m.

- the three deputies would meet to see whether they could
prepare elements of a possible G5/G7 agreement and public
statement (provisionally Littler to hand over a draft on
25 November in Brussels, and all three to meet Saturday

0y 28 November, possibly in Paris).
/7&¥

fgéoffrey Littler)

H.M. Treasury, 22 November 1987.
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From: Sir G.Littler
Date: 22 November 1987 ~, .

CHANCELLOR j

c.c. Mr Alex Allan+«
Sir P.Middleton
S, Burns
Mr Peretz

WEEKEND MEETING IN BONN

I attach a detailed record of the discussion yesterday in Bonn -
a valuable meeting in which a great deal of ground was covered.

I am limiting the circulation of this minute. I shall also copy
the attached note however to the Governor of the Bank of England

and to Huw Evans.

Follow-up Action

2. I have noted the following:

- we are all trying to keep the fact of the Bonn meeting

secret (no harm if it gets known, as we thought it dia,
that you paid a visit: we want to keep the G3 quiet);
- you will telephone (may have done so) Jim Baker: we want
)Kf to get him thinking of 12/13 Deggmbg;, and also of a G5
for certain important ;I;;;Ats of discussion before G7;
- for your diary: as well as 12/13 December for G5/G7 note

/}/ also for G3(Eur) 11 a.m. Brussels on 7 December (I will

be in touch with my colleagues about logistics);
- I am making arrangements for further talk among G3(Eur)
deputies; I want to offer them a draft which I must take

with me at 4.15 p.m. on Tuesday 24 November when I leave

for Brussels.
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- I shall follow up at the Monetary Committee in Brussels
on Wednesday the question of possible Community action

or pressure jointly with the U.S. on Taiwan and Korea.

33 We want also to give thought to the idea of a Hong Kong
move in connection with tke G7 operation. I shall try to track
Piers Jacobs who may still be in London for a day or two this

week. I shall also discuss with Mr Peretz what further helpful

work we could do.

//kGeoffrey Littler)
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Note for the Record

MEETING WITH GERMAN AND FRENCH FINANCE MINISTERS

On. Saturday 21 November 1987 a meeting was held at the private
home of Herr Stoltenberg in Bad Godesberg from 5 p.m. to 8 p.m.
between:

Stoltenberg (German Finance Minister) and Tietmeyer;

Balladur (French Finance Minister) and Trichet; and

the Chancellor of the Exchequer and Littler.
The meeting had been planned the previous Monday with the aim of
concerting views on the conditions for renewed G5/G7 international
cooperation. The United States authorities had managed only the
day before the meeting at last to announce agreement in principle

on a package of measures to reduce the U.S. fiscal deficit in the
next two years.

2, Opening the discussion Stoltenberg suggested the need for
a common understanding on the basic objective of cooperation. In
his view a new agreement should cover all the elements present in
the February Louvre Accord. 1In passing he had re-examined the
text of that Accord: it seemed to him that Germany had met the
commitments he had given in it; so too had the U.S. with their
decision of the day before, assuming it was confirmed. But it
must be recognised that recent developments meant that market and
public expectations were now more demanding.

3 He had talked at length with both Poehl and Schlesinger of
the Bundesbank, urging on' them the importance of maintaining the
necessary interest rate differentials and he was making progress
with them. He recalled the October statement by Jim Baker (U.S.
Treasury Secretary) about interest rates - not wanting a rise
which could threaten recession merely to support the dollar's
value. 1In his view it was vital that the U.S. should accept the
need to raise their interest rates if that was necessary to
support the dollar. Cooperation to restore stability of exchange
rates was essential and willingness on all sides to use interest
rates to this end was an integral part of it. Otherwise there
could be no effective agreement.

4. The Chancellor said that Stoltenberg had indeed gone
straight to the heart of the problem. As a preliminary comment on
the question of public statements from the U.S. he feared that
there was no way of preventing unhelpful views being expressed by
such people as Sprinkel, Wallis, Yeutter and Verity. Baker was
in principle more reliable: it would be very helpful if we could
get public acceptance that only statements by Baker or the
President himself were authoritative. He thought Baker wanted to
be helpful, but Stoltenberg must recognise that Baker felt keenly
that Germany had not met the contingent undertaking in the Louvre
Accord to take stimulative action if German activity developed as
sluggishly as it evidently had done in much of 1987.

X
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5% On the main issue he whole-heartedly agreed. Markets were
fragile and to re-create confidence would not be easy. A new
collaborative effort to restore exchange rate stability was in the
interests of all. He had told Baker that this was an essential
element and a condition of having any new G7 agreement at all. He
had indicated to Baker his own willingness to accept a lower range
for the dollar than in the Louvre Accord, but had insisted that a
new agreement could not be buttressed only by intervention; an
agreement cooperatively to manage interest rate differentials
would be vital and in this connection Baker must be prepared to
see U.S. interest rates rise if that were necessary. He believed
Baker would accept this - while adamant that there was no case for
such a move immediately. He welcomed Stoltenberg's talks with
Poehl and Schlesinger: willingness to act on interest rates by
both Germany and the U.S. was the core of the problem.

6. Balladur expressed two concerns. First, were all ready

to give exchange rate stability the priority he wanted? - in which
case certain conclusions followed. Secondly, the consequences of
the October crash included both slower U.S. and world growth and a
damaging further loss of competitivity of Europe against virtually
all the world except Japan which would harm already unsatisfactory
European growth prospects.

e These concerns led him to pose questions. Was the action
just announced by the U.S. enough? What action should Europe now
take? (Incidentally he saw Baker's refusal to contemplate a very
early G7 meeting as a threat). And if stability of the dollar was
not obtainable, what about the EMS? - would it not be necessary
to adapt the system?

8. The Chancellor suggested re-phrasing Balladur's first
question. The fact was that what the U.S. had announced was all
that could now be expected from them on the fiscal front. The
question should therefore ncw be: were the U.S. prepared to commit
themselves to stability of exchange rates by willingness to use
interest rates as required? The others accepted this.

95 Reverting to the Chancellor's comment on Baker's views
about German performance, Stoltenberg said he thought there had
been a misunderstanding. Baker had not appreciated - and others
had not foreseen the scale of it - the damaging impact on the ERM
countries of the change of exchange rates in 1986, which had cut
both immediate growth and confidence. The German position had
indeed shown signs of improvement in the summer, but prospects

. were now very uncertain again. All of this should underline the
common interest in more stable exchange rates.

20 . Focussing again on the importance of managing interest rate
differentials, Stoltenberg said that he had not been happy with
the way the Bundesbank had given wrong signals in early October,
although that did not justify the attack by Baker which had been
responsible for the real damage. Looking to the future, he
thought that the U.S. deficit decisions, if carried through, must
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have a good effect: but they were not enough on their own. We
faced inevitably a worrying period with U.S. trade figures likely
now to get worse for a while. This was what made the interest
rate problem so crucial. The Chancellor and Balladur agreed.

$1. - As far as the Bundesbank was concerned, Stoltenberg said
that Schlesinger and his supporters were hav1ng to rethink their
position. Baker's public attack on them had not helped, but they
were shaken by what had happened and were now more ready to listen
to arguments from Poehl and himself. He thought they would be
prepared to cooperate, within some limits. They could not accept
a binding agreement to limit further action unconditionally.

But they would probably be willing: to accept the principle of
using interest rate differentials in the interest of exchange rate
stability, subject to review from time to time or for some period
ahead, and with a provision that if they wanted tc make a move
they would undertake to consult before doing so.

1§, (Balladur at this point asked Stoltenberg whether it was
true, as rumcured, that he and Baker had bilaterally agreed to a
lower dollar/DM range than in the Louvre Accord. Stoltenberg
recalled that he had talked with Baker on 'Black Monday' - after
the unfortunate Baker statement of the previous Friday but before
the Stock Market crash happened. The dollar at that moment was
standing at about DM 1.77 and they had simply agreed to try to
cooperate and avoid damaging public statements. That night - when
the Stock Market news was clear - he had telephoned Baker seeking
assurance that he still respected the Louvre commitment. Baker
had shown reluctance but agreed to try to work around then current
levels, which for his part Stoltenberg had accepted as the only
practicable choice).

135 The Chancellor said that what Stoltenberg had said about
the Bundesbank was important and helpful. He hoped it meant that
there could be a clear statement of the need to use monetary
policy instruments in support of exchange rate stability,
reserving the right to make independent movements only after
consultation. Stoltenberg confirmed this was his hope, but the
language of an agreement would need careful drafting; he remarked
in passing that Poehl had bitterly lamented the shortness of the
G5 meeting in September which had denied him the opportunity of
pursuing there points which in retrospect could have been
valuable. Stoltenberg also offered that the Bundesbank were
minded to consider a reduction of interest rates as part of a
renewed Accord in which all played an appropriate part.

14. The Chancellor suggested that this pointed to a 3-part
statement: general conduct of monetary policy supportive of stable
exchange rates; reservation of right to make minor change after
consultation; half per cent off rates immediately. The U.K. might
well offer a matching half per cent reduction. Stoltenberg
confirmed but emphasised the need for language reconciling the
Bundesbank obligations to balance the pursuit of growth and of
price stability.- The Chancellor said he saw no conflict in giving
prlorlty to exchange rate stability and Balladur agreed.

3
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15. Balladur reverted to the problem that any further
revaluation of European currencies against all except the Yen
would do great damage to the European economies. It was for him
intolerable that the Bundesbank alone should have the power
effectively to determine Europe's external competitiveness.
Stoltenberg said soothingly that he took the point and that he
hoped the Bundesbank would help. The trouble was that they were
worried by threats to German price stability, although he believed
that the dollar depreciation hitherto should help allay their
fears - the Chancellor and Balladur strongly endorsed the last
point. He would continue to work for a satisfactory formula.
Balladur commented that we could not pursue Louvre-type
cooperation unless all were prepared to forego some sovereignty.

16. The Chancellor moved on to the U.S. position, stressing
again the need for both Germany and the U.S. to adopt supportive
monetary action. He was prepared to accept Baker's argument that
there was no need for an immediate increase in U.S. interest rates
but a future need could by no means be ruled out and an agreement
would need commitment by the U.S. to accept this. It was a
question of priorities over which Baker's October statement had
given the wrong answer.

173 Stoltenberg agreed, pointing out that the U.S. had to be
able to attract funds to finance their external deficit in any
case. The Chancellor endorsed this: if the dollar plummeted the

problem of financing for the U.S. could be even worse and interest
rates would have to be raised anyway. Stoltenberg said that it
would be very helpful if the U.S.  would seek some finance through
borrowing in foreign currencies. The Chancellor agreed: the need
for the U.S. to equip themselves with funds was clear. Borrowing
in foreign currencies would be the best answer and we should all
encourage that, although the memory of 'Carter Bonds' would be an
uncomfortable hurdle. As one alternative, he wondered whether an
announcement of extended swap arrangements might be a useful
signal to the markets, Tietmeyer pointed out that big swap lines
already existed (the U.S. had some $15 billion worth with Germany
and Switzerland) but were not used. Trichet suggested using them
could be a helpful signal. The Chancellor summed up that foreign
bond borrowing would clearly be best, but we should not overlook
other possibilities.

18. Balladur wanted to know more clearly: what procedure
would be envisaged for interest rate .consultation?: what ranges
for exchange rates should be adopted? and what fiscal action
could be offered by Germany?

L9 Stoltenberg said that more discussion was needed to get a
formula on interest rates: some flexibility was essential; minor
daily changes might be excluded; any major change would have to be
the subject of consultation. Balladur asked would this be G5 or
G7 and the Chancellor suggested leaving the point vague but trying
in practice to use G5. Balladur asked whether the recent interest
rate dgreement between France and Germany would have been subject
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to consultation with others under the system envisaged: others
felt that a problem would only arise if moves were contemplated
which might seem perverse, and Stoltenberg thought that one
possibility might be that an objector could call for a meeting if
he felt that the basic agreement was threatened.

20. On Balladur's second question, the others thought it would
be unrealistic to look for a range above the going market rate -
which incidentally might be a reason for wanting to avoid delay.
Stoltenberg said that Poehl wanted a more flexible arrangement znd
the Chancellor said that Baker wanted a wider range. All of these
points would need further discussion.

2. On Balladur's third question, Stoltenberg claimed that
Germany had been pursuing an expansionary policy with very large
staged tax reductions and that the public sector deficit was now
deteriorating very fast - it could well be 3% of GDP in 1988. But
further possibilities of action were being explored. He believed
that it would not be possible to accelerate at all the planned
1990 tax reductions, mainly because of opposition by the Laender -
he had talked to Laender finance directors recently and they had
been totally opposed (given the impact on their own finances of
any change of plans); he would be talking shortly to the political
leaders, but frankly expected the same response. What he was now
exploring was the possibility of offering from the Federal budget
loans to Laender and private firms at subsidised rates to promote
investment, and this could be on a large scale of DM 10/15 billion
over two years. He also confirmed that he would postpone planned
increases in indirect taxes. He then spoke bitterly about the
cost of the Community Budget and the necessity of raising some
more taxes soon to meet it. Nobody rose to the Community point.

225 The Chancellor commented that the investment financing
seemed a little like the Japanese approach. Asked about timing,
Stoltenberg thought he could well be ready to announce decisions
in a couple of weeks. The Chancellor commented that straight tax
reductions would be more relevant and welcome but the important
thing was to be able to deliver anything offered.

23, Stoltenberg then asked what others were prepared to do for
an agreement. The Chancellor said he would want to sustain the
exchange rate and undertake to use monetary policy to that end.
He hoped to reduce interest rates if the Bundesbank also moved.
On the fiscal front he would not be able to announce anything new
until his budget in March, but he would be prepared to tell his
colleagues privately that he intended to reduce taxation further.
But in any case the U.K. rate of growth was such that he did not
expect to be pressed further. Balladur said he had already
announced that, following FF 70 billion of tax reductions in the
two years 1987 and 1988 he would seek another FF 45 billion in the
following two years. He also wanted cooperation in monetary
policy and with French interest rates far too high would be
looking for an opportunity to reduce them, heavily dependent on
the EMS situation and on further arrangements to make the system
work better.
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24. On other countries, the Chancellor suggested we wanted
three things from Japan, although we should leave the U.S. to take
the lead and stand ready to back them up: undertakings and some
movement in interest rates in parallel with what had been proposed
for Germany; fiscal action in 1988 to carry forward what had been
done in 1987; and greater opening of markets to imports. Also we
should seek to get the Community to work jointly with the U.S. in
bringing pressure to bear on Taiwan and South Korea to open up
their heavily protected markets. Incidentally it was important as
well that the U.S. reaffirm the commitment of the administration
to resisting protectionist action. All of this was agreed.

255 Discussion then turned to future arrangements for meetings
and their preparation, and the problems both of G5/G7 and within
Europe of G3/G4 (brief reference to enquiries and pressure from
Amato, Italian Finance Minister). It was agreed that there must
be provision for a substantial G5 meeting - this being the forum
in which the hard details of practical cooperation on exchange
rates and interest rates would be worked out. This in turn made
it desirable for European cooperation on such matters to be G3 and
not G4. The Chancellor hopefully suggested that the acceptance of
G5 as well as G7 meetings recently might ease the problem.

263 Stoltenberg suggested that G5 should meet on Saturday for
a long evening, with G7 meeting the following day. He was happy
to offer invitations to Bonn. The Chancellor said that he had
a strong preference for Europe and would happily offer London -
Baker might feel he preferred more 'neutral' ground than Bonn.
Balladur said he had no preference.

274 It was thought that 12/13 December might be the best date
to aim at. Earlier might be impracticable; later would risk not
getting a meeting before Christmas. Baker did not want meetings
of Deputies first. He might be playing tactics, but for now this
should be accepted. It would be helpful however to get Baker
committed to a December date as soon as possible. Stoltenberg and
the Chancellor both intended to get in touch with Baker shortly in
any case and would pursue this. Stoltenberg said that he had not
told Baker of the present meeting and did not intend to: he would
simply say he had had informal contacts with colleagues.

28. It was also agreed that further European discussion would
be desirable, and two arrangements were made:

- the same group would find it useful to meet again soon
and the morning of 7 December, before the ECOFIN lunch,
could be a suitable time: it was agreed that deputies
would explore logistics for a meeting at 11 a.m.

- the three deputies would meet to see whether they could
prepare elements of a possible G5/G7 agreement and public
statement (provisionally Littler to hand over a draft on
25 November in Brussels, and all three to meet Saturday
28 November, possibly in Paris).

//,offrey Littler)
H.M. Treasury, 22 November 1987.



psl/82A UNCLASSIFIED

L

ALC.S ALLAN
16 November 1987

WM
W
SRV
MR S W MATTHEWS Jﬁ>kv) cc Sir P Middleton
ﬂ%} pr My* Sir T Burns
. Sir G Littler
Q{\' Mr Cassell
/4~\ : © Mr Evans

%67 < Mr 0Odling-Smee
\ A Mr Peretz
Mr Sedgwick

Mr Tyrie

PREPARATION FOR POSSIBLE G5/G7 MEETINGS
The Chancellor was grateful for your minute of 13 November.

2% He thought the points about international comparisons of
Government borrowing were crucial. Not only does GGFD as a
percentage of GDP ignore the important relationship to savings in
each country, it also ignores sheer scale. This is important now
that we are all in the same global market. If the US deficit
doubles the financina problems in a world context are of a quite
different order from that caused by (say) a doubling of the
UK deficit, even if the percentage of GDP were the same in each
case.
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We have been putting together some material on the economic
prospects and policies of the three largest economies in
preparation for an eventual G7 meeting. Further refinement of the
arguments and additional data are needed, but you may like to see
the draft as it currently stands, as you will be seeing Balladur
and Stoltenberg on Monday at the ECOFIN Council. It complements
Sir Terence Burns' note "Post-stock market fall: the next steps"
and our note on "World Economic Developments" dated 9 November
which brought together the latest data on the world economy.

2. Following your discussion at lunch yesterday with the Canadian
Finance Minister, we have been attempting to establish the nature
of the constraints on additional fiscal measures by the Germans
and have been in touch with our Embassy in Bonn.

3. Tax revenues in the Federal Republic are shared in agreed
proportions with the Laender (and local government). Thus income
tax is divided 42% per cent Federal government, 42% per cent
Laender and 15 per cent local government; corporation tax 50/50
between Federal and Laender; VAT 65/35 between Federal and
Laender; capital taxes, plus taxes on o0il, tobacco and spirits
accrue to the Federal government; taxes on beer, 1land and
buildings, motor vehicles to the Laender and local government.
Thus additional tax cuts, or bringing forward those already
planned, need the agreement of the Laender as they will also lose
revenue, which implies cutting expenditure as they have to balance
their budgets. Given the composition of the Bundesrat (the upper
house of parliament), the Laender are in a position to block the
reform, if they wish.

Sir T Burns @)
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’ 4. The effective constraint thus appears to be whether there are
means whereby the Federal government can if necessary compensate
the Laender for their loss of revenue from additional tax cuts
(e.g. giving them a higher share of tax revenues or increasing the
German equivalent of the Rate Support Grant) - our Embassy in Bonn
believe that some such measures are feasible. The secondary
constraint of course is whether Stoltenberg is prepared to run a
larger budget deficit, particularly as the loss of tax revenue is
likely to fall largely on the Federal budget in the cases of
income tax, corporation tax or VAT (and entirely on the Federal
budget in the case of indirect taxes controlled by the Federal
government alone).

Bis If Stoltenberg is not prepared to run a larger budget deficit
(despite pressures from his FDP coalition partners to do so), then
the case for lower German interest rates to sustain the growth of
demand (real or nominal), and to provide the counterpart of the US
deficit cuts, is that much stronger.

voh
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@~roLICIES AND PROSPECTS IN THE THREE LARGEST COUNTRIES
This note looks at what policy changes are needed in the three
largest countries in the 1light of recent developments on world

equity markets and foreign exchange markets.

Recent economic developments

2. The latest data on the world economy were brought together in
the "World Economic Developments" note dated 9 November. The
figures below add some more detail on recent terms of trade
movements and relative patterns of export/import volumes. There
are clear signs of a reduction in trade imbalances only in the
case of Japan (in part reflecting the recovery in oil prices):-

- US: Since end of 1986 relative volumes have improved: but
terms of trade have deteriorated.

Export Volume as Terms of Visible Trade
Percentage of Import Trade Balance

Sbn
85 Q1 67 115 -29
Q2 62 116 -33
Q3 61 114 -35
Q4 59 11.3 -43
86 Q1 58 116 -40
Q2 58 120 -40
03 <E%‘ 121 =43
Q4 Sé> 118 -44
87 Q1 58 116 -44
02 58 113 -43

Q3 <:;i) 111» -46%*

* July
** Not seasonally adjusted.



- Japan: A large turn-round in relative volumes of imports
and exports. But large improvement of terms of trade.

Export Volume as Terms of Visible Trade
Percentage of Import Trade Balance
Sbn
85 Q1 128 108 9
Q2 130 s Bl 1l
Q3 (ﬂ/\ﬁ G3D) 112 12
Q4 130 e 0 16
86 Q1 123 130 37
Q2 111 163 21
Q3 111 173 24
Q4 108 Y13 22
87 Q1 114 165 26
Q2 104 165 25

03 @ 163* 23

* Average of July and August.

- Germany: Again a large turn-round in relative volumes of
imports and exports. But improvement in terms of trade.

Export Volume as Terms of Visible Trade
Percentage of Import Trade Balance
$bn
85 Q1 116 95 5
02 118) 96 6
Q3 114 99 7
Q4 115 100 8
86 Q1 112 106 11
Q2 110 112 13
Q3 111 116 16
Q4 109 116 15
87 Q1 108 116 16
Q2 106 116 16
03 (109 117+ 17

* Average of July and August.
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! 3. International comparisons of fiscal policy stance generally
focus on general government financial deficits; this is for
instance the concept which the IMF and OECD forecast. On this
basis the US budget deficit does not appear exceptionally high and
>< some apologists for Reaganomics (e.g. Paul Craig Roberts in the
Financial Times of 11 November) have made a certain amount of this
point, ignoring in so doing the low overall level of saving in the
Us. Moreover, the figures are not strictly comparable. 1In the
US, while central government is running a deficit, the state and

local governments run surpluses so the general government budget
deficit is less than the Federal deficit. These surpluses do not
have to be placed in Federal government debt; indeed a substantial
part is invested in equities and other assets as it arises from
contributions to pension funds on behalf of employees. A better
measure of the weight of financial deficits in different countries
is provided by 1looking at the deficit in relation to aggregate
national saving rather than GDP - see table 1 below.

Table 1: General Government Financial Deficit - as a percentage of

gross private savings

1980 1981 1982 1983 1984 1985 1986

us 7 5 22 23 18 17 21
Japan 16 14 13 13 10 3 3
Germany 15 19 17 12 9 6 3
France -1 10 15 17 16 17 15
UK 19 16 13 19 19 15 15

Memorandum Items

US Federal deficit as
a percentage of
gross private
savings

us 13 13 26 34 33 27 30

UK PSFD as a
percentage of
gross private
savings

UK 23 18 22 19 21 15 13




‘ Guidelines for policy

4, The principal criteria for judging the appropriateness of the
policies of the three largest countries and for recommending any
changes in these policies should presumably be that they:

(a) reduce current account imbalances;

(b) help to stabilise exchange rates and avoid excessive dollar
depreciation;

(c) help to maintain the momentum of growth in the world economy;
and

(d) do not involve taking undue risks with inflation.

5. It is difficult to bring these factors together in a single
indicator, but (as we have discussed in earlier work) forecast
growth rates of domestic demand probably provide the most suitable
benchmarks in current circumstances for judging policies.
Starting from the assumptions that:

(i) subject to an inflation constraint, countries should aim for
medium term growth in line with productive potential -
perhaps a rather conservative ambition for Germany, but one
that should involve no inflationary risks; and

(ii) reductions in current account imbalances, of say ¥ per cent
of GNP per year should be sought over the next three years -
a comparatively unambitious target, which would reduce
current account imbalances as a proportion of GNP from about
3% per cent now to about 1% per cent in 1990;

we estimate that the growth rate of real domestic demand in each
year 1988, 1989 and 1990 needs to be no more than 1% per cent p.a.
in the US and around 3% per cent p.a. in Germany and approaching 5

; h per cent p.a. in Japan.



6. The arithmetic underlying this conclusion is set out below:

us Japan Germany

1. Current account in 1987 (per

cent of GNP) -3% 3% 3%
2. Target for 1990 current

account (per cent of GNP) -1% 1% 1%
3. Estimated effect per annum
of terms of trade changes on
current balance expressed

as % of GNP -% + +%
4. Required contribution per

annum of net export volumes

to growth of GNP 1 -1% -1%

5. Estimated growth rate of

productive potential, per cent

per annum 2% 3% 2%
6. Required growth rate of real

domestic demand, per cent per

annum 1% 4% 3%
s This figuring can obviously be only illustrative. There is

for instance considerable uncertainty about the scale of the terms
of trade changes that adjustments in trade volumes will have to

outweigh in order to reduce imbalances in value terms. (The
figures in row 3 of the table are derived from the last WEP which
contained modest further dollar depreciation. If there are

greater terms of trade movements induced by larger exchange rate
changes, this would tend to increase the gap required between the
growth rate of real domestic demand in the US on the one hand and
Japan and Germany on the other, in order to achieve the same
reduction in the nominal current balance as a proportion of GDP).
Estimates of the growth of potential are also uncertain. We have
revised our estimate down for Japan to reflect growth being led by
domestic demand rather than exports. Although we have revised
down our estimates for Germany compared with a year ago, they are
still toward the upper end of the range.



8. In Washington the Japanese and Germans naturally emphasised
the bull points about their economic growth, but even then the
forecasts did not show sustained growth in real domestic demand of
the required magnitude, while the US concern to avoid a recession
led to aspirations for domestic demand growth faster than 1% per
cent p.a. The following points to make and background on the
three largest countries attempt to point up the main policy
implications of these considerations.



td3

UNITED STATES

Points to make

{13 Deficit reduction in FY1987 an impressive achievement, but
many one-off factors contributed (roughly $35 billion of the $73
billion fall in the deficit).

(ii) Need a package of measures to reduce Federal budget deficit
by more than $23 billion in fiscal 1988. Minimum target should be
to ensure deficit in FY1988 is no higher than in 1987 ($148
billion).

(iii) To demonstrate commitment of both Administration and
Congress package should include tax increases, cuts in defence and
non-defence spending. Must be no "fudges".

(iv) Desirable to agree and announce measures for fiscal 1989
too. Need assurance that deficit reduction will continue despite
Presidential election campaigning. GRH-II deficit target for 1989
($136 billion plus $10 billion leeway) not tough enough.

(v) Cuts in US budget deficit needed not Jjust to restore
confidence, but also to free resources to improve current account.
Before fall in share prices US domestic demand expanding strongly
and labour market conditions tightening. Consequence was bad
trade figures. Some slowdown in growth of domestic demand
essential to improve current account - faster growth outside US
will not help much if US economy already fully employed.

(vi) Slowdown in growth now expected for 1988 will tend to
increase baseline budget deficit. Quite wrong to argue that
smaller cut than $23 billion now required, but do not necessarily
have to make additional cuts to compensate for cyclical rise in
deficit. 1In any event, lower interest rates will be a partial
offset.

(vii) US monetary policy must strike delicate balance between
support for financial markets and support for dollar. Right for
moment to provide liquidity to financial markets, but any excess



.liquidity should be mopped up when possible. Exchange rate

/

stability depends on a willingness to use interest rates - which
is why recent statements by Baker are so damaging.

Background
1. Mr Dolphin's note of 30 October provided detailed analysis of

developments on the US Federal budget deficit. The following
table shows the important figuring.

Table 3: US Federal budget deficit ($ billion)

Fiscal years 1986 1987 1988 1989 1990
CBO baseline* 179 192 176
GRH-II targets 156> * 136 100
HMT forecast 221 *** 148*** 170 150 140
(% of GNP) (5.3) (3.4) (3.6) (3.0) (2+7)
* i.e. deficits on the basis of unchanged policies

* % CBO baseline less $23 billion
*** gctual.

2. Our forecasts have been revised in the light of the prospect
of weaker US growth and lower interest rates but are obviously
tentative in view of present uncertainties. If a deficit
reduction package of $23 billion is agreed for 1988 and only
limited measures are enacted for 1989 we expect a small rise in
the deficit this year followed by a similar sized fall next year.
This is in line with most other assessments of deficit prospects.

3. The revised Gramm-Rudman-Hollings (GRH) targets are also shown

in Table 3. There is no target for 1988, rather a requirement
that a deficit-reduction package amounting to $23 billion is
agreed. Otherwise, automatic spending cuts of the same magnitude

will be enacted. 1In terms of reducing the deficit there is little
to choose between an agreed package and automatic spending cuts.
(In fact, the latter may be preferable because they can bring
bigger medium-term deficit cuts.) But for market confidence it is
vital that both the Administration and Congress are seen to be
taking positive steps to reduce the deficit. This requires an
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CHART 2 -
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. agreed package to cut the deficit by more than $23 billion. To
demonstrate both sides' willingness to make cuts the package
should include cuts in defence and non-defence expenditure and
increases in taxes.

4, Before the sharp fall in equity prices, US domestic demand was
growing strongly and unemployment in September was 5.9 per cent, a
fall of 1.1 per cent over a year earlier, bringing the economy
close to full employment. The unemployment rate is now almost as
low as in mid-1979 and vacancies close to their previous peak
(chart 1). However rates of capacity utilisation (on the Federal
Reserve measure) are still below 1979 peaks in most industries
(charts 2 and 3). There are reports of shortages of skilled
labour in some regions (e.g. the Atlantic Seaboard), but capacity
bottlenecks do not yet appear to be a serious problem.

5. The terrible trade figures for June, July and August provided
further evidence that the US needed to switch resources from
satisfying domestic demand into improving the trade account. In
some respects therefore, the slowdown in US domestic demand growth
that the falls in equity prices should produce is both welcome and
necessary if the current deficit is to fall and inflation is to
remain low.

6. One of the reasons for the strength of US domestic demand in
the 1980's was the dramatic fall in the saving ratio. Some
recovery in saving will be required if the US current account

deficit is to be reduced and efforts to maintain the growth of
J/ consumers' expenditure to avoid a recession would be misplaced.

1980 7.1% 1984 6.1% 198701 4.4%
1981 7.5% 1985 4.5% Q2 3.0%
1982 6.8% 1986 4.3% Q3 3.0%
1983 5.4%

7. Some commentators are beginning to argue that the fall in
stockmarkets will have such a large negative effect on growth in
the US that it would be inappropriate to cut even $23 billion from
the prospective deficit in fiscal 1988. This argument seems to
take no account of the CBO's (and others') projection that the
deficit will rise by $31 billion if no changes are made to policy,
or of gains to confidence from cuts in the deficit.



8. Monetary policy in the US faces conflicting pressures. At
present the Federal Reserve is willing to cut interest rates and
provide liquidity to the financial markets and this is probably
right. But inflationary pressures could still emerge, especially
if the dollar's exchange rate falls sharply, or if the negative
wealth effects from 1lower equity prices are 1less than some
currently fear. At some point, therefore, the Federal Reserve
will have to mop up any excess liquidity in the markets and,
maybe, increase interest rates to support the dollar.



JAPAN

Points to make

(1) In order to reduce its current deficit, Japan should aim for
growth in real domestic demand substantially faster than the
growth in potential output of about 3% per cent a year. Domestic
demand ought to grow at approaching 5 per cent not just in 1988
but for several successive years. Ways of sustaining strong
growth in domestic demand include fiscal and monetary policies,
and structural reforms.

(ii) Inflationary pressures are very weak. Average earnings
growth around 2% per cent, i.e. below growth rate of productivity,
especially when adjusted for Japan's terms of trade gains. The
strength of the yen does not indicate lax monetary conditions.
The fairly rapid growth in money supply is to some extent the
result of financial deregulation.

(iii) The fall in share prices, and the consequent tightening in
world monetary conditions, puts the onus on hard currency
countries to reduce interest rates. At about 4 per cent, Japanese
short rates are high in real terms.

(iv) Despite this year's 'package', fiscal policy still does not
look particularly expansionary. The OECD provisional forecasts
show the general government deficit to rise only slightly from 0.9
per cent of GNP in 1986 to 1.2 per cent in 1987, and to remain
unchanged on present policies in 1988. The 1988 Budget should
instead provide for a significant further stimulus to domestic
demand.

(v) Other measures to strengthen Japanese domestic demand could
include greater passing on to consumers of terms of trade gains,
deregulation of land use, financial innovation to facilitate
consumer credit etc.



Background

s ot In 1987Q2, real GNP was 2% per cent higher than a year before
and real domestic demand 4 per cent higher. There are now some
signs that the economy is picking up. Industrial production,
about flat for eighteen months, rose sharply in the summer. The
government has expressed confidence that the target of 3% per cent
growth in the financial year (ending next April) will still be met
- though this would require growth to average more than 5 per cent
over the final three quarters.

2., The 12-month rate of consumer price inflation remained
negative during the first half of the year. It rose to 0.7 per
cent in August. Wholesale prices in August were still lower than
a year before. Average earnings in August were only 2% per cent
higher than a year before - well below the increase in
productivity. The GDP deflator was % per cent lower in 1987Q2
than in 1986Q2.

3. Neither the growth rates in broad monetary aggregates of over
10 per cent nor the price increases in certain asset markets are
good evidence that monetary conditions are lax. Der tion

(Egptributed to the rapid rise in wholesale bank deposits. The

spectacular rise in land values is confined to the commercial
centres of the major cities, where regulations limit the amount of
new land for development.

4. The central government deficit for FY1988 is expected to be
3.4 per cent of GNP, only a slight increase from 3.2 per cent in
1986-87. There is no official estimate for the general government
deficit, but OECD and IMF estimates point to an increase of only
¥-% per cent of GNP.

5. The guidelines for public expenditure for FY1988 allow for an
increase of 1.8 per cent - but from the initial FY1987 budget.
They seem to imply little change from the likely actual level of
spending in FY1987, allowing for the increases subsequently
announced in the May package. These guidelines suggest that as
soon as the economy starts to pick up the Ministry of Finance will



’seek to revert to its plans for budgetary consolidation. It does

not seem to have got the message that several years of domestic

demand growth of approaching 5 per cent

p.a. are needed.

6. There is said to be concern that the public works programme
and the housebuilding boom are leading to bottlenecks in

construction. Chart 3 shows the number
this has risen quite sharply since
previously a long period of stagnation.
steeper than the trend during the

of new buildings
mid-1985, but
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materials is not rising sharply. The real bottleneck 1is the

availability of land, which is restricted by excessive

regulations. Capacity utilisation in manufacturing is still

relatively low (chart 4).
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GERMANY

Points to make

(i) There has been some rebound of the economy from virtual
stagnation last winter, but it is weaker than German authorities
are claiming, and strengthening of German economy over summer Owes
as much to exports as domestic demand.

(ii) Net export volumes are now making a negative contribution to
German GNP growth, but import growth in volume terms has slowed

. e
since 1985.

(iii) Little sign of unexpected worsening of inflation. Once
account taken of o0il price effects, underlying inflation rate
still very low and not rising.

(iv) No evidence of any need for tightening of monetary policy,
despite CBM target overshoot. Bundesbank targets may be too
restrictive in current circumstances.

(v) Rise in budget deficit this year reflects weak growth not
discretionary measures. Tax cuts next year partly paid for by
expenditure restraint and past fiscal drag, so net expansionary
effect modest. Larger tax cuts likely to be needed if growth in
domestic demand sufficient to produce a significant reduction in
current balance is to be achieved.

(vi) Longer term structural weaknesses have resulted in
deterioration in German growth performance and continuing high
unemployment. Rigidities in economy perpetuated by Government's
reluctance to cut industrial subsidies or reduce the protection

\ given to German farmers.



Background

Monetary policy

1, CBM stock is substantially overshooting target range of 3-6
per cent for 1987. Bundesbank allowing overshoot at time of 1low
interest rates owing to large weight that currency has in measure.
Authorities fear however that other aggregates such as broad M3
are growing faster than warranted by medium term growth potential
of economy at stable prices. However, Bundesbank assessment
assumes stable velocity for CBM. In fact, velocity may have
downward trend of %-1 per cent per year; velocity also has
historically fallen at times of substantial balance of payments
surplus.

Fiscal policy

2. The German Government has had considerable success in reducing
the deficit from 3.7 per cent of GNP in 1981 to 1.2 per cent in
1986 and expenditure from 49.7 per cent to 46.8 per cent over the
same period.

3. The Federal government has presented its budget for 1988 to
the Bundestag. This includes DM8% billion of tax cuts from the
second phase of the 1986-88 tax reform plus DM5% billion brought
forward from the proposed 1990 tax cut. These tax cuts are
however against an unindexed base and thus are partially paid out
of nominal as well as real fiscal drag. The 1988 tax reductions
will also tend to reduce Lander expenditure owing to fall in tax
yield on revenues shared between Federal and Lander governments.

4. The OECD's documentation for the forthcoming EPC meeting shows
some modest increase in the general government deficit from 1.2
per cent in 1986 to 1.6 per cent in 1987. This 0.4 per cent rise
is entirely accounted for by growth falling below potential - the
OECD's calculations put the change in “"built-in stabilisers" at
0.4 per cent.




-2 The deficit is not forecast to widen significantly in 1988
despite the tax cuts as expenditure growth is restricted to 2.4
per cent. OECD put the GGFD in 1988 at 2.0 per cent of GNP. No
tax cuts are proposed for 1989. A second round of personal sector
tax cuts of DM 19.4 billion is proposed for 1990. It seems that
these will not alter the budgetary stance significantly, since
they are to be financed by reductions in subsidies, increases in
consumption taxes, and changes in personal and company tax
allowances, including the controversial withholding tax. The
detailed figuring is set out in the table below.

Inflation prospects

6. The German 12-month inflation rate was negative throughout
most of last year owing to the impact of the oil fall and the DM
appreciation. The reassertion of positive inflation since April
is entirely due to the o0il price fall dropping out of the
inflation figures. Underlying non-energy prices have been falling
mildly throughout the year. g

——————————

1. Most forecasts for 1988 point to a return in inflation to an
underlying rate of 1% per cent. This has been 1long anticipated
with continuing downward pressure on inflation from terms of trade
gains and slow domestic growth, the risks of any greater
acceleration look pretty small.
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. THE GERMAN TAX PACKAGE: ESTIMATED EFFECTS ON REVENUES

Cuts to be made in 1988

DM billion
Cut originally planned 9.0
Cut from 1990 brought forward Sl
14.2
Cuts planned for 1990
Original gross tax reduction 44.5
Less brought forward to 1988 5.2
Less planned offsetting rises in other taxes 19.4
Net tax cut in 1990 19.8
Current plans for additional revenue raising
to finance 1990 package
Revenue gain from withholding tax 3% - 4
Reductions in depreciation allowances under
corporation tax 4%
Measures to broaden base of personal
income tax 3%
Changes in regional policy and local taxes 6
Total so far agreed 17% - 18

Government's original target 19.4
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4
. WORLD ECONOMIC DEVELOPMENTS [

1. Real GDP overall, for both the major 5 and the major 7, grew
rather faster during the first half of 1987 than it had done
during the second half of 1986. Growth speeded up in North
America and remained high in the UK. It slackened in France and
remained very low in Germany.

Percentage growth rates between:

1986Q2 - 1987Q2 198604 - 198702
(Annual rate)

Us 2% 3%

Japan 23/4 2%

Germany 3/ Y

France 13/4 1

UK 33/4 34

G5 2% 2%

Italy 2% 4%

Canada 3%

G7 2% 3

2. The 12-month rate of consumer price inflation continues to
edge up - to 3 per cent in the G5 in September.

3. The average trade imbalances of the three largest countries
over the latest 12 months have changed 1little this year (in
nominal dollar terms) from the average monthly trade balance in
1986.

$ billion, monthly averages

us Japan Germany
1986 -13.9 1k ; 4.5
1987+* -13.5 (Aug) 8.3 (Sep) 4.7 (Sep)

* Average of 12 months to August or September.

4. Interest rates rose briefly in late September and early
October, but have since come down again.

5. Share prices, despite the recent drop, remain higher in the US

and Japan than on average in 1986.

PETER SULLIVAN DAVID SAVAGE
9 November 1987




SECTION A:

NOMINAL AND REAL GNP

1. The growth rate of nominal GNP in the G5 countries has slowed,
to 43/4 per cent over the year to the second quarter of 1987.

Table 1:

GNP _growth in the G5 countries*

Annual percentage change

1980
1981
1982
1983
1984
1985
1986

Change from four quarters earlier (per cent)

Nominal
GNP

1986 Q1
Q2
Q3
Q4

1987 Q1
Q2

Indices

(1980=100)

1986 Q1
Q2
Q3
Q4

1987 Q1
Q2

6.3
6.1
5.4
4.8

5.0
4.7

149.1
151.2
153.1
154.3

156.5
158.4

Real

N W e D O = O

N N W W

114.7
115.6
116.1
116.7

117.6
118.1

GNP
Deflator

130.0
130.8
131.9
132.2

133.2
134.1

* All G5 averages in the note are weighted by GDP in 1980.



CHART 1: G5 REAL AND NOMINAL GNP
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. Overall in G5, real GNP increased at a moderate rate in the
first quarter. There were quite strong increases in the US, Japan
and the UK, but 1little change in France and a fall in Germany
(probably caused by bad weather). Growth in real domestic demand
in G5, which had been slight in the fourth quarter, strengthened a
little. Consumers' expenditure, public consumption and fixed
investment were all weak.

3. GNP in the US rose more slowly in the second quarter than in
the first. Stockbuilding fell as expected, but consumers'
expenditure and investment increased from their low first-quarter
lavels.

4. German GNP recovered in the second quarter, but to a level
little higher than that for the third quarter of last year.

5. Japanese GNP hardly changed in the second quarter, a reduction
in the real foreign balance (exports falling and imports rising)
offsetting a substantial rise in domestic demand.

6. French GNP grew at an annual rate of only 1% per cent during
the first half of the year. Stockbuilding was exceptionally
high.
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Table 2: GNP and Domestic Demand Growth in individual countries

GNP*: Domestic demand growth*¥*:
Us Japan Germany France UK G5 US+ Japan Germany France UK G5

Annual percentage changes

1983 3.6 3.2 1.8 0.7 3.4 2.9 5.2 1.8 2.3 =0.7 4.5 3.4
1984 6.8 5.0 3.0 1.4 2.6 4.9 8.9 3.8 1.9 0.4 2.8 5.5
1985 3.0 4.7 2.5 1.7 3.7 3.2 3.7 3.8 1.5 2.2 3.0 32
1986 2.9 2.5 2.4 2.1 3.3 2.7 4.0 4.1 3.7 3.9 3.7 3.9

Change from four quarters earlier (per cent)

1986 Ql 3.6 3.0 1.7 2.2 2.9 3.0 4.8 3.3 1.8 3.0 259 3.8
Q2 3.3 2.5 3.3 2.4 2.4 3.0 4.3 4.6 952 5.3 3.2 4.5
Q3 2.6 2.4 2.1 1.8 3.2 2.4 3.9 4.5 3.5 3.8 3.7 4.0
Q4 2.2 2.0 2.4 241 4.5 2.4 2.8 3.8 4.1 3.3 5.2 3.4
1987 Ql 2.0 3.7 2.4 2.1 3.8 2.5 2.3 4.4 4.1 4.2 2.1 3.1
Q2 2.4 2.7 0.8 1.7 3.8 2.2 1.8 4.0 1.8 2.4 3.6 2.4

 Indices (1980=100)

1986 Ql 116.0 122.8 106.5 108.7 11245 114.7 122.6 1172 101.4 10750 wliG .0 4l16:0
Q2 116.2 124.0 109.3 110.0 %#113,.2 115.6 123.6 119567 1055 110.0 114.1 117.8
Q3 116.6 124.9 110.1 110.4 . 114.2 116.1 124.6 120.8 105.4 1108 =il15:7 118.8
Q4 11751 125.8 109.9 11958 1156 L1637 124.7 11216 106.6 §E) [0 ) AR | by e it 1
1987 Ql 118.4 127.3 109.1 111.0 - 11648 117.6 125.4 1224 " "105.6 1105 . Alo.& 119.6
Q2 119.0 152753 110.2 L1ilia8 117705 11851 125.9 124.4 7 106.9 11247 ‘A8, 2 120.7
* Expenditure measure of GNP/GDP at market prices except for UK (GDP (A) at market prices) '

*% Includes stockbuilding



CHART 2: GNP IN THE G5 COUNTRIES
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Table 3: Growth of real expenditure in the G5 countries

Private Government Domestic* Real
Consumption Investment Expenditure Demand Exports Imports GNP

Annual percentage change

1983 3.5 3.2 v I ¢ 3.4 0.2 2.7 2.9
1984 3.4 8.1 3.0 5.5 942 12.8 4.9
1985 3.6 4.0 3.3 3.2 3.4 3.4 3.2
1986 4.0 3.4 5.0 379 0.2 6.8 2.7
Change from four quarters earlier (per cent)
1986 Q1 3.7 3.8 3.0 3.8 +3.3 2.9 3.0
Q2 4.3 3.8 3.6 4.5 ~0.5 7.8 3.0
Q3 4.2 3.0 3.1 4.0 0.9 9.4 2.4
Q4 Buid 3.0 10.1+ 3.4 1.6 7.2 2.4
1987 Q1 3.0 1.7 3.0 3.1 3.7 Tal 2.5
Q2 2.1 0.9 1.2 2.4 2.4 3.8 2.2
Indices (1980=100)
1986 Q1 116.3 112.9 116.1 116.0 115.3 122.6 114.7
Q2 117.9 114.3 2 % 117.8 117.7 130.5 115.6
Q3 119.95 1152 118.4 118.8 117.9 133.3 116.1
Q4 139:5 LY 128.0+ 119:2 118.6 13333 116.7
1987 Q1 119:8 115.0 119.6 119.6 1185 131.4 IL7 .6
Q2 120.3 115:3 118.6 120.7 120.5 135.4 118.1

* Including stockbuilding

+ Inflated by Japanese Government's issue of commemorative medals.



CHART 4: G5 EXPENDITURE GROWTH
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: Industrial production in the G5 countries (which increased
only slightly during 1986) has picked up since last winter.
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.Table 4: Industrial production in the G5 countries (change on
year earlier)

United Japan Germany France United G5*
States Kingdom
1983 9.9 3.5 0.8 0.4 3.6 37
1984 119 10.9 3.4 1.7 153 8.0
1985 1.7 4.5 5.4 0.7 4.7 3.0
1986 1.0 -0.3 25k Uy 2.0 1.0
1987 Q1 1.6 0.6 -0.9 1.0 .8 1
Q2 3.1 1.0 0.3 2.3 2.5 251
Q3 4.7 - - - - -
1987 Jan 0.2 0.5 -1.9 -2.0 2.2 -0.1
Feb 155 -0.2 0.0 2.0 249 1.0
Mar 3.0 1.6 -0.9 3.0 3.3 2.0
Apr 2.2 0.5 -0.9 -1.0 1.2 0.9
May 3.2 -0.6 3.0 5.1 3.8 2.6
Jun 3:9 L | -1.2 249 2:9 254
Jul 4.6 3.9 -3.1 1.0 3.3 2.7
Aug 4.7 5.4 2.4 1.5 3.6 4.0
Sep 5.4 - -0.6 - - -
Indices (1980=100).
1987 Q1 116.9 122.6 105.0 1013 1121 113.9
Q2 118.1 122.6 107.6 103.7 1125 11521
Q3 120.7 - 106.4 - - -
1987 Jan 116.5 122.4 104.0 99.0 110.7 113.1
Feb 117.1 121.6 106.0 102.0 3126 114.0
Mar 117.2 123.7 105.0 103.0 112 .59 114.5
Apr 117.3 122.0 108.0 102.0 112.3 114.5
May 118.0 120.6 108.2 104.0 113.2 114.9
Jun 118.9 1253 106.7 105.0 1E119 119%39
Jul 120.3 126.0 105.6 104.0 114.4 116.6
Aug 120.6 125.7 110.6 104.0 1315%3 117.6
Sep 120.8 - 106.4 - - -

* Weighted by 1980 industrial output at 1980 exchange rates.



8. Unemployment rates have been about constant this year in
Japan, Germany and France and have fallen in the US and UK (Tables
5 and 6). For the G5 as a whole the unemployment rate is % per
cent lower than at the start of the year.

Table 5: OECD Standardized Unemployment rates (per cent of labour
force, seasonally adjusted)

us Japan Germany France UK G5*
1984 7.4 2.1 7.1 0.7 117 7:0
1985 1:1 2.6 T ol 10.2 1V.2 6.8
1986 6.9 2.8 6.9 10.4 1151 6.7
1986 Q1 6.9 2.6 e 10:2 111 6+1
Q2 7.0 2.1 7.0 10.5 1.2 6.8
Q3 6.8 2.9 6.9 10.6 11.2 6.8
Q4 6.7 2.8 6.8 10.6 11.0 6.6
1987 Q1 6.6 2.9 6.8 10.9 10.7 6.6
Q2 §.1 3 6 11.0 1853 6
Q3 9.9 - - - - -
1987 Jan 6.6 3.0 6.8 10.8 10.8 6.6
Feb 6.6 2.9 6.8 10.9 10.7 6.6
Mar 5,5 2.9 6.9 13.1 10,6 6.6
Apr 6.2 2.9 6.9 13.4 10.5 6.4
May 6.2 3.2 6.9 11.0 10.2 6.5
Jun 6.0 3.0 6.9 10.9 10.1 6.3
Jul 5.9 2.7 7.0 10.9 9,9 6.2
Aug 5.9 2.8 7.0 11.0 9.8 6.2
Sep 5.8 - - 10.6 9.5 -

* Using 1980 labour force weights.



.rable 6: Unemployment rates, national definitions*
(per cent of labour force, seasonally adjusted)

uUs JAPAN GERMANY FRANCE UK
1984 1.5 2.7 9.1 9.9 7 i 5
1985 T2 2.6 9.3 10.2 11.3
1986 7.0 2.8 9.0 10.5 11.4
1986 Q1 7.1 2.7 9.2 10.3 11.4
Q2 71 2.8 9.0 10.5 118
Q3 6.9 29 8.8 10.6 11.6
Q4 6.8 2.8 8.7 10.7 1153
1987 Q1 6.7 .9 8.8 11.1 11.0
Q2 6.2 s 8.9 11.1 10.7

Q3 5.8 - - - -
1987 Apr 6.2 3.1 8.8 10.7 10.9
May 6.2 3,2 8.8 10.7 10.4
Jun 6.0 3.0 8.9 10.7 10.3
Jul 5.9 257 9.0 10.7 10.2
Aug 59 2.8 8.9 10.7 10.0
Sep 5.8 - 9.0 10.5 9.8

* Not comparable between countries

Source: OECD, DE.



SECTION B: PRICES AND LABOUR COSTS
9. At the end of 1986, G5 consumer price inflation was at its
lowest for over 20 years. It has picked up in all the major

countries this year, but especially in the US.

Table 7: Consumer prices (percentage change on a year earlier)

Us Japan Germany  France UK G5
1983 3.2 1.8 3.3 9.4 4.6 3.8
1984 4.2 & «3 2.4 7.7 5.0 4.1
1985 3.6 2.0 2.2 5.8 6.1 3.5
1986 1.9 0.4 -0.2 249 3.4 1.9
1987 Jan 1.4 -1.5 -0.8 3.0 4.0 1.0
Feb 2.1 -1.4 -0.5 3.4 39 1.4
Mar 3-0 -008 -002 3-3 4-0 2-0
Apr 3.8 -0.2 0.1 355 4.2 2.5
May 3.8 -0.3 0.2 3.4 4.1 2:5
Jun 3.7 0.0 0.2 353 4.2 2¢5
Jul 949 -0.4 0.7 3.4 4.4 2.6
Aug 4.4 0.7 0.8 3.5 4.4 3.1
Sep 4.3 0.7 0.4 3.2 4.2 2.9
Source: OECD
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10. Growth of unit 1labour costs has slowed in the major
countries. This has been due partly to faster rises in
productivity and partly to slower rises in earnings.

Table 8: Unit labour costs (manufacturing, in domestic
currencies, percentage change on year earlier)

us Japan Germany France UK G5

1983 -2.4 -2.2 -0.5 7.6 0.0 -0.7

1984 -2.0 -3.9 1.0 4.7 2:<5 -0.7

1985 0.1 2.4 0.3 2.9 3.9 0.3

1986 -0.5 2.5 3.3 273 4.1 1.4

1986 Q1 -0.6 1.4 1.6 2.8 6.2 1 lgt b

Q2 -0.1 2.8 208 103 5-6 1.5

Q3 -0.3 3.4 4.4 X el 3.0 1.8

04 -0.7 2.6 4.5 2.0 1.6 152

1987 Ql -100 -002 505 006 1.0 005

Q2 -1.8 -0.5 0.6 -1.0 1.5 -0.8
Indices (1980=100)

1986 Q1 108.6 96.6 110.8 148.1 126 .3- 171129

Q2 108.7 96.2 111.7 145.5 12538+ 11356

Q3 108.4 97.0 113.5 146.6 125.3  113.0

Q4 108.6 97.6 115.0 148.3 126 1-=Y13:7

1987 Q1 107.5 96.4 116.9 149.0 127.5:-113:5

Q2 106.7 95.7 15 146.8 127.7 11256

Source: IMF

11. Prices of metals and (until August) agricultural materials
have been recovering this year, while food prices have hardly
risen, in nominal SDRs (table 9 and chart 7). In real terms,
commodity prices are still lower than at the beginning of 1986
(table 10 and chart 8).



Table 9:¢ Nominal Commodity Prices (In nominal SDRs, 1980 = 100)

Food Agricultural Non-Ferrous Metal 0il

Non-Food Metals Ores
1983 94.1 104.5 95.3 103.3 116.2
1984 93.2 115.5 96.7 109.7 1175
1985 85.2 99.8 91.1 105.4 113.5
1986 82.5 83.2 77.4 88.5 52.5
1986 Q1 89.1 87.9 82.1 93.6 80.4
Q2 86.3 84.1 78.5 89.4 46 .0
Q3 77.9 79.0 74.6 85.5 38.5
Q4 76.6 82.0 74.5 85.6 45.2
1987 Q1 74.3 82.6 75.3 82.4 55.5
Q2 75.4 85.0 80.5 79.0 5977

Source: United Nations
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Table 10: Real Commodity Prices (1980 = 100)*

1983
1984
1985
1986

1986

1987

Q1
Q2
Q3
Q4

Q1
Q2

Food Agricultural Non-Ferrous Metal

Non-Food Metals Ores
87.6 97.3 88.7 96.2
86.2 106.7 89.4 101.4
76.9 90.2 - 82.3 95.3
71.4 72.1 67.0 76.6
77.8 76.8 71.7 81.7
7555 73.5 68.6 78.2
67.3 68.2 64.5 73.8
65.1 69.7 63.3 72.8
62.6 69.6 63.5 69.4
63.5 71.6 67.8 66.6

Deflated by trade-weighted unit value indices
manufactured exports.

Source: United Nations
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SECTION C: TRADE AND CURRENT BALANCES

13. Approximate figures for the volume of G5 exports to various
trade blocs are shown in Table 11. (These are computed as exports
at current prices deflated by total, not regional, unit value
indices. The figures for total exports and exports to OECD
include intra-G5 trade and are not seasonally adjusted).

14. The total volume of exports appears to have changed 1little
over the course of last year. A fall in exports to non-OECD
countries, especially oil producers, has offset a rise in exports
to OECD countries.

Table 11: G5 Export Volumes (1980 = 100, not seasonally adjusted)

to to of which:
Total OECD non-0ECD OPEC non-0PEC
1981 102 100 106 121 102
1982 99 98 100 125 92
1983 98 101 93 102 90
1984 107 114 95 88 97
1985 110 120 93 76 98
1986 111 125 86 61 94
1985 Q1 110 119 94 80 98
Q2 111 121 94 76 100
Q3 106 115 89 73 94
Q4 114 125 94 76 100
1986 Q1 108 121 84 65 90
Q2 113 127 87 65 93
Q3 107 120 84 56 93
Q4 116 130 89 58 99
1987 Q1 110 126 81 54 91

Q2 114 130 86 53 96



.5. On 12-month moving averages, the trade imbalances of the
three largest countries have changed little (in dollar terms) over
the year so far. But current account imbalances have fallen
slightly in relation to GNP (see chart 9).

Table 12: Visible Trade balances of US, Japan and Germany*
($ billion, monthly averages, not seasonally adjusted for the US).

Us Japan Germany
1984 -10.3 3.7 Lol
1985 -12.4 4.7 2.4
1986 -13.9 7.7 4.5
1987 Jan -12.3 (-13.7) 9.6 (8.0) 4.8 (4.5)
Feb -15.1 (-14.0) 9.2 (8.3) 6.1 (4.7)
Mar -13.6 (-14.1) 8.4 (8.5) 4.8 (4.9)
Apr -13.3 (-14.0) 8.2 (8B.3) 5.3 (5.0)
Jun -15.7 (-14.1) 6.9 (8.5) 4.6 (5.1)
Jul -16.5 (-13.3) 7.7 (8.5) 5.6 (5.1)
* Averages of past 12 months in brackets.
Table 13: Current Accounts of G5*
($ billion)
Us Japan Germany France UK
1983 -46.6 20.8 4.1 -4.2 5.0
1984 -106.5 35.0 6.6 0.0 2.1
1985 -117.7 49.2 13.8 0.9 4.6
1986 -140.6 85.8 36.7 3.8 -0.2
1986 1 -34.0 15°9 7.9 1.0 155
2 -34.4 21.6 8.1 1.0 0.2
3 -35.3 23.8 11.3 0.8 -1.1
4 -36.8 24.3 9.3 1.0 -0.8
1967 1 -36.8 24.9 11.0 -0.2 0.9
2 -41.1 20.9 10.7 -1.1 -0.9

* Seasonally adjusted.
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. SECTION D: INTEREST RATES, MONEY SUPPLY AND EXCHANGE RATES

16. Short term rates in the United States and Germany rose quite
sharply in late September and early October, but have since fallen
back (chart 10).

17. Long rates have risen markedly in the US and France since the
start of the year.

Table 14: Interest rates in the G5 countries
United GS
States Japan Germany France UK weighted
average

Three-month interest rates

1983 9%l 6.4 5.8 12.5 10.1 8.6
1984 10.4 6.2 5.9 11.5 9.7 9.0
1985 8.1 6.5 5.5 10.0 12.3 8.0
1986 6.5 5.0 4.6 7.8 11.0 6.5
1986 Q1 7.6 6.0 4.6 8.8 12.4 7.5
Q2 6.7 4.7 4.6 7.4 10.2 6.4
Q3 6.0 4.7 4.6 7.2 10.0 6.1
Q4 5.8 4.5 4.7 £ 11:2 6.1
1987 Q1 6.0 4.1 4.2 8.3 10.6 6.1
Q2 6.8 3.8 3.8 8.1 9.2 6.2
Q3 7.0 3.7 4.0 7.9 9.8 6.3
6 Nov 11 3.9 4.0 8.2 8.8 6.3
Long-term government bond yields*
1983 11.1 Tt 8.1 13.6 13.2°.10.3
1984 12.4 7.1 8.0 1243 12.3" 10,8
1985 10.6 6.4 7.0 10.8 11.1 9.4
1986 7.6 5.1 6.3 8.4 10.:1 1.3
1986 Q1 8.6 545 6.5 9.6 10.7 8.0
Q2 7.6 4.8 6.1 79 8.9 7.0
Q3 7.3 4.8 6.1 7.7 97 6.9
Q4 7.2 5.1 6.4 8.4 11.1 7.2
1987 Q1 7.2 4.8 6.3 8.7 9.8 7.0
Q2 8.3 3.3 6.6 8.9 9.0 7.2
Q3 8.9 5.0 6.5 10.0 10.0 8.1
2 Nov 9.0 4.6 6.6 10.0 9.5 8.0

* Averages of end-month data.



CHART 10 : NOMINAL INTEREST RATES

s A : LONG TERM INTEREST RATES A e
[}
8 L
|°.5"\. £ /').\/"..J .\\ 10.5
< }os
- 8.5
- 7.5
- 6.5
- 5.5
- 4.5
- 3.5
L 2.5
187 B : SHORT TERM INTEREST RATES - s
el e N \.
10.54 e 10.5
\. r./"\'\,/"'\ i
N\ 2Ny .
9.5 o/ \ / \_ 9.5
8.5+ 8.5
7.5+ 75
6.5+ 6.5
9.5 - 5.5
asd v b iy
\.:g._._.‘....n.-.q.,_.".__*.‘... = R TR PR L L] ;-;.‘ el --
J“" v \ ] L \ | v L i | TR R l‘.: L] Ll v : L L] | L | L 3'5
JAN FEB MAR RPR “Ay  MWME Wy aue StP OCT  naw
— US
-== JAPAN
seeses GERMANMY
— = FRANCE

e



. 18. In 'real terms', short term rates are generally lower than at
the start of the year.

Table 15: Real Short-Term Interest Rates*
(in per cent)

United Japan Germany France UK G5

States
1983 5.6 4.5 2.4 2.8 LYk 4.6
1984 5.9 3.8 3.4 455 4%5 4.8
1985 4.4 4.4 32 3.9 5.8 4.3
1986 4.5 4.5 4.9 5ol 72 4.9
1986 Q1 4.4 4.5 3.9 5.0 Al 4.7
Q2 5.0 3.9 4.8 4.9 752 4.9
Q3 4.3 4.7 5.0 50 2 4.8
Q4 4.5 4.9 5.8 5.4 15 5.l
1987 Q1 3.8 5.4 4.7 4.9 6.4 4.6
Q2 3.0 4.0 3577 4.6 4.8 3.6
Q3 25 3.0 3.2 4.3 52 3is2
6 Nov 2557 332 3.6 4.8 4.4 353

* Three month money market rates deflated by change in consumer
price index on year earlier.



19. Growth in M1 accelerated sharply last year in the G5
countries but has slowed, particularly in the US, since the start
of the year. This indicator is probably unreliable given the
effects, especially in the US and UK, of innovations (such as the
paying of market-related interest on sight deposits) on the demand
for this aggregate. The nominal growth of broad aggregates (M2 or
M3) has been slower than M1l (except in the UK), but faster than
nominal GNP.
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Table 16: Narrow money gqgrowth (M1, seasonally adjusted,
percentage change on a year earlier)

us Japan Germany France UK G5 UK
MO
1980 6.2 2.6 2-3 8.8 4.1 Bl 8.5
1981 7.0 3.3 121 11 &5 17...7 6.4 4.6
1982 6.6 5.8 3.6 11.8 1701 7.4 0.9
1983 3 8 298 | 3.6 10.0 9.8 16.0 9.8 Bl
1984 7.0 2.8 3.2 10.4 14.0 6.6 5.6
1985 9.2 LYk 4.2 9.0 1507 8.2 4.6
1986 13.4 6.9 8.3 7.6 222115 4.0
1387 Jan 17753 9.4 9.1 10.4 2374, 14 .4 Sl
Feb 16.6 1102 9.0 6.8 22.0-13.8 4.1
Mar 15.4 10.3 7.3 1.4 285 5124 4.1
Apr 15.8 10.8 8.3 3.6 23515 k3.0 4.8
May 14 .2 12.2 9.6 33 24:4 12,7 4.4
Jun 11.9 110 8.7 5.0 2410 11:4 4.2
Jul 10.5 10.9 9.1 41 23.0 10.6 5.4
Aug 9.3 15105 1055 - 24.6 - 4.7
Sep 8.4 B 9.6 - 20.4 - 4.9
Cuarx 3
G5 BROAD AND NARROW MONEY-VELOCITY OF CIRCULATION
105+ 1980=100 Fies
104 4 104
i —— NARROW MONEY-M1 Bl
s T BEdt U R e e Tl T R o BROAD MONEY-M2
102 -102
10 14 101
100 100
99 ~99
98+ -98
974 -97
96+ -96
95- 95
94 - - 94
934 93
92 92
914 ~91
90+ ~90
89- . 89
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87 ‘ -87
et —r—y 86
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Table 17: Broad money growth (percentage change in seasonally
adjusted measure on a year earlier)

us Japan Germany France UK G5 Germany

M3 M2+CDs M2 M3 M3 CBM*

1980 iid 952 8.9 11,2 15.0 9.9 4.8
1981 1139 8.9 5.9 12.0 19.7 11.7 4.4
1982 10.9 9.2 6.5 11.5 21.2 10.8 4.9
1983 9.8 7.4 2.7 10.2 12.2 8.6 73
1984 10.1 1.8 3.3 9.8 9.3 8.6 4.8
1985 9.0 8.4 4.1 8.6 2.2 8.4 4.6
1986 8.1 8.6 4.0 5 8.1 B.1 6.4
1987 Jan 9.0 8.6 6.8 5:3 18.4 9.0 75
Feb 8.6 8.8 6.8 4.9 . 1948 8.9 747

Mar 8.1 9.0 6.7 4.9 19+3 8.6 7159

Apr 7.6 9.8 5l 6.9 20.3 9.0 1.7

May 7.4 10.2 8.5 6.8 19.2 9.0 8.4

Jun L.2 10.1 7.0 7.6 19.4 8.7 8.7

Jul 6.4 10.4 6.6 7.8 e1.2 8.5 8.4

Aug 6.2 11.0 6.7 - 225 - 8.0

Sep 5.9 - 6.5 - 19,5 - -
Target 5.5-8.5 10** 3-5 3-6
» Comprises 100 per cent of currency in circulation, 16.6 per

cent of sight deposits, 12.4 per cent of time deposits and
8.1 per cent of savings deposits.



.20. The dollar has depreciated further recent weeks (particularly
against the yen) after a period of stability (table 18). 1In
effective terms on 5 November the dollar was 7 per cent below and
the yen 9 per cent above their levels at the time of the Louvre
Agreement in late February (table 19). Chart 16 shows the changes
in the dollar since then, against the deutschemark and yen and in
effective terms.

Table 18: Bilateral exchange rates since Louvre

Yen/$ DM/$ FFr/$ $/€ $ Effective

Louvre - 20
Feb 1987 153.5 1.826 6.08 1.53 104.0

Averages of daily rates:

March 157.5 1:835 6.11 1.59 103.3
April 142.9 1.811 6.03 1.63 101.0
May 140.6 1.789 5.98 1.67 10J.4
Jun 144.4 1.818 6.07 1.63 101.7
Jul 150.2 1.847 6.15 1 10353
Aug 147.6 1.857 6.20 1.60 103.3
Sep 143.1 1,812 6.05 1.65 100.8
Oct 143.3 1.801 6.01 1.66 100.6
Latest:

5 Nov 1987 134.6 1.668 5.64 1.86 96.9



CHART 14: REAL AND NOMINAL EFFECTIVE
EXCHANGE RATES
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CHART 15:REAL AND NOMINAL EFFECTIVE
EXCHANGE RATES
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Table 19: Effective exchange rate movements (1975 = 100)

United Japan Germany France United
States Kingdom
1980 93.17 126.4 128.8 94.4 96.0
1981 105.6 142.9 119.2 84.3 94.8
1982 118.0 134.6 124.4 76.6 90.4
1983 124.8 148.4 127.1 70.0 83.2
1984 134.6 156.7 123.8 65.7 78.6
1985 140.7 160.5 123.6 66.3 18.2
1986 114.8 203.1 137.3 70.1 72.8
$ Peak - 27 .
February 1985 1572 157:1 1X7.2 62.0 70.2
Plaza - 20
September 1985 139.6 156.6 125.5 67.2 82.0
Louvre - 20
February 1987 104.0 209.1 148.3 124 69.1
Latest - 3
Nov 1987 96.9 228.3 150.8 12:5 193
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21. As measured by the ratio, in common currency, of consumer
prices in G7 to those in the rest of the world, the real exchange
rate of G7 appears to have appreciated substantially since early
1985 (Chart 17). This reflects a tendency for developing
countries in Asia and newly industrialised countries (such as
Korea, Hong Kong, and Singapore) to link their currencies to the
depreciating dollar.
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SECTION E: BUDGET DEFICITS AND PUBLIC DEBT

22. Budget deficits have declined on average in the major
countries since 1983. They are expected to remain about constant
next year on present policies (rises in Japan and Germany
offsetting falls in France and Italy.

Table 20: Central and general government financial balances

1981 1982 1983 1984 1985 1986 1987 1988

Central government

Canada -2.1 =5.5 -6.2 -6.8 -6.7 -4.9 -4.1 -3.8
United States -2.4 -4.1 -5.6 -5.1 -5.3 -5.0 =3.7 <3.7
Japan -5.9 =5.9 -5.6 -4.7 -4.0 -3.6 -4.1 -4.6
France -2.6 =2.7 -3.2 -3.3 -3.3 -2.8 -2.5 =2.1
Germany -2.5 =-2.4 -1.9 -1.6 -1.3 S SR S e R
Italy -10.6 -13.2 -14.0 -13.2 -14.0 -12.3 -11.4 -10.1
UK -2.9 =2.7 -3.0 -3.1 -2.3 -2.3 -2.2 =2.1
Seven major

countries -3.6 -4.6 -5.3 -5.0 -4.9 -4.5 -3.9 -=3.9

General government

Canada -1.5 -5.8 -6.9 -6.4 -7.0 -5.5 -4.5 -4.1
United States -1.0 =3.5 -3.8 -2.8 -3.3 -3.5 -2.3 =-2.4
Japan -3.5 -=3.6 -3.7 -2.1 -0.8 -0.6 -1.2 -1.6
France -1.9 -2.8 -3.2 -2.7 -2.9 -2.9 -2.6 =2.1
Germany -3.7 -3.3 =2.5 -1.0 -1.1 -1.2 -1.5 =2.0
Italy =11.5 =11.83 =10.7 =11.5 =-12.2 =1l1.2 =10.4 =9.9
UK -2.8 -2.3 -3.6 -3.8 -2.6 -2.8 -2.6 =2.5
Seven major '

countries -2.7 =3.9 -4.1 -3.4 -3.3 -3.3 =-2.6 =2.7

(a) Percentages of GNP or GDP

(b) IMF estimates and forecasts (Oct. 1987).



- SECTION F: STOCK MARKETS

23. The drop in share prices followed very substantial rises in
nost countries since 1982 (charts 18 and 19). In the US, Japan
and UK, share prices were still, on 4 November, higher than on
average in 1986 (table 21).

Table 21: Share prices

Percentage changes

us Japan Germany France UK
Cct 15 to
Nov 4 -17% -12% -25 -18 -31
Average 1987Q1-
Q3 to Nov 4 -18 -6 -23 -27% -24
Average 1986 to
Nov 4 +9 +41 -25 -12% +4%

Source: OECD, FT
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SECRET

From: Sir G.Littler
Date: 20 November 1987

MR ALEX ALLAN

WEEKEND VISIT

You were putting together a dossier of figures, etc. Here are

one or two additional contributions:

- Bonn telegram 868 gives the Embassy assessment of present

influences on German economic management.

A Sheet of key figures on current accounts, trade and
reserves of Taiwan and Korea.

(Optional) A recent Mulford speech on NICs - which covers
Hong Kong and Singapore as well as Taiwan and Korea but
does at least focus heavily on the latter two and does
acknowledge that the former two are different! (There is
of course a case for a move by Hong Kong, if it were not
for politics and confidence: I wonder whether it could
be thinkable to make it as a related part of a G7 package

which included demands on Taiwan and Korea?)

I also attach a check-list of points for our discussion.

/
) // "_/ T
{ //Té;offrey Littler)



SECRET

CHECK-LIST OF POINTS

U.S. Action

what are they likely to get and when?

- what minimum agreement could we welcome?

- what to say about follow-up, action by others, G7 plans?

- what if US action cannot command welcome? in that event

action by others still needed (or even more)? and how to
handle exchange rates?

- what if jittery markets during further delay and muddle?

1
. V »
German Action §j
/
- nature and timing of fiscal action? Qﬂ(Jf/
- monetary undertaking necessary - in what form? 4%@¢5§¢}
\ y
W
Action by others? b

do we want to press Japan? or leave that to US? KYP/

- UK position?

- need for all to accept flexible use of interest rates and
differentials?

- action to influence NICs (Taiwan and Korea) - anything‘pUJMJJ”

EC or individual countries can do to encourage? XQS 0

-

Conditions for a G7 Meeting?

- US fiscal action - how disappointed can we afford to be(:l“jw‘M

and still want to go forward? ’
- Likely US demands? NI ™ \\% A KQ\\? (\HM")
- Crucial importance of exchange rate element - if not

!

then better to refrain from meeting?

J



Exchange

SECRET

rate element in G7 agreement

US commitment crucial - actions and words and silence!

? limited US commitment inadequate, given history (e.g.

not more than $ X million) ﬂdhﬁhv %MR— UV
V\’\‘\ll\)\ MC\__I‘- 4

foreign currency borrowing? swaps? other ideas? (given
need for demonstration to repair loss of confidence and
especially to bolster evidence of US commitment)

levels? skewed? breadth of ranges? other details? \Q ﬂyw/*

G7 Logistics

0
timing? (Miazawa alleged to be tied to Tokyo until 12 3
X7
December!)
")——
venue? 6v~_p%ZL
preparation?

draft statement? can we settle any points of shape and

coverage? (6\'\)") 1 @‘;ﬁ' ww\ w5 Xﬂ—}

Conclusions of meeting

tell Baker?
more general publicity?
what about Italians?

any further work / contacts? I CW”VWV,
\C\L(,)”i
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Fi1 BONNN TO FCOLN
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CONFIDENTIAL

DEDIP

PERSONAL

FM BONN

TO IMMEDIATE FCO

TELNO 868

OF 191430Z NOVEMBER 87

FOLLOWING PERSONAL FOR R Q ERAITHWAITE FROM PAULINE MEVILLE-JONES
SLEASE PASS FOLLOWING TO SIR G LITTLER, HM TREASURY

GERMAN MACRO-ECONOMIC MANAGEMENT

1. GERMAN REACTIONS TO EVENTS IN THE MARKETS HAVE BEEN AND REMAIN
CHARACTERISTICALLY SLOW MOVING. THERE 1S NOW LESS COMPLACENCY AROUND
IN BONN THAN ON 19 OCTOBER. THIS HAS GIVEN WAY TO DEFENSIVENESS AND
GENERAL ISED WORRY. |T HAS NOT HOWEVER SO FAR RESULTELC IN A

SUFF ICIENT SENSE OF URGENCY TO CAUSE THE GERMAN AUTHORITIES TO
DEPART FROM THE EXISTING LINES OF THEIR ECONOMIC POLICY. IT 1S
DIFFICULT TO SEE WHAT ON THE DOMESTIC SCENE - WHICH OCCUPIES CENTRE
STAGE IN BONN |F NOT IN FRANKFURT - WILL CHANGE THIS IN THE
FORESEEABLE FUTURE. VARIOUS FACTORS REINFORCE INERTIA:

- CONVICTION THAT THE FISCAL MEASURES ALREADY EMBARKED OMN ARt T-€
RIGHT WAY FORWARD AND THAT TIMING SHOULD NOT BE TAMPERED WIT -
(THOUGH THIS DOES NOT PRECLUDE MINOR CHANGES E.G. POSTPONING
INCREASES IN EXCISE TAXES):

- TEMPERAMENTAL DISINCLINATION TO TAKE SHORT TERM MEASURES (E.G.
LOWERING INTEREST RATES FURTHER) RATIONALISED AS BEING EITHER
INEFFECTIVE OR (CONTRADICTORILY) INDIRECTLY INFLATIONARY:

- A CERTAIN BLOODYMINDEDNESS ABOUT BEING LECTURED TO 3Y COUNTRIES
THAT HAVE A LESS GOOD RECORD OVER TIME OF MAKING A SUCCESS OF THEIR
ECONOMICS THAN THE FRGe

- DEEP-SEATED UNWILLINGNESS TO GET OUT IN FRONT INTERNATIONALLY
MAINLY, THCUGH NOT EXCLUSIVELY, BECAUSE OF THE IMPACT THIS COULD
HAVE ON THE AUTONOMY OF GERMAN DOMESTIC ECONOMIC POLICY MANAGEMENT.

Con%ééén’rial rr
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2. THESE FACTORS ARE REINFORCED BY INSTITUTIONAL AND POLITICAL ‘ :
DIFFICULTIES. GERMAN POLICY MAKERS HAVE.(CORRECTLY)  PERCEIVED THAT
THEIR POLITICAL AND ECONOMIC SET UP 1S WELL GEARED TO
NON=INTERFERENCE IN THE RUNNING OF THE ECONOMY BY GOVERNMENT. IT 1S
LIABLE HOWEVER TO WORK MUCH LESS WELL WHEN CHANGE LED BY GOVERNMENT
|S NEEDED, WHETHER SHORT OR LONG RANGE (DEREGULATION OF THIS
EXCESSIVELY REGULATED ECONOMY, REDUCTION OF SUBSIDIES: ETC.). BOTH
ARE REQUIRED AT THE MOMENT AND BOTH ARE BEING DUCKED DESPITE SLOWLY
GROWING AWARENESS OF THE NEED FOR LIBERALISATION. SO FAR THE
REACTION OF POLICY MAKERS HAS BEEN TO THROW UP THEIR HANDS IN A
FATALISTIC FASHION ABOUT REFORM/CHANGE CITING THE UNDOUBTED
DIFF ICULTIES OF GETTING
- AGREEMENT INSIDE THE COALITION:
- AGREEMENT WITH THE LAENDER (WHICH ARE INESCAPABLY INVOLVED IN MOST
DECISIONS INVOLVING MONEY AND MOST OF WHICH ARE WORRIED ABOUT THEIR
TAX BASE):
- THE ACQUIESCENCE OF WELL ORGANISED INTEREST LOBBIES.
AN ADDITIONAL COMPLICATION IS THE SEEMINGLY POOR STATE OF
COMMUNICATICN BEWTWEEN THE BUNDESBANK AND RELEVANT FEDERAL
MINISTERS: STOLTENBERG (DISTRACTED OVER SCHLESWIG-HOLSTEIN, THOUGH
THINGS ARE CALMING DOWN ON THAT FRONT): BANGEMANN (HEART IN THE
RIGHT PLACE 3UT INEFFECTIVE - AS SHOWN BY HIS NEED TO SEND A LETTER
TO STOLTENBERG ABOUT ECONOMIC POLICY):s GENSCHER (BETTER AND
LESS TRICKY THINGS TO GET OUT IN FRONT ON) AND KOHL (DOES NOT GIVE
THE IMPRESSION OF BEING MUCH DISTURBED AND IS AT PRESENT TOURING
AFRICA). OUR BUNDESBANK CONTACTS EXUDE FRUSTRATION OVER
DISORGANISATION IN BONN AND A TENDENCY TOWARDS PERSECUTION CIVFLEX
OVER INFRINGEMENT OF THE BANK'S PREROGATIVES IN MONETARY PCLIZY,
THEY DO NOT HOWEVER GIVE THE IMPRESSION THEY HAVE DONE EVERYT 414G
WITHIN THEIR POWER TO BRING WIDER, INTERNATIONAL, CONSIDERATI AS
EFFECTIVELY TO BEAR IN THE DOMESTICALLY DOMINATED DEBATE IN TH:E
CAPITAL. DIVISIONS ON POLICY WITHIN THE BUNDESBANK DO NOT ASSIST ITS
PULLING POWER IN BONN. STALEMATE BETWEEN THE POEHL AMD SCHLESINGER
FACTIONS MEANS IN EFFECT THAT THE BUNDESBANK IS UNABLE TO GIVE A
LEAD ON THE NATURE AND EXTENT OF SHORT TERM STIMULATORY MEASURES.
INSTEAD, IT ACQUIESCES IN A FURTHER INCREASE IN THE PUBLIC SECTOR
DEFICIT.

3. AS WE HAVE COMMENTED IN PREVIOUS REPORTING, AS THINGS STAND IT IS
DIFFICULT TO SEE WHAT WILL CAUSE THE GERMANS TO SHIFT GEAR. USE OF
THE 1967 STABILISATION LAW TO STIMULATE ECONOMIC ACTIVITY IS BEING

Confidential i
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‘ URGED BY SOME, BUT IS REGARDED IN BONN AS BEING TOO DRASTIC AND

DRAMATIC FOR CURRENT CONDITIONS. IRREFUTABLE PROOF OF A FURTHER SLOW
DOWN IN -THE GERMAN ECONOMY WOULL PROBABLY CHANGE THINKING. THERE 1S
A REAL DANGER OF SLOWDOWN: THE REACTION OF GERMAN BUSINESSMEN AND
INDUSTRIALISTS TO TURMOIL INTERNATIONALLY COULD VELL BE TO REVISE
INVESTMENT PLANS DOWNWARDS AND TO DRAW DOWN STOCKS. GERMAN CONSUMERS
wiLL ALSO BE PRONE TO INCREASE THEIR ALREADY HIGH PROPENSITY TO
SAVE. BUT THIS WILL TAKE TIME TO SHOCW UP IN THE FIGURES AND EVEN
LONGER TO RESULT IN ACTION. ONE 3ENSES WITH SOME CONTACTS THAT THEY
FEEL THAT MANAGEMENT - BY - CRISIS AT SOME UNSPECIFIED TIME IN THE
FUTURE WILL IN PRACTICE BE THE GERMAN WAY FORWARD.

L. THE BEST POSSIBLE COUNTER TO GERMAN INSTITUTIONAL AND POLITI|CAL
DIFFICULTIES AND TO THE PREVAILING ABSENCE OF WILL TO OVERCOME THEM
wILL BE CONSTANT, PATIENT PLUGGING AWAY IN PRIVATE ON A STRATEGY FOR
AND A GERMAN CONTRIBUTION TO INTERNATIONAL COOPERATION ON THE PART
OF FOREIGN AUTHORITIES - BANK AND GOVERNMENT = WHICH THE GERMANS
FEEL THEY HAVE SOME CAUSE TO RESPECT.

BULLARD

7\70 IS I TR0 1) 1SN
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_ ‘"ie 1l: Current Accounts

1980-85
Taiwan
$ US tillion T
% of GDP 7.0
Korea
$ US tillion =8
% of GDP - 4.3
%
from "World Financial
consultations.

Table 2: Reserves

Taiwan $ US billion

Korea $ US billion

Table 3: Exchange Rates

1985
Taiwan
NT$/US $ Y]
RER¥* 95
Korea
Won/U3 $ 870
RER¥* 89
*

Real effective rate,

1986 US Treasury
16.2 18.3
22.9 19.1

4.6 s

4.9 6.4

Morgan Guaranty

1987 Forecasts¥*

Morgan Guaranty

US Treasury forecasts from their internal paper on Asian NICs;

Markets'"  September/October 198T;
1986 1987
47.6
8.6
1986 1987Q1 1987Q2
38 35 33
89 89 93
880 860 830
T6 Th >

26
24

12
10

IMF

30
96

798
76

fron

(@)Y
‘O

(@)

Morgan Guaranty

Article IV

64.8 (about 34 months imports)

9.0 (2-3 months imports)

Latest

(18 November)
(September)

{18 November )

(September)

using relative consumer prices (1980=100)
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bopartmont of the Treasury ¢ Washington, D.C, ¢ Telephone 566-2041

TOR RELEASE ON DELIVERY
EXPECTED AT 9:05 A.M, PST
NOVEMBER 17, 1987

REMARKS BY
THE HONORABLE DAVID C. MULFORD

R : ASSISTANT SECRITARY FOR INTERNATIONAL AFPAIRS

UNITED STATES DEPARTMENT CF THE TREASURY
BEFORE THE
ASIA/PACIFIC CAPITAL MARKEITS CONFERENCE
HYATT ON UNION SQUARE
SAN PRANCISCO, CALIFORNIA

INTRODUCTION

Recent developments in the world economy have heightened
awareness of global economi~s interdapendence and of the continu-
ing need for successful economic policy coordination. 1In the
two years since the Plaza meeting, progress in establishing a
framework and a process for policy coordination has been substan-
tial. Indeed, one element in lagt month's market turbulence
appears to have been the fear of a breakdown in the coordination
process established among the major nations.

What followed in world stock markets provided a grapnic
demonstration of the interlinkages of world financial markets.
The impact of market judgments is more powerful than many
political leaders and economists had imagined. Global markets
are here nowy and prime time television coverage provides a

== constant reminder to individuals in all the industrial democracies

that their economic future can ba influenced by developmenta
in financial markets on the other side of the world.

To those of us who work day to day in this field, the message
is clear: economic policy coordination among the major trading
nations must continue to be strengthened and the needed adjustment
within and among nations accelerated, World attention is now more
clearly focused than ever before on the coordination process that

B-1201



-2-

emerged from the Plaza Agreement, the Tokye Summit, and the Louvrs
Acecord., Though still in its infancy, it has produced important
commitments and results among G-7 countries to strengthen ¢lobal
growth, to reduce trade imbalances, and to promote exchange rate
stability. The United States and the other major nations need

to do more to produce faster adjustment of world imbalances and .
we, in turn, need the cooperation of many other nations, debtors
and creditors alike, in our global financial and trading system,

Today we look to Asia., Those of you attending this
conference will focus these next two days on Agia's capital
markets. These markets are an important part af the Asian scene.
However, my task today, as keynote spcaker, is to address the
political and economic questions that stand out in Asia today.
This presents a wide variety of potential issues, but so far
as United States economic policy is concerned, thera are two
overriding areas of concern: one is, of course, our bilateral
economic relationship with Japan, which I diascussed in a speech
last July to the Japan Soclety. The other is U.S. relations with
the four Asian NICs, Korea, Taiwan, Hong Rong, and Singapore.

My remarks today will focus on the Asian NICs and, in
particular, on Taiwan and Rorea. As a group, the four now account
for the fastest growing component in the overall trade deficit
of the United States, The deterioration in this part of our
deficit continues today, despite the very substantial adjustments
by the United States and other major nations since the Plaza
Accord in September 1985 which have produced clear signs of a
vurn for the better in most of our major trading relations.

Rorea and Taiwan also make a sizable contribution to global
imbalances == sufficient to warrant special mentlion this year
in the Louvre and Venice Summit Communigques.

It is my judgment that the NICc Rhave clearly emerged as
major trading economies, but they have yet to demonstrate that
they are responsible trading partners. ‘

The question is: Will they s=oon shoulder their
responsibilities in the world's trading system that is the source
of their prosperity? Or will they continue to be increasingly
directed toward export-led growth, powered by undervalued cur-
rencies that ensure increased penetration of the world's largest
and most open market? And in the case of Taiwan and Korea: Will
they elect to remain relatively closed economies with elaborate
and pervasive investment, trade, and tariff barriers?

At this moment, these remain open and deeply concerning
questions.
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THE ASIAN NICS' CONTRIBUTION TO GLOBAL IMBALANCES

1 would like to begin by highlighting the rapid expansion of
the four NICs' share of world trade and the sizable contribution
that they are making to global imbalances.

Since 1970, the four NICs have made enormous inroads in
world markets. That year, the four accounted for only 3.1% of
total world exports. By 1986, their share had more than doubled

to 6.4%, as their aggressive export drive produced increasingly

impressive results, Taiwan was out front, more than tripling
its share of world exports from 0.6% in 1970 te 2.0% in 1986.
—TYorea more than doubled its share to 1.4% and Eong Kong and
Singapore also showed substantial gains,

I cite these percentages in part because it is often said
that they are inconseguential in the overall plcture of world
trade, A3 mere figures thay may appear to be so, But conslder
for a moment what they mean for the NICs' economies in both
absolute and relative terms.

Tn 1985, Taiwan's current account surplus stood at
$£9.2 billion, or an astonishing 15,5%¢ of GNP, This year, its
current account surplus is likely to top $19 billion, a stagger-
ing 20% of GNP. Taiwan has virtually no external debt and its
reserves have more than tripled since the end of 1985. At more
than $70 billien, Taiwan's reservas now equal its 1986 GNP and
provide an unprecedented == and unjustifiable -- three years
of import coverage.

Rorea is coming up hot on Taiwan's heels. Despite its
movarnment's dire predictions about the impact of the labor
strikes in August on its competitiveness, Rorea's current account
surplus will probably exceed $10 billien this year, a shift into
the black of about $11 billion since its modest deficit in 1985,
Korea's 1987 surplus will be equal to about 8% of its GNP, dwarfing
in relative terms those expected for Japan and Germany, which in
both cases will be around 4% of their respective GNPs, :

Korea's export performance is largely resgonsiblo for its
current account outlook. Its exports in the firat three guarters
of this year jumped nearly 36%, Wnhile Korea's new exports,
automobi{es and electronics, posted the most dramatic increases
-- 90% and 49%, respectively -- the old workhorses of Korea's
export-led economy, textiles and footwear, also posted impressive
gains of 36% and 26%, degpite the relatively protectionist

climate for trade in those products.

Taking advantage of its surpluses, Korea has been reducing
jts external debt, in part through prepayments, by more than
$8 billion from its peak of $47 billion in mid-1986, Moreover,




apparently embarrassed by its new riches, Rorea -- a country with
a 52400 per capita income =-- has begun a concessional foreign
assistance program. One is tempted to assume that creating such a
program is easler for Korea than adjusting its own economy to

push for a higher stapndard of living for Koreans. Will this aid
program be used, as we have seen elsewhere, to develop additional
export markets?

The growth of the NICs as world traders would not have been
possible without an open market in the United States, From 1970
to 1986, our share of their rapldly accelerating exports increased
from 22% to 37%. The extent of Taiwan's deperndence on the U.S.
market is even more starkly highlighted by the fact that, in
1986, its exports to the United States accounted for 27¢ of its
GNP, while Korea's 1986 exports to the United States equaled
nearly 15% of its GNP, It is surprising to realize that these
figures far exceed those for all our other trading partners,
except Canada for which the figure was 19%, In short, the degree
of dependence of these two economies on the U,S. market is
disturbing to us and should be to them.

I wish that I could say that our share of the NICs' total
imports showed similar expansion, but the relationship has not
been reciprocal, Our share of their total imports declined
sharply from 32% in 1970 to only 17% in 1986, hardly a partner-
ship in the normal sense of the word, As a result, our aggregatae
trade with the four went from near balance in 1570 to a

$3.6 billion deficit i{n 1980, Then, from 1980 to 1986, our
deflcit with the four grew a staggering 7008, reaching

$28,8 billion in 1986. This amounted to 20% of the total U.S,
trade deficit in 1986, compared with only 14% in 1980.

In 1987 our deficit with the NICS grew a further 29% in the
first eight months to $23 billion. This performance follows the
stream of lamentations among the NICs in 1986 that, because of
the modest currency appreciation and trade and investment con-
cesgions that we had asked them to make, their export boom
would come to an abrupt end, As I said at the beginning of my
remarks, the U.8, trade deficit with the four Asian NICa is now
the fastest growing component of our overall trade deficit and
the deterioration continues. Korea and Taiwan account for the
bulk of this growth, but recently Singapore has also contributed.
It is true that the rate of increase in their aggregate surplus

has slowed modestly in 1987, but to put the absolute figure of

$23 billion into perspective, let us remember that it is second
only to our deficit with Japan and exceeds our individual deficits
with Germany and Canada,



ORIGINS OF THR IMBALANCES

Why have these trade imbalances grown to such proportions?
Has the United States become less competitive during this period?
The answer is unfortunately yes. But is this the only reason,
or even the principal reason, for the deterioration in our trade
balance? Here, the answer is clearly no, because the United

__ states has already undertaken painful domestic adjustments that

have laid the basis for the reduction in our trade deficit that
has begun to materialize,

These adjustments include, first and foremost, the U.S.
dollar's significant depreciation against the currencies of mosat
of our G-7 partners, particularly against the yen and the German
mark., Since the Plaza Accord, the dollar has depreciated gome
44% against the yen and 41% against the German mark. Seen from
the perspective of the Japanese and the Germans, the adjustment
has been even greater, as the yen has appreciated 78% against
the dollar and the mark, 71% against the dollar.

Moreover, wa reduced our fiscal deficit in FY 1987 by
$73 billion to $148 billion, or 3.4% of our GNP, down from 5.3%
in FY 1986, This is the largest fiscal adjustment accomplished
in recent years by any major industrialized natlon. As you
know, the Administration is committed to further deficit reduction
in FY 1988 and is working closely with the Congress to achleve
this goal.

These difficult adjustment efforts are strengthening U.S,
competitiveness and, combined with initial steps to increase
demand in some of the other G=-7 countries, have already laid the
basis for an improvement in U.S., external accounts, a point
that, regrettably, the markets often seem to lgnore. Our trade
deficit in nominal value terms has leveled offf. Moreover, our
real trade deficit expressed in constant 1982 dollars has declined
continuously for the past four quarters, except for the extraor=
dinary third-quarter bulge in oil import volume.

Given thegse adjustments in the United States and elsewhere,
we must look to other factors to explain the persistence of large
global imbalances. One such factor for the U,8. figures has been
the major LDC debtors' reduced ability to import since 1982.
However, a key explanation, the one that I want to emphasize to
you today, is the Asian NICs' own economic policies. The NICs'
policies have been aimed at turning thelr economies into powerful
export machines, able to penetrate foreign markets aggressively
while == in the case of Taiwan and Korea, although not in the
cagse of Hong Kong and Singapore =-- protecting thelr internal
markets from foreign compet?tion.



Policies in three major areas have enabled the NICs tc
develop their natural advantages as exporters, The firat cf
these is exchange rate policy, which in my view has played the
central role in the Cs' recent rise as trading powers. The
NICs have actively used exchange rate policy to secure and main-
tain thelr current competitive advantage., It is clear, especially
from the pattern of exchange rate movements since the Plaza

Accord, that market forces have little, if anything, to do with
exchange rate determination in any of the four.

0 The Korean authorities administratively fix the won rate,
obtuscatin? the process by the use of one or more baskets
of currencies, ostensibly to guide thelr decisions through
reference to market forces, Moreover, when followed closely,
as we have done, over a period of time, it is clear that in
practice this approach is manipulative. This judgment is
shared by the IMPF which, in July after extensive consulta-
tions with Rorea, concluded that further appreclation of
the won was called for, Korea also employs a broad range of
capital controls to facilitate its exchange rate management.

The result of these policies is that the won has
become seriously undervalued. Despite the rapidly growing
strength of its external accounts, Korea has allowed the
won to appreciate against the U,8. dollar by only about
128 since the Plaza Accord, far short of the appreciation
of the yen and the German mark, which total 78% and 71%,
respectively, In addition, though it may seem hard to
believe, the won is still 26% weaker against the U.S.
dollar than it was in July 1980, when the dollar was at
its weakest point before beginning its strong recovery of
the early 1980

© The Taiwanese authoritles intervene in Taipei's interbank
market, often on a massive scale, to manipulate the HT dollar
rate, They recently reimpogsed controls on foreign borrow-
ing and forward foreign exchange transactions to facilitate
their efforts to repress market pressures for further
appreciation of the new Taiwan dollar. Although, at 36%,
appreciation of the new Taiwan dollar against the U.S.
dollar since the Plaza Accord exceeds that of the Rorean
won, it still lags by a substantial margin that of the
Japanese yen and other major currencies.

o The Singaporan dollar has been relatively stable agalnst
the U.8. dollar, appreciating by a scant 7.5% since the Plaza
Accord. Thus, it has continued to depreciate against the
yen and other currencies, including those of Korea and
Taiwan. This is clearly a major factor in the 65% growth
of its trade surplus with the United States this year
through August, compared with the same period in 1986,



o Finally, Hong Rong's policy of a fixed link to the U.S.
dollar has allowed it to post the greatest competitive
gains, in terms of relative exchange rates, not only
against the yen, but also against all the other NICs.

Second, trade policy has played a supporting role in the
efforta of Korea ang Taiwan to maximize exports and minimize

imports of both goods and services, Wwhile Hong Kong and Eingapore
have trading systems that are among the most open in the world,
Korea and Taiwan maintain import bans, restrictive licensing
arrangements, tariff rates affording high levels of effective
protection, and other less transparent administrative devices to
limit imports. :

Despite some tariff reductions and liberalization of
licensing requirements, serious problems remain, Many of you
here are all too awara of the difficulties of marketing financial
services in EKorea and Taiwan, but you may be less famillar with
the kinds of problems that merchandise exports encounter.

Wine exports to Korea, an area in which this part of
California possesses an obvious natural competitive advantage,
is a highly pertinent illustration of these difficulties,.

With great fanfare, Korea announced last April that it would
"liberalize" imports of still wine, effective October 1 of this
year. However, a closer reading of the announcement revealed
‘that the Government intended to allow imports only up to 10% of
Korea's 1986 domestic consumption, until October 1, 1988, when

the quota would be increased to 20%. Not until 1991 would the
quantitative restriction be completely lifted, But the truly
iimited nature of this so-called liberalization is not apparent
until you consider that the present tariff schedule is such

that the lowest possible wholesale cost is fully three times the
landed cost, Thus, foreign producers will have difficulty
£illing even the 10% quota. : : ‘

Finally, macroeconomic and structural pclicies have also .
supported the NIiCs' drive fot larger trade surpluses, particular-
ly in Korea and Taiwan. For example, tax exemptions, operating
subsidies, ad hoc financial bail-outs, directed credit and prefer-
ential interest rates, government assistance in obtaining inputs
and marketing production, restrictions on new entrants into
specific sectors, local source/origin requirements for government
procurement, and lax protection for foreign patents and copyrights
have all been employed at varying points as the authorities have
targeted first one sector and then another for development as an
export powerhouse.




THE NEED FOR STRUCTURAL ADJUSTMENT

What are we to conclude from the NICs' growing strength in
world markets, particularly their increasing reliance upon the
U.S. market, and from the causes of these developments? And
what should the major industrial nations de about a situation
that represents such a clear-cut problem for the urgently needed

adjustment of world imbalances?

I am also asked with increasing frequency what the United
States is doing about our severe trade imbalances with the NICs.
Frustrated members of Congress have begun to devise what in my
view are highly undesirable methods te target countries with
protracted trade surpluses with the United States that engage in
unfair trading practices. 0.8, businessmen complain strongly
about the predatory practices in foreign markets of Kore2an and
Taiwanese companies that enjoy various forms ¢f state sapport,

‘including the competitive advantage of an undervalued currency,
Meanwhile, the efforts of U.S. financial and business organiza~
tiona to make direct investments in those growing markets, or even
tg gal? access for thelr products and gervices, meet with numerous
¢obstacles,

One of the unfortunate results of this build=-up in
frustration is that Mmany now openly support protectionist measures
aimed directly at the offending countries. The Administration
continues to oppose the retaliatory approach embodied ir Proposals
Buch as the Gephardt amendment because they would restrict rather
than expand trade. Our aim is to open forelgn markets, not to
¢lose the U,8. market.

The United States has eéngaged in talks on trade and financial
services over a number of yYears with all four NICs, especially
with Korea and Taiwan, and there have been modest accomplishments
In a micro sense to achieve liberalization, However, in 1986, we
concluded that a broader approach was required, The currency
and other adjustments among the G-7 countries since the Plaza
Accord had begun to reveal the magnitude of the competitive .
advantage that NICs were taking for themselves, It was clear to
us that their present export-led growth strategy based on under-
valued exchange rates and the current mix of other supporting
policies was not sustainable, Nor was the continued accumulation
and concentration of external surpluses in official hands in the
long-term economic interests of the NICs, whose economles were
becoming severely distorted,

The NICs are increasingly vulnerable as their export
extravaganza continues, One way or another, the U.S, trade
deficit will be reduced and, eventually, eliminated. All



principal trading nations, not just the G-7 countrles, will have
to contribute to that end., This meana that the Asian NICs'
surpluses will be reduced in absolute terms. Merely stabilizing
the surpluses at their current levels is an inadequate policy
objective and an unattainable outcome. 1In fact, attempting to
perpetuate such large external surpluses requires repressing the
growth of consumption below levels that are reasonable, given
the NICs' current per capita income levels and standards of
living.

Moreover, the excessive accumulation of net foreign assets
and reduction of net foreign liabilities, such as we are seeing
in Taiwan and Rorea, is a misguided use of their domestic savings,
Indeed, one objective economic¢ analysis recently published by

_the Institute for International Economics recommended modast
current account deficits, rather than the sizable surplusss that

they have pursued, as the most appropriate macroeconomic¢ policy
objective for the NICs. Given their stage of development and

the efficiency with which they use capital, their savings would

be better left in private hands to be invested in new houslng,
businesses, or directed more aggressively toward expanding education
and building new economic and sc¢ial infrastructure,

This means that the Asian NICs, especially Tajwan and Rorea,
can no longer sit by and act as if the problem of global imbalances
has little to do with them, The mix of policies that the NICs
have followed, whatever its previous merits, has now become
inappropriate for them and unacceptable to other major nations.
Unlegs they create sources of growth to replace thelr current
excessive dependence upon exports, their future growth will be
jeopardized and they will encounter adjustments more painful
than those they are now being encouraged to make.

Accordingly, in July 1986, we initiated a dialogue with both
Korea and Taiwan. We have sought to discuss not just currency
issues, but rather the full range of macroeconomic policy and
structural changes that we believe that they, as major trading
nations, should undertake to improve prospects for reducling world
imbalances and to enhance their own long-term development.
Briefly, I will outline the approach that we have taken.

Exchange Rate Policy

First and foremost, we have urged the NICs to adopt an
exchange rate policy that allows their currencies to reflect
fully the underlying strength of their economies., This is essen-
tial, not just from the perspective of reducing trade tensions,
but also to aveoid making the inevitable task of structural
adjustment more difficult as domestic producers develop a stronger
and stronger vested interest in the undervalued exchange rate,
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The independent economic analysis to which I referred a few
moments ago concluded that, based on the NICs' exchange rates
last April, a further 10~-15% real effective appreciation of
thelr currenclies against those of their trading partners was
called for. I would note that this implies substantial nominal
appreciation not only against the U,$, dollar, but even more so
against the Japanese yen and German mark, against which the NICs
have continued to deprecliate, The very substantial changes in
the yen and the mark against the U.S. dollar and the modest
impact that those currency changes have had to date on our bilat-
eral trade balances with Japan and Germany suggest that the
magnitude of the required nominal changes in the NICs' currencies
ia very large indeed.

The United States is not alone in believing that improved
exchange rate policies in the NICa are essential. At the time
of the Louvre Agreement, the Venice Economic Summit, and this
vear's Annual Mecetings of the IMF and World Bank, the G=7 coun-
tries as a whole stressed the importance of such policies.

Trade Liberalization

Trade liberalization is another key area of structural
reform that we have consistently and forcefully urged to open
the NICs' domestic economies more to international competition.
Hong Kon? and Singapore are models in this regard, having long
ago eliminated virtually all import restricticns and established
low or zero tariff levels, Both Korea and Talwan should follow
suit by quickly rationalizing and reducing their tariff rates,
eliminating remaining licensing requirements and bans, and
abolishing the special taxes and other administrative procedures
that they employ to limit imports.

’ I would point out that I do not include under the rubri¢ of
trade liberalization the ad hoc administrative and financial
arrangements that Korea and Talwan have adopted to avoid making
the necessary fundamental structural changes, These measures
include export quotas, special buying missions to the United
States, and special financing arrangements to induce their
importers to purchase U.S. goods, These voluntary measursas
are only short-term palliatives; they cannot be a substitute for
genuine trade liberalization and, over the long haul, will only
distort patterns of investment, production, and trade.

Finally, without diminishing the importance of open markets
in achieving economic restructuring, trade liberalization cannot
substitute for appropriate exchange rate action,
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Macroeconomiq Policies

We have also pointed out the need to strengthen domestic
demand, both consumption and investment, as a key complement to
exchange rate adjustment and trade liberalization, in order to
continue economic growth at satisfactory ratea in conditions of
declining external demand. Growth of consumption in all of the
NICs has lagged real GNP growth by substantial margins. Thus,
credit allocation and interest rate policies, which have
discouraged consumer and mortgage lending, shculd be modified.
Ways also need to be found to reorient investment away from
the export sector and toward production for the domestic market,
as well as to boost overall investment levels, particularly in
Taiwan where both public and private investment have actually
declined in recent years,

THE ROLE OF CAPITAL MARKETS

This leads us logically to the vital role that capital
markets can play in supporting structural adjustment and the
reduction of global imbalances. Greater efficiency of domestic

~capital mobilization and allocation astimulates growth and can

contribute to reducing external imbalances because all sectors

== including housing, consumer goods, and services -- are better
able to command the necessary resources for expansion, This will
allow for less reliance on exports for growth,

The Asian NICS need to assign a higher priority to developing
their capital markets and integrating them into the world economy.
There are promising signs of growing sophistication and efficiency
in some of the NICs' financia? markets, particularly their stock
markets, Nonetheless, financial markets in many of the NICs
remain underdeveloped, All too often, money markets are hLeavily
regulated; deep and liguid markets for government and corporate

instruments are lacking; and active participation by foreigners

is discouraged or even prohibited,

Accomplishing change will require a comprehensive strategy.
An example for such a strategy is offered by the approach the
Japanese have followed since 1984 when =-- against the backdrop
of an undervalued currency and a burgeoning trade surplus with

~the United States -- they agreed in the Yen/Dollar Talks to

open and liberalize their financial markets. Adapted to the
NICs, this strategy could have three components,-

The first would call for the development of domestic bond,
stock, and money markets, free of unnecessary government guidance,
While markets in Hong Rong and Singapore are largely free of
interest rate restrictions and government-directed credit alloca=-
tion, such interference remains the watchword in Korea and Taiwan.
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Second, the NICa would open their markets, allowing some
integration into the world economy so they are not left behind
in the trend toward globalization., The U.S, economy has long
benefited from following & policy of national treatment which
accords foreign and domestic financial institutions the same
treatment. We have strongly urged other countries to adopt
this policy, not only to stem the tide of protectionism in the
United States, but also to foster their own economic growth.

While national treatment in many markets has improved in
recent years, full equality of competitive opportunity for foreign
financial institutions is visibly lacking in Rorea and Taiwan.
Foreign firms are severely handicapped relative to thaeir domestic

Tounterparts by restrictions on local currency funding, on
establishing viable networks of bank branches, and on thelir
ability to expand effectively into other financial activities,
such as ATM gervices, savings, trust, and securities business,

Such restrictions are not acceptable as a continuing basis
for doing business, Their immediate removal would benefit both
the domestic financial market and the adjustment process,

The third and last point is internationalization of
-currencies, Restrictions on the use of currencies abroad and by
non-residents should be removed hand in hand with the elimination
of excessive exchange rate management practices., Such restric-
tions isolate the home economy, and, worse, deprive it and others
of potentially attractive borrowing and investment opportunities,

For the Asian NICs, complete internationalization of their
currencies is a longer-term goal and progress toward it should
be accelerated. Last April, the Rorean Government announced that
it would liberalize invisibles transactions, encourage the use
of won In international trade, and allow establishment of won
accounts by non-residents at home and abroad, Now it should
follow through with a rapid timetable for these steps. Last
summer, Taiwan eased controls on capital outflows, It should now
also ease controls on inflows,

|

|
| I
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“CONCLUSION

In conclusion, I believe the United States has presented the
NICs with a strong case and a reasonable gstrategy for maintaining
their development while contributing to a reduction in global
imbalances, The NICs are important beneficiaries of the world's
open trading system and, as major trading nations, thei have a
responsibility as well as a strong self-interest {n maintaining
its growth,



We are frankly concerned by the lack of responsiveness to
our approach and by the meager results that have been forthcoming.
This is particularly serious in exchange rate policy which, if
there were a spirit of cooperation, could be adjusted quickly to
respond to an obviously deteriorating situation,

1 noticed that the program for this conference refers to
the Asian NICs as the "Four Tigers,"™ Although the NICs may be
regarded as "tigers" because they are strong, ferocious traders,
the analogy also has a darker side. Tigers live in the jungle
and by the law of the jungle., They are a shrinking population.
To survive, tigers -- and the NICs -- must adapt:; and adaption
will require cooperative, not predatory, behavior,

-000~-
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POST-STOCK MARKET FALL: THE NEXT STEPS

After events of past month, worth standing back and trying to
assess implications of what has happened.

Discuss under a number of headings:

Summary of position we took in Washington at the end of
September.

Chronology of events in October.
Change to environment post-crash.
Risks and dangers.

A possible agenda for a G7 meeting.

Situation pre-crash

2'

At the meetings in Washington there was increased optimism
about economic activity in the major industrial countries.
Growth rates had picked up - particularly in US and Japan.
As with UK, domestic demand growth possibly helped by rising
prices of securities and property/land. Some worry about
poor growth in Germany.

Inflation rate had picked up - but largely once for all
effects of oil prices. One puzzling and worrying feature was
movement of long-term interest rates. Also seen some
strengthening of commodity prices Dbut patchy. In general
little in way of inflationary threat. The nagging worry was
the persistence of trade imbalances of the US, Germany and

Japan.
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The US trade deficit had been slow to improve. Figures for

August very bad - a merchandise trade deficit of $15.7
billion.

US trade deficit had deteriorated sharply between 1980 and
1986. There were a number of influences: poor underlying
performance; the strength of domestic demand, partly due to
fiscal policy; and the direct effects of the huge dollar
appreciation between 1980 and 1985.

Over past two years fiscal stance has improved; and the
dollar has fallen sharply. But little improvement 1in trade
deficit; partly J-curve; partly because domestic demand has
continued to grow relative to elsewhere. One possible factor
keeping down savings ratios has been Dbuoyant financial
markets. Also length of lags. As result imports growing

rapidly; and exporters taking opportunity to increase profit
margins.

Following the Louvre agreement an effort had been made to
stabilise the dollar and support it with policy changes.
There were several reasons for a period of exchange rate
stability:

- to give an opportunity for the lags to work through
so that we could observe the underlying situation a
little more clearly following the 1large dollar
depreciation;

- to slow speed of depreciation that could lead to an
undershoot of the dollar;

- to give the appreciating countries an opportunity to
adjust their economies from emphasis on growth of
external trade to growth of domestic demand;

- to avoid inflationary expectations in the US getting
too firm a hold.
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At the time of the Washington meetings it was possible to be
optimistic about the exchange rate aspect of the agreement.
A combination of intervention, adjustment of monetary
policies and an unwillingness of the market to take on the
authorities had all contributed to the period of stability.
You set out your reasons for continuing the approach with

some suggestions for building upon the experience since
Louvre.

But some other aspects of the Louvre agreement were not
working out as planned. Although the US budget deficit had
fallen sharply in the current financial year, projections
showed only modest improvement - if any - over the medium
term. Japan had introduced a fiscal package but doubts about
speed of opening up domestic markets to imports. And
promised German fiscal action remained on a long fuse despite
sluggish growth.

Some commentators argued that a dollar depreciation was

necessary:

the large projected trade deficits;

the absence of private sector financing during 1987;

- the risk that slow growth of money supply in the US,
and rising interest rates caused by action to defend the
dollar, would lead to recession;

- the comparable risk that rapid monetary growth in

Japan and Germany would lead to higher inflation

We took the line that the case for further depreciation had
not been demonstrated:

- the effects of the previous depreciation had not
worked through;
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- it was not possible to have a rapid adjustment of the
US current account deficit; patience was needed;

- the US appeared to be close to full capacity and
further depreciation without bigger cuts in the budget
deficit risked feeding through rapidly into faster
inflation. Growth of imports and profit margins of
exports further evidence;

- (privately) that a longer period of stability would
advance the cause and credibility of managed floating;

- there was little risk of US recession; slow monetary
growth had to be balanced against earlier exchange rate
depreciation and buoyant financial markets that had both
served to ease monetary conditions. Inflation was a

bigger risk than recession;

- similarly there was 1little risk of Dburgeoning
Japanese and German inflation; the delayed eiIfects of
exchange rate appreciation had tightened monetary
conditions and this had to be offset against the faster
growth of domestic monetary aggregates.

| The ambition was not to keep the dollar fixed indefinitely
; but to lay the groundwork so that when a change was needed it
| would be "managed".

10. At the G7 Meeting in Washington the Louvre agreement was
confirmed. Worries about tightening of monetary policy in

; Japan and Germany were raised but assurances given that this
was not happening.

The Events of October

11. The chronoclogy of the events of October /November are worth

i
%
\

setting out as they are often mis-stated by those wishing to
blame the Louvre accord for the stock market crash:
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- despite assurances German monetary policy appeared to
tighten - albeit marginally;
- Baker said he would rather see the dollar fall than
be pushed into interest rate war and called on Germany

to relax policy:;

- stock market collapse; some strengthening of bond

markets but initially exchange rates stable;

- attempts begin by US administration to speed up
budget discussions;

- the US (and UK) moved to reduce interest rates as
response to tightening of liquidity;

- the dollar began to fall;

- some interest rate response from Germany

- statement from Baker that US not going to risk
recession to help dollar;

- further dollar weakness; equity markets drifting
lower.

Change to Economic Environment Post-Crash

12.

13.

The sharp fall in equity prices combined with some easing of
interest rates and a lower dollar will have significant

effects on the economic outlook.

Domestic demand is likely to be adversely affected. Those
countries with the Dbiggest stock markets should be most
affected. Furthermore the biggest negative effects are
likely to be in countries who have been benefiting from

previous strength of financial markets. Given the time lags

it 1is difficult to be precise about effects but we could see
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some increase in private sector savings ratios. Housing/land
markets are likely to be adversely affected. Despite lower
interest rates incomes in the financial community will Dbe
damaged. In most cases it was in the financial centres that
property prices were particularly strong. This will also
tend to work to dampen domestic demand.

The big unknown is the extent of the shock to business
investment. There were signs of strengthening investment

intentions. Some will now be put on ice until the dust is
allowed to settle.

Commodity prices and long-term interest rates have fallen.
This points to some easing of any inflationary threat.
Projections of inflation rates are likely to be reduced.

The weaker dollar will cause problems for the export
industries of the appreciating countries with knock-on
effects to investment. Before the recent dollar fall there
were increasing signs of gradual adjustment to the earlier
dollar depreciation. A further round of adjustment will now
begin. On past evidence the net effect in the G7 countries
could be adverse; how adverse will depend on the extent to
which the NICs stick to the dollar or adjust their parities.

The combined effects on US domestic demand are likely to be
beneficial as far as the trade accounts are concerned. In
addition the reduction of pressure on resources could mean

that the effects of previous dollar depreciation become more
evident.

Risks

18.

The biggest risk we now face is of uncontrolled dollar
depreciation. This would:

- further disrupt financial markets;

- cause major problems for appreciating countries;
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- lead to worrying inflation rates in the US;

- eventually push up US interest rates and force
authorities to act quickly on the budget deficit;

- risk further bout of protectionism.

would all be extremely damaging as far as business

confidence is concerned. The dangers of a major recession

would become very real.

A Possible Package

20. You have argued that a credible package might be as follows:

- a lower US budget deficit with convincing adjustment
in later year;

- measures to strengthen domestic demand in Germany/
Japan;

- agreement to stabilise the dollar at a lower rate and

a commitment to action that would bring that about.

21. A lower US budget deficit 1is crucial to stabilisation of

financial markets:

- the US are incapable of financing their deficit from
internal savings; higher net domestic savings could
emerge for a variety of reasons - none of them
comfortable: higher inflation, higher interest rates, or
a lower rate of investmentﬁ

- until earlier this year private sector capital flows
made a significant contribution. They have now dried
up. They will only re-emerge when the expected rate of
return is high enough. The greater the expectation that
the dollar will decline the more that will require

higher interest rates.
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That is why recent comments have Dbeen 8o damaging - it 1is a

serious mistake to 1imagine that a lower dollar can avoid higher
interest rates if no action is taken on the deficit:

22.

- it is a mistake to think that a lower budget deficit will
bring an unnecessary recession. That may happen anyway. But
action to correct the deficit could boost confidence, restore
the flow of overseas finance and avoid further financial
markets disruption., If UK experience is anything to go by
the net effect could be positive;

- it 1is difficult to see how an improvement in the current
account will emerge without a correction of the Dbudget
deficit. A lower dollar will only exercise significant trade
effects if there are the resources available for it to
"work". A lower budget deficit (or higher interest rates)
are the only mechanisms available to create that room apart

from a recession caused by a blow to confidence.

Measures to strengthen domestic demand in Germany/Japan are
necessary to smooth the path of adjustment to lower external
demand resulting from lower US domestic demand and exchange
rate appreciation:

- domestic demand will be strengthened automatically
from lower inflation but on its own that may not be
enough;

- it is up to each country whether this should be
brought about by fiscal or monetary policy. Some of the
burden is likely to fall on monetary policy if the third
objective - a stabilisation of the dollar - is to be

achieved;
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- there is little in the way of inflation threat to
either country. The weakness of commodity prices,
coupled with the strength of their own currency, will

both be exercising a powerful disinflationary force;

- given the progress on budget consolidation in recent
years there can be little danger of bringing forward tax
reductions that are planned for later years.

A reaffirmation of the objective of dollar stability would be
very helpful. But difficult to make credible. Helpful
because serious risk of dollar undershoot and world
recession. Difficult because so many recent comments have
seemed directed to undermining principles of co-operation.
Some important principles:

- If dollar stability is wanted it requires a
commitment to provide the means. Interventicn can play
a part. But most crucially it requires monetary action.
There is no escape from the principle that exchange rate
variations have to be given a large weight in the
conduct of monetary policy. Already set out reasons for
this. If cannot do this then no point in making
commitment.

- And it must be supported by policy action to bring
about necessary adjustment of trade imbalances, which

has clear implications for growth of domestic demand.

In other words. If the third component is to be achieved it
requires the first two - plus a willingness to give exchange
rate weight in monetary policy.
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. FROM: S W MATTHEWS
DATE: 18 November 1987

SIR PETER MIDDLETON cc: Sir T Burns
Sir G:Littler
Mr Evans
Mr R I G Allen
Mr Savage

OECD: EPC, 16-17 NOVEMBER: /PRESS STATEMENT

I am attaching a copy of the statement as finally issued at the

Sprinkel's press conference.

2 Most of the guestions put to Sprinkel by the press were about
the US budget deficit, taxes, prospects for the US economy, the
dollar etc. He replied much as in the EPC meeting. He avoided
overt criticism of German policies, when asked about German views

on the scope for additional tax cuts.

L o8 There were signs that some journalists had already seen the
latest OECD forecasts. Philip Stephens (FT) and Peter Torday
(WSJ) both picked up the statement in paragraph 5 that sustained
exchange rate stability required greater compatibility of
macroeconomic policies and performance than now prevails across
member countries, and asked whether it meant that a new Louvre
Accord was impossible and/or that the EPC meeting had achieved
little. Sprinkel pointed out that the meeting was not designed or
intended to renegotiate the Louvre Accord, and refused to comment
further.
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Press Statement by the Chairman of the EPC : 17.11.1987

1. The Economic Policy Committee met under my chairmanship on November 16
and 17, 1987. The Committee discussed the effect of recent financial market
developments on the real economy, and the policies that are needed to maintain
economic growth and price stability while at the same time ensurihg a
reduction in the large external imbalances. The following summarises the

broad conclusions reached by the Committee.

23 It is not possible to identify any single cause for the stock market
declines. Despite the improvements made in reducing sizeable imbalances,
there is a rising concern that, unless further policy actions are taken, the

present imbalances are likely to persist.

3% The loss of financial wealth from the sharp fall in stock prices may
cause a slowdown in domestic demand growth but is unlikely to result in a
recession. This effect is likely to be greater in the United States, where
shares are more widely, and directly, hkeld by individuals, than in most other
OECD countries. Much depends, however, on the state of consumer and business
confidence. The Committee unanimously agreed that the implementation of
internationally consistent policies is the key to maintaining confidence and
hence sustaining employment. Such policies should deal with the weakening of
demand growth in the short-run, and address the more deep-rooted longer run
problems. Elements of such policies, which emerged from the Committee’s

discussion, are the following.

4. There was broad agreement that the recent relaxation of monetary
policies in most OECD countries was timely and important in avoiding
disruptive events in the financial system, and thus contributed to the
maintenance of confidence. Interest rates have generally fallen back to
levels prevailing earlier this year because of monetary easing and a shift
from stocks to bonds. Delegates agreed that monetary policy should
accommodate the demand for additional liquidity and should sustain
non-inflationary economic growth. Interest rates need not, in present

circumstances, increase from present levels and could come down. At the same



time, the monetary authorities should remain vigilant against the development

of damaging inflationary pressures in the longer term.

Dis The conduct of macroeconomic policies in each Member country is linked,
in varying degrees, to exchange rate considerations. While it is difficult to
determine with confidence the appropriate level of exchange rates, the
Committee was unanimous in agreeing that greater exchange rate stability is
desirable. However, sustained exchange rate stability requires greater
compatibility of macroeconomic policies and performance than now prevail
across Member countries. Such policies must be conducive to non-inflationary

growth and the reduction of imbalances.

6. In the Committee’s view, U.S. fiscal policy has a major role to play in
reducing international payments imbalances. In addition to the substantial
decrease in FY 1987, Gramm-Rudman-Hollings will reduce the core fiscal deficit
by $23 billion in FY 1988. It is hoped that further multi-year reductions can
be agreed to by the Administration and Congress. Such an agreement is

important for confidence in financial and foreign exchange markets.

7 Fiscal policies in other countries should be supportive of domestic
demand without, however, putting at risk sound public finance over the medium
term. In this regard, the Committee welcomed the fiscal policy adopted by the
Japanese authorities to encourage domestic demand growth. A majority of the
Committee thought that additional fiscal measures in Germany to support demand
would be desirable in the current economic situation. The margin for
manoeuvre on the fiscal front in most other countries was judged to be rather
limited.

8. A major concern of the Committee was the threat of protectionist
pressures. It was concerned that unilateral measures, such as the U.S. trade
bill, might trigger retaliatory actions. In the Committee’s view, such
proliferation of protectionism would erode confidence and would be a recipe
for a world-wide contraction of activity. Not only should protectionism be
resisted, but freer international trade should be promoted. In this
connection, the recent Canada-U.S. Free Trade Agreement and the intended

achievement of a fully integrated European market were generally welcomed.
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“ree trade is one of the driving forces for prosperity. The Committee
strongly hopes that the on-going GATT negotiations will be speeded up.

9. The Committee recognised the importance of structural considerations.
Over the long run, durable improvement in economic performance can only be
attained through a reduction of various rigidities and by enhancing
adaptability and flexibility of our economies. Structural policies will help
to ease the adjustment to a reduction of external imbalances. In particuilar,
the Committee underscored the significance of structural reforms in Japan and

Germany as a way of enhancing demand.

10. More generally, the Committee thought it encouraging that some
significant progress has been made in improving the overall functioning of our
economies and that all of the Member governments intend to continue pursuing
these policies. The Committee noted, however, that progress has been uneven
across different markets and countries. The most striking contrast is between
the rapid and extensive deregulation of financial markets and the slow and
limited progress achieved in the markets for labour, goods and non-financial
services. In financial markets, the need for appropriate supervision was
recognised; in other markets, stepped-up efforts to improve their functioning
vere thought necessary. In many cases, these latter efforts mean a recuction
in the degree of government regulation, intervention or ownership. The
Committee welcomed the general tendency towards a more efficient, and often

smaller, public sector.

11. The Committee was in agreement that putting appropriate policies in
place is the best way for OECD governments to contribute to the healthy
development of many of the developing countries. In particular, the problems
of highly indebted countries can be alleviated by sustained OECD grovth,

lover interest rates, improved access to OECD markets and additional
financing. However, ultimately the problems of these developing countries can
only be resolved through their own adoption of appropriate economic policies.
Moreover, the Committee thought that the group of newly-industrialising
countries in Asia, with their collective current account surplus now reaching
$30 billion, should promptly adopt trade and exchange rate policies that

reflect their increased importance in the world economy.
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125 To conclude my remarks, the Committee believes there is no reason for
being either complacent or alarmist. Appropriate economic policies can deal
with the negative impact of the recent financial developments. Over the next
several years, structural problems and macroeconomic imbalances will likely
remain a challenge. The solution will require continued co-operation and

co-ordination by Member countries.



ECD nations

‘&pect growth to
be hit by crash

BY PHILIP STEPHENS AND IAN DAVIDSON IN PARIS

WESTERN governments yester-
day acknowledged that the
slump in world equity prices
may significantly damp eco-
nomic growth next year and that
further policy shifts in the lar-
gest economies ‘were needed to
preserve stability on financial
markets. i

In the first joint assessment of
the impact of last month’s stock
market slide, senior officials
from the 24 member govern-
ments of the Organisation for
Economic Co-operation and
Development said they had
agreed that was no reason to be
“either complacent or alarmist”.

A statement released after two
days of talks at the OECD's Eco-
nomic Policy Committee under-
lined, however, the significant
differences which remain on
how best to nd. It acknowl-
edged that, while all govern-
ments - to promote sus-
tained exchange rate stability,
that would require “greater com-

{:‘Lﬂbﬂl? of macroeconomic pol-
ies and performance than now
prevail.”

To the obvious annoyance of
the Bonn Government, the state-
ment added that a majority had
singled out West .Germany as
needing to take more action to
stimulate its economy.

Tentative projections pres-
ented to the meeting by the

5 secretariat point to § slow-
ing in the average econamic

wth rate of member countries

i 2% per cent this year-to 2%
er cent in 1088 and 1% per cent
n 1889 -Growth in“gg US,
‘which ‘has -a -much er pro-
portion of individual hold-
‘ers 'than other industrial coun-

many, -which were fiercely con-
tested by the Bonn delegation,
point to growth next year of just
1% per cent and a further decel-
eration in 1989 to 1% per cent.
"Mr Beryl Sprinkel, chai of
President Reagan’s council of
econoinic advisers, told a press
conference after the meeting
that Bonn had agreed to review
the possibility of a looser fiscal
policy if its economy slowed sig-
nificantly
He added, however, that the
West German delegation had
made no specific promises.
Clearly irritated by the degree of
pressure applied mi'\ other gov-
ernments, Bernhard Molitor,
a senior West German Economics
Ministry official, said that he
doubted whether it would be
politically possible -for .his gov-
ernment to bring forward tax
cuts due in 1990.
" Against that background, the
statement said that major imbal-
ances in the world economy - the
US trade deficit and el sur-
pluses in Japan and ‘West Ger
many .- were likely.to ‘remain a
a challenge.”
The confidential OECD projec
tions point to some improvement
/in the US current account deficit
in the next two years, but sug-
gest that it will remain at unsus-
tainably high levels. The deficit
is forecast to fall from $156bn
this {ear to $134bn in 1988 and to
$111bnini989. . .0~
‘Mr Sprinkel, who chaired the
-economic polity .tommittee
ing, insisted that it was not
us Jpolicy to *talk down the dol-
lar ® Other senior cials at the
talks added that Mr James Baker,
“the US Treasury Secretary, had

‘tries, could weaken ‘most as & also.informed their governments

result of the stock market crash.
\;be estimates for Wec__t Ger:

that “his remarks a recent

.

4 L¥]

-

Yo i+ e b ok

o e AL

R S

iy

o H ek r 4

&
@

Lokt Atididogtin e

ik

b

A A A A b g

frj W' Wik 0% ik

m . i

_The apparent reluctance of the |
US to fix any targst for the dol. |
lar, however, was reflected in}'
the statement’s comment that *jt
is difficult to decide with confi- '
dence the appropriate leve] of
exchange rates.” Member coun-
tries did agree on the need to
ensure that interest rates were .
set at 'levels low eno to.
ensure there was icient -
liquidity +in -their ~ftnaneia} |
systems. "Interest rates feed fiot,
in present circumstances
increase from present levels and
could come down.

The statement, -which was
drafted d‘: Mr Sprinkel and
agreed with his eagues after
several hours of wran ling,
emp d the need for su -
tial reductions in the US budget
deficit. Mr Sprinkel, however,
rejected suggesticns that the def-
icit had been tre cause of the
equity price collapse The more
likely reasons were rising inter-
est rates and speculation that the
gs Aclminislll:mtiogl might raise

Xes - a policy which ident
wReagank had again rejected this

eek. -

- Benior officials at the talks.
said that there had been no dis-
cussion ‘on the possibility of an
early meeting of the Group of
Seven nations in the event of a
?h?l?iltét!l{]is weelii( between . the

ouse and Co to cut’
the deficit. St

“Informal contacts among the
seven were continuing, however,
and- officials could prepare the
ground for ministerial talks
within days of any accord in !
Wgshington

Japan, with a strongly growi
economy in recent months,
tmhi ped J;.a'lsnvely unscathed at

S week’'s meeting, with the
OECD predi ctu? that its output
would rise by 8% per cent thi
gw, by 3% per cent in 1988 and’

y 3% per cent in 1989. The US
economy -is -forecast to -expand
by 2% per cent this year before
slowx_ng to a 2% per cent growth
rate in 1988 and 1% per cent in
1989. - ! > 4

nempuper interview had been .
isinterpreted
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Slow-Growth Forecasts Lead OECD Pané:i
T(’ Press Germany on Stimulating K.conomy

By PETER TORDAY

.' Stoff Reporter of THE WALL STREET JOURNAL
+ PARIS - Industrial nations, facing pre-
dictions that the recent stock market crash
¢ould drive down their growth rates to the
lowest levels since the 1981-1982 recession,
stepped up pressure on West Germany to
stimulate its powerful economy.

.+ But West German officials, attending a
twice-yearly meeting of the Economic
Policy Committee of the 24-nation Organiza-
tion for Economic Cooperation and Develop-
ment, dismissed tentative OECD forecasts
that German growth would slow to around’
1.25% this year as too pessimistic.

' Most other nations in the tightly inte-
grated European economy believe slow
German growth is holding back their own
economic progress. And the U.S. wants to
see a faster German expansion in return for
its own efforts to cut its budget deficit.

¢urb1ng Demand, Trade Surpluses
. If a credible package to cut the U.S.
budget deficit is enacted, it's expected to
p demand for imports and reduce the
Huge U.S. trade deficit, while faster growth
in Germany should stimulate demand there
for imports, curbing its large trade sur-
plus.
' A statement issued on behalf of the
ocommittee by Beryl Sprinkel, chairman of
President Ronald Reagan’s Council of Eco-
nomic Advisers, said “a majority of -the
committee thought that additional fiscal
rpeasures in Germany to support demand
would be desirable.”

But it also said the loss of wealth
resulting from the crash, which began on
Wall Street Oct. 19 -is unlikely to result
ln recession.

West German officials said Monday that
they would allow their budget deficit to
rise slightly but didn't offer any other
measures. Mr. Sprinkel, who was chairman

3 0f the OECD meeting, said at a news
conference _that e beheved Bonn would

- S, ik

“take another look” if growth slowed
further

Mr. Sprinkel said he hoped the Reagan
administration would strike an agreement
with the U.S. Congress on multiyear
reductions in the budget deficit but ap-
peared on the defensive as he rejected
suggestions that Americans would have to
tighten their belts. “No, I don't believe
we're going to have to suffer,” he said. The
U.S. official also said President Reagan is
‘‘dead set against’ increases in tax rates as
part of a budget package.

European and Japanese leaders publicly
have urged the U.S. to increase taxes
rather than resort to one-time revenue en-
hancements, such as asset sales, to restore
confidence in financial markets.

Yesterday’s statement, however, merely
asserted that U.S. fiscal policy has a major
role to play in restoring confidence and
curbing global trade imbalances.

No Specific Prescriptions

Most economists and officials attribute
the collapse in equity markets and the
resulting turbulence on foreign exchanges
to strains in the world economy caused by
the U.S. trade and budget deficits. But the
OECD committee’s statement didn’t offer
specific palicy prescriptions for underpin-
ning market and business confidence after
the crash, which it said couldn’t be attrib-
uted to any single cause. :

Instead the committee, which reviews
tentative economic predictions by the
OECD Secretariat and debates economic
policy changes, said it didn’t believe there
was any reason to be either ‘“‘complacent
or alarmist.” ]

The OECD talks and a meeting of Euro-
pean Community finance ministers Monday
were the first major gatherings of economic
officials since the market crash, and
their conclusions appear equally tentative
and general. The EC ministers said they
would improve conditions for growth if

there is a substa.nna.l U S. budget deficit

e

‘raise the specter of world recession unless

cut. Only the public warnings of British
Prime Minister Margaret Thatcher and
French President Francois Mitterrand

major nations act to underpin growth and
restore market confidence.

Reduced Expectations

The tentative OECD forecasts presented
to the committee are understood to show
the crash could shave about 0.5% off U.S.
growth, reducing it to around 2%. Euro-
pean growth, meanwhile, is expected to
slow about 0.25%, to less than 2% this
year. :

Meanwhile, Mr. Sprinkel said the com-
mittee agreed that sustained currency sta-
bility requires the policies of member
nations to be more compatible than they are
now. His remarks strongly suggest that
many = officials believe there is little
point in the seven leading industrial na-
tions—-the U.S., Japan, West Germany,
Britain, France, Italy and Canada-reviv-
ing their Louvre accord to stabilize the
dollar without major policy changes.

Some European monetary officials be-
lieve the U.S. still wants to see the dollar
decline to avert a recession in the U.S., even
though Mr. Sprinkel asserted that President
Reagan made it clear ‘“‘we don’t have a
policy of talking down the dollar.” Other
European officials point out the crash has
curbed U.S. inflationary pressures suffi-
ciently to allow a decline of several
percentage points more before those pres-
sures revive. :

Mr. Sprinkel said the committee thought
interest rates, which Jeading central banks
brought down to counter the deflationary
effect of the crash, might decline further.
European monetary officials believe West
German short-term rates could continue to
ease if U.S. budget cuts are forthcoming,
and UK. officials have hinted at limited

declines in Britain under similar circum-
stances.
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OECD calls for cut in rates

By David Smith, Economics Correspondent

Senior officials from the lead-
ing industrial countries, meet-
ing in Paris, said that there
was scope for lower interest
rates worldwide and for fur-
ther action to boost growth in
Germany.

The two-day mecting of the
€conomic commuttee of
the uon for Eoo-
pomic tion and Dev-

1t concluded that the
main central banks should

continue to to the
providing liquidity.

In eddition, fiscal policy
moves by Gcnnany were
judged to be an appropriate

response to the prospect of
slower world growth, although

_ the scope for such action in

other countries was seen to be
limited.

The OECD meeting, which
could be seen as a rehearsal for
the Group of Seven meeting
which is expected to follow a
budget accord in the US, did
not call for Japanese fiscal

action.

Japan is y judged to
have fulfilled ber inter-
national obligations, but Ger-
many — .growing slugg-
ishly — is viewed as excess-
ively cautious

The committee stressed the
desirability of exchange rate
stability, but also emphasized
the importance of greater
compatibility of economic
policy and oerformance
among the main economies

The OECD statement saxd.“
“Monetary policy sho
accommodate the demand fof.
additional liquidity . and
should sustain non-inflatio
ary growth. Interest rates ;
not increase from prese
Jevels and could come down.’§

The OECD has revise
down its growth forecasts
the next 18 months '

Forecasts presented

rate to 1.75 per cent. Howevet,
several members of the eco-
nomic policy committee, inck
uding Sir Peter Middleton, the
Treasury’s representative,
said that this was too 'pessv
mistic and that of 2 per
cent was more likely. -

-
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NOTE OF A MEETING IN No.ll DOWNING STREET
AT 1ll.45am ON WEDNESDAY 18 NOVEMBER

Present: Chancellor

Sir T Burns
Sir G Littler

PREPARATION FOR G7

The Chancellor felt that unless a G7 agreement had a currency

dimension, it was Qquestionable whether it was worth having; it
might instead be better to rest simply on co-ordinated statements,
without any meeting. But that would be highly undesirable and we
should certainly continue to fight for agreement to the principle
of a further period of currency stability; it was of lesser
importance whether the existing rate was at the top, bottom or
middle of the band.

2. The main issue was whether the US were prepared to enter into
such an agreement. It was critical to get a firm commitment from
them, one that went beyond simple platitudes. To get market
credibility, the US must either to undertake foreign currency
borrowing, or activate swap agreements. They would also have to be
prepared to use interest rates to buttress an exchange rate
agreement, though this would no doubt be very difficult to
negotiate. But the US had to finance its current account deficit,
and - providing it did not slide into recession - it was difficult

to see how this could be done without an interest rise at some
stage.

3. For the Germans, the Chancellor thought that although

Stoltenberg was considering the possibility of doing something on
tax, we should not cavil at increased public expenditure if the



difficulties of negotiating tax changes with the Laender proved too
great. Sir T Burns agreed; but he pointed out that extra public
expenditure would not be as effective as tax cuts in helping

balance of payments adjustments (and would cause problems with the
environmentalists). It also would be very useful if there was
something that could be done to reduce savings incentives in
Germany. The Chancellor commenteds that if the German economy was

: : 2 : a
growing at 1its potential there might not beA current account
surplus.

4. The Chancellor also thought a gesture was needed from the

Germans on the monetary front. One possibility was for the
Bundesbank to agree to do nothing to reduce the interest rate
differential vis a vis the US.

5. For the French, Balladur would commit himself to his three
year tax reductions; but, for EMS reasons, he could not do anything
on interest rates. For the UK, the Chancellor was reluctant to
show his hand on the Budget, beyond repeating the line he had
already taken. So he would prefer to take a further 3% off interest

rates if some concrete action was needed. Sir T Burns wondered

whether any action from us was needed: there did not seem to be any
need for us either to increase or decrease domestic demand. And we
could point to a forecast of 3% GDP growth excluding North Sea oil.

6. On the timing, the Chancellor thought that waiting would not
make any agreement easier. He thought we should aim for the first
weekend in December, while recognising that it might have to be

sk

A C S ALLAN

deferred beyond that.

Distribution:

Those present
Sir P Middleton
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CONFIDENTIAL

Remarks to EPC Meeting 16 November 1987

Welcome opportunity to open discussion. It has been a tempestuous

SHX

weeks since IMF meetings. Look forward to discussion. As I

have the privilege of speaking early in the discussion I want to

set out the background to some of the issues.

Lo

Discuss under a number of headings:

(i) The position as it appeared in Washington at the

end of September.
(ii) Change to environment post-crash.

(iii) Risks, dangers and a policy agenda.

Situation pre-crash

2%

At the meetings ~in Washington I sensed some increased
optimism abcut economic activity in the major industrial
countries. Compared to last Spring when we last met growth
rates 1looked a 1little better - particularly in US and
Japan - although worries about poor growth in Germany and

France nad been reinforced by developments during the year.

Inflation rate had picked up - but this was largely the
once-for-all effects of o0il prices. One puzzling and
worrying feature was the extent of the increase in long-term
interest rates. Also seen some modest strengthening of
commodity prices. But in general I doubt if there was much
in way of an inflationary threat. The nagging worry was the
persistence of trade imbalances of the US, Germany and Japan;
and the poor prospect of further reduction in the US fiscal

deficit.



CONFIDENTIAL

It was recognised that there were a number of influences
behind the large Us trade deficit: poor unéerlying
performance; the strength of domestic demand, partly due to
fiscal policy; and the direct effects of the huge dollar
appreciation between 1980 and 1985.

However, there was concern that over past two vyears fiscal
stance has improved; and the dollar has fallen sharply. But
little improvement in trade deficit. A number of reasons:
partly time 'lags; partly J-curve; partly because domestic

demand has continued to grow at the same rate as elsewhere.

Following the Louvre agreement an effort had been made to

stabilise the dollar and support it with policy changes.

At the time of the Washington meetings it was possible to be
optimistic about the exchange rate aspect of the agreement.
A combination of intervention, adjustment of monetary
policies and an unwillingness of the market to take on the

authorities had all contributed to the period of stability.

But some other $spects“ of the Louvre agre=sment were not
working out as planned. Although the US budget deficit had
fallen sharply in the current financial year, projections
showed only modest improvement - if any - over the medium
term. Japan had introduced a fiscal package Dbut there
remained doubts about speed of opening up domestic markets to
imports. And promised German fiscal action remained on a

long fuse despite sluggish and disappointing growth.

At the G7 Meeting in Washington ths Louvre agreement was
confirmed. Worries about tightening of monetary policy in
Japan and Germany were raised but assurances given that this

was not happening.
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The Events of October

8.

The chronology of events following the Washincton meetings is
worth setting out:

: 9 - despite assurances German monetary policy appeared to
tighten - albeit marginally;

2is = Secretary Baker was reported as saying he would
rather see the dollar fall than be pushed into interest

rate war and called on Germany to relax policy;

3. = stock market collapse; some strengthening of bond

markets but initially exchange rates stable;

4. .- attempts begin by US administration to speed up
budget discussions;

45 - the US (and UK) moved to reduce interest rates as
response to tightening of liquidity;

Hee - the dollar began to fall;

6 - some interest ratg response from Germany

8. - Secretary Baker was reported as saying that US not
going to risk recession to help dollar;

(5 - further dollar weakness.

Change to Economic Environment Post-Crash

9.

The sharp fall in equity prices combined with some easing of
interest rates - both short and long term - and a lower
dollar will have significant effects on the economic outlook.
On previous experience it will take some months before these
effects show themselves eg in order books and in lower

inflation.
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Agree that domestic demand 1is 1likely to be adversely
affected. Those countries with the biggest stock
markets - and particularly the largest domestic holdings of
equities - should be most affected. Furthermore the biggest
negative effects are likely to be in countries who have been
benefiting from previous strength of financial markets.
Given the time lags it is difficult to be precise about
effects Dbut we could see some increase in private sector
savings ratios. Housing/land markets are 1likely to be
adversely affected - although given their recent strength
this may not be a bad thing in itself. 1In most cases it was
in the financial centres that property prices were
particularly strong; and despite lower interest rates incomes
in the financial community will suffer. This will also tend

to work to dampeh domestic demand.

The big unknown is the extent of the shock to Dbusiness
investment. There were signs oZ strengthening investment
intentions. Some will now be put on ice until the dust 1is
allowed to settle.

Commodity prices ~and long-term interest rates have fallen.
This points to some easing of any inflationary threat.

Projections of inflation rates are likely to be reduced.

The weaker dollar will cause problems for the export
industries of the appreciating countries with knock-on
effects to investment. Before the recent dollar fall there
were increasing signs of gradual adjustment to the earlier

dollar depreciation. A further round of adjustment will now

begin. On past evidence the net effect in the G7 countries

could be adverse; how adverse will depend on the extent to
which the NICs and the developing countries stick to the

dollar or adjust their parities.
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. The combined effects of these changes on US domestic demand
are likely to be beneficial as far as the US trade accounts
are concerned. In addition the reduction of pressure on
resources could mean that the effects of dollar depreciation
become more evident. On the other hand the effects of lower
equity prices on demand in Germany and Japan - albeit smaller
than in the US case - will work in the opposite direction.
But on balance the events of the past 6 weeks should lead to

some improvement of trade imbalances.

Risks

15. So there are some clear silver linings to the storm clouds.
But there is a further acute anxiety. We now face the
serious risk of uncontrolled dollar depreciation. Some would
appear to welcome this; just as they did the extraordinary
appreciation up to 1985. But there could be some difficult

side-effects. It could mean:
- further disruption to financial markets;

- major problems for appreciating countries who are
having to adjust from emphasis on growth of external
trade to growth of domestic demand. 1In turn, this would
reduce world trade and offset some of the gain to US

exports;

- worrying inflation rates in the US - and the

consequence in time of a more serious recession ;

- eventual pushing up of US interest rates;

- risk of further bout of protectionism;

- and almost certainly involve some undershooting of
the dollar which would have to be unwound with great
difficulty later.
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This would all be extremely damaging as far as inflation in

the US and business confidence world wide is concerned.

I continue to be astonished at extent to which commentators
see the resolution of policy imbalances through the simple
answer of currency depreciation. It is certainly possible to
deflate domestic demand through higher inflation and hence
reduced real money balances. But can we really look with
equanimity at the possibility of the largest industrial

country solving its trade problems tarough this mechanism?

A Policy Agenda

183

JEL R

My final remarks are under the heading of the policy agenda.
I don't want to get 1into the '"packaging" business of
precisely who does what - but it is worthwhile to discuss a

number of themes that are currently on the policy agenda:

First a lower US budget deficit: this is crucial surely to

stabilisation of financial markets. Big issue. Sure lot of

discussion. Four points:

b A - the US seems to be incapable of financing its Federal
deficit from internal savings. When savings patterns
are so different between countries it makes no sense to
make crude comparisons of Budget deficits. Higher net
domestic savings could emerge in the US for a variety of
reasons - but none of them are comfortable: higher
inflation, lower equity prices, higher interest rates,

or a lower rate of investment;

p - until earlier this year net private sector cépital
flows made a significant contribution to financing. For
the time being they seem to have dried up. Maybe they

will only re-emerge when the expected rate of return is
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high enough. But the greater the expectation that the
dollar will decline the more that will require higher
interest rates. In my view it is a sericus mistake to
imagine that a lower dollar can avoid higher interest

rates if no action is taken on the deficit;

3. - I have few worries that a lower budget deficit will
increase the risks of recession. Action to correct the
deficit could boost confidence, restore the flow of
overseas finance and avoid further financial markets
disruption. If UK experience is anythinc to go by the
net effect could be positive;

4. - it is difficult to see how an improvement in the
current account will emerge without a correction of the
.budget deficit. A lower dollar will only exercise
significant.trade effects if there are the resources
available for it to "work". A lower budget deficit (or
higher interest rates) are important mechanisms to

create that room.

Second item on the policy is a further strengthening of
domestic demand in Germany and Japan. This is necessary to
smooth the path "of adjustment to lower external demand
resulting from lower US domestic demand and exchange rate

appreciation. Again make four points:

L - domestic demand will be strengthened automatically
from lower inflation but on its own that is likely to be

slow and insufficient;

2 - it is up to each country whether this should be
brought about by fiscal or monetary policy. But given
level of world real interest rates my bias would be

towards monetary policy;

3 - there is little in the way of inflation threat to
Japan or Germany. The weakness of commodity prices,

coupled with the strength of their own currencies, will
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‘both be exercising a powerful disinflaticnary force; the
volume of evidence has changed further in recent weeks;
4. - given the progress on budge: consolidation in recent
years there can be little danger of brincing forward tax

reductions that are planned for later years.

The third item on the policy agenda is a reaffirmation of the

objective of dollar stability. Given the serious risk of
dollar wundershoot I mentioned earlier this remains an
important issue. Like to mention one or two important

principles of co-operation:

- the first is that if dollar stability is ‘wanted it
-requires a commitment to provide the means.
Intervention can play a part. But most crucially it
requires monetary action. There is no escape from the
principle that exchange rate variations have to be given
a large weight in the conduct of monetary policy. For
example, at present slow monetary growth in the US has
to be balanced against earlier exchange rate
depreciation. There is no simple trade-off but I have
no doubt that given the wide swings in exchange rates it
would be a mistake for authorities to gii%j?ﬁgight to

domestic monetary aggregates.

- the second principle is that any agreement must be
supported by policy action to bring about necessary
adjustment of trade imbalances, which has clear
implications for growth of domestic demand relative to
the growth of productive potential. I remain concerned
that fudged in this way the US has to settle for a
rather slower growth of dcmestic demand than it has
experienced recently; and Germany and Japan need to Dbe

rather more ambitious.

Chairman. That concludes my remarks, and I look forward to

the ensuing discussion.
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From: Sir G:Littler

Date: 26 November 1987
MR ALEX ALLAN

G7

Following our conversation yesterday evening I have talked this
morning with both Tietmeyer and Trichet (I cannot get Sarcinelli

because he is locked in the Franco-Italian Summit meetings).

2 Trichet: I gave him an account yesterday of the talk
the Chancellor had with Baker. He was very grateful because he

and Balladur had not had contact with U.S. opposite numbers.

When I spoke to him this morning he had not had a chance to talk
to Balladur (who is in Italy), but he was quite sure that Balladur
would dislike the idea of Anchorage, would want the G7 to focus on
exchange rate stability after Congress has settled the budget,

and not be used merely to help get Congressional approval, and
would indeed continue to see no merit in an agreement lacking any
satisfactory exchange rate undertaking.

3% Tietmeyer: Stoltenberg had a similar conversation to the
Chancellor's with Baker, except that he haé not pressad the point
on "current levels" (having said he could accept more flexibility)
and the interest rate point had apparently not been raised.
Stoltenberg had not reacted immediately over timing and venue but
had said he would reflect and contact Baker on Monday - what he
had in mind was to wait for a report of the meeting Tietmeyer énd

Trichet and I are to have in Paris on Saturday.

A
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G7 MEETING 5

g

MR ALEX ALLAN

Sir P Middleton and Sir T Burns and I discussed late this morning
the notes I sent to you earlier. We thought we could make a few
improvements, although basically we all agreed on the framework of
my first draft. Here is the revised version. Subject to any
comments from the Chancellor I shall draw or this material in my

talks in Paris tomorrow.

Carter Bonds

2,4 I was unable last night to quote details from memory. The
bonds were issued in 1978-79, with five year maturity:
- $5.2 billion equivalent in DM through the Bundesbank;
- $1.2 billion equivalent in Swiss Franc through the Swiss
Naticnal Bank;
- 2?2 we think a few Yen also but cannot immediately track
down the details.
We think - I am checking - that they were redeemed as planned and

thus emerged in the end as a rather successful coup!

y
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SECRET

Starting-Point: In U.K. view the prime purpose of a G7
meeting should be to re-establish cooperation in stabilising the

dollar exchange rate.

Two questions: If we cannot be confident of co-operation
of any effective kind, do we still want / accept a meeting? And

what are the possible / minimum acceptable terms of co-operation?

If no effective exchange rate co-operation

Other possible advantages of a meeting:

- ? to help Baker get Congress (and President) to implement
the proposed package, by enabling him to show what he has
won from other countries: but this could be high-risk,
since Congress and President could not be guaranteed; and
even if it worked it is such an inadequate objective and
outcome that press and markets would surely be
disappointed.

- ? pressure on Germany and Japan to take action : but we
are fairly sure now that they will both take some action
on the fiscal front anyway (Germany may announce before
12/13 December) and this is also expected by markets,
therefore only advantages of meeting are: to let Baker
take some of the 'credit', and to seek presentation of
'cooperative measures' (which could just possibly be used
by some Ministers to help them get domestic agreement);
these do not seem to be strong arguments.

- ? to concert action vis-a-vis NICs : but this does not
need a G7 meeting, which in any case would not guarantee
any results on the subject.

1
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- ? reassuring messages generally : without more substance

a joke.

Possible disadvantages of a meeting:

- ? any outcome which does not restore cooperation on
exchange rate management or offer some significant new
element will be seen as (and will in reality be) a
retreat from Louvre and therefore disappointing.

- a G7 meeting will be treated by media and markets as a
major event - expectations will focus on what it does
for exchange rate prospects - a failure to satisfy such

expectations could have disastrous effects on confidence.

The conclusion is that, while Baker may - for short-term
domestic reasons - see advantage in a G7 meeting which offers
nothing on exchange rates, there is no advantage for others. And
a meeting of this kind could have a worse impact on markets than

no meeting at all.

Possible elements of exchange rate cooperation

The two central problems are:
- the financial one: how is a substantial continuing U.S.
deficit for some time to come going to be financed?

- the psychological one: how to assure U.S. commitment?

Ideally we need some combination of statements and actions,

perhaps including as many as possible of the following:
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"Exchange rate stability continues to have an important
role to play in fostering adjustment and minimising the
risks of further changes which could undermine business

confidence and increase dangers of recession."

"It is realistic and acceptable to build around
[recent/current/existing] exchange rate levels - as far

as the G7 currencies are concerned."

"The Ministers and Governors intend to resume their

cooperation in doing so."

"In the interests of [restoring greater stability of
exchange rates / minimising any threat of disruptive
further exchange rate movements] the Ministers and
Governors will cooperate in their conduct of monetary

policies as well as in foreign exchange intervention."

"The Ministers and Governors recognised the importance
of monetary policy in helping to support exchange rate
stability and foster the flows of funds needed to
finance imbalances. In this connection they noted

with satisfaction the monetary action they have taken in

recent weeks.

"They emphasised the importance of maintaining
appropriate interest rate differentials between their
markets. They undertook to cooperate in this [and to
consult each other regularly about actual and desirable
interest rate developments]."

3
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"In order to strengthen the resources available both
for any necessary intervention and more widely to
contribute to the necessary financing of imbalances
they have agreed to [enlarge and] activate the network

of currency swaps between their authorities."

"The process of adjustment of imbalances is bound to
take a considerable time and meanwhile the substantial
external United States deficit has to be financed. The
bulk of the financing should be provided spontaneously
by private capital flows, although it is important that
the authorities contribute to a climate of confidence
and of appropriate interest rates which will encourage

such flows."

"Nevertheless there could well be a gap from time to
time between the finance required and the private flow.
To meet this, the United States Government intends to
undertake a programme of issuing bonds denominated in
foreign currencies. The authorities of the other six
countries have in turn undertaken to facilitate access

to their markets for such bonds."

[It would also be possible to link foreign currency
borrowing by the United States to intervention by others
- which also contributes to financing the United States

external deficit].
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G7 MEETING

I attach some notes on:
- whether or not we want a meeting if there is nothing to
satisfy us on the exchange rate problem;
- elements which might be sought or exchange rates in a

public statement

.0 I have not attempted to list permutations of zhe elements
and grade them. It seems to me that 'borrowing' would be a big
enough novelty, and in substance sufficiently important, for us
to trade against it some explicit undertakings on the exchange

rate itself. 'Swaps' cannot be as strong, because they are seen

as bolstering reserves, rather than financing. ﬁ?&%ybnﬂ4( i
romx, Cté fatad lef

3% I have incidentally spoken this mornlng tépgalélnelll - the
Italians have had no separate contact with the US - personally he
agreed with both my objections to Anchorage and my doubts about
ruz1ing into a meeting before Congress is settled ar~d without any
clear expectation of US cooperation on exchange rates. He said
that at yesterday's Franco-Italian Summit they had agreed firmly
on the need for restoring exchange rate szability as a G7

priority.

/4éeoffrey Littler)
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Starting-Point: 1In U.K. view the prime purpose of a G7
meeting should be to re-establish cooperation in stabilising the

dollar exchange rate.

Two questions: If we cannot be confident of co-operation
of any effective kind, do we still want / accept a meeting? And

what are the possible / minimum acceptable terms of co-operation?

If no effective exchange rate co-operation

Other possible advantages of a meeting:

- ? to help Baker get Congress (ané President) to implement
the proposed package, by enablinc him to show what he has
won from other countries: but this could be high-risk,
since Congress and President could not be guaranteed; and
even if it worked it is such an inadequate objective and
outcome that press and markets would surely be
disappointed.

- ? pressure on Germany and Japan to take action : but we
are fairly sure now that they will both take some action
on the fiscal front anyway (Germany may announce before
12/13 December) and this is also expected by markets,
therefore only advantages of meeting are: to let Baker
take some of the 'credit'’, and to seek presentation of
'cooperative measures' - all pretty feeble.

(A - ? to concert action vis-a-vis NICs : but this does nct

A
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Possible disadvantages of a meeting:

- ? any outcome which does not restore cooperation on
exchange rate management or offer some significant new
element will be seen as (and will in reality be) a
retreat from Louvre and therefore disappointing.

- a G7 meeting will be treated by media and markets as a
major event - expectations will focus on what it does
for exchange rate prospects - a failure to satisfy such

expectations could have disastrous effects on confidence.

The conclusion is that, while Baker may - for short-term
domestic reasons - see advantage in a G7 meeting which offers
nothing on exchange rates, there is no advantage for others. And
a meeting of this kind could have a worse impact on markets than

no meeting at all.

Possible elements of exchange rate cooperation

The two central problems are:
- the financial one: how is a substantial cbntinuing WS,
deficit for some time to come going to be financed?

- the psychological one: how to assure U.S. commitment?

Ideally we need some combination of statements and actions,

Vjthaps including as many as possible of the following:

(7 @bbJL l. "Exehsfife rate— e-an- *maeveant

rQéﬁ:t§;§¥§§§§HZ?;sterlng/adjustment and minimising the \“\
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21t -3s *ea}flec and agceptable p-g buald around

[recenpﬂgnrr /ex1st1n exchange ate levizg - as far
asythe G7 ncies are oncernqé;y

"The Ministers and Governors [ néwt@mresume”theigz
5 'né.fgﬁgj" ﬁ
cooperatien 1 .

"In the interests of [restoring greater stability of
exchange rates / minimising any threat of disruptive
further exchange rate movements] the Ministers and
Governors will cooperate in their conduct of monetary

policies as well as in forelzn exchange int enzzntion.“

enps fbf fﬁfyk ll .ﬂ#v‘ 5

"The Ministers and Governors recognised the importance
of monetary policy in helping to support exchange rate
stability and foster the flows of funds needed to
finance imbalances. In this connection they ncted
again with satisfaction the monetary action they have
taken in recent weeks. They enphasised the importance
of naintaining appropriate interest rate differentials
between their markets. They undertook to cooperate in
this ard to consult each other regularly about actual

and desirable interest rate developments."

"In order to strengthen the resources available both
for any necessary intervention and more widely to
contribute to the necessary financing of imbalances
- they have agreed to [enlarge and] activate the

network of currency swaps betwe=n their authorities."
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"Recognising that the process of adjustment of
imbalances is bound to take a considerable time and
that meanwhile the substantial external United States
deficit has to be financed, the United States
Government intends to undertake a programmz of issuing
bonds denominated in foreign currencies for this
purpose. The authorities of the other six countries
have undertaken to facilitate access to their markets

for such bonds."



DAY-BY-DAY ...

Monday 7 December
UK Retail Sales

UK Credit business

Wednesday 9 December
OECD Meeting, Paris.

*OPEC Meeting, Vienna.
G7-Deputy finance

ministers meeting,
Paris.

Thursday 10 December
CBI/FT Survey of
distributive trades

*US Merchandise trade

Friday 11 December
*UKRPI

US PPI

US Retail sales

*See Feature Indicators.

Pa&D

Market
ication
as at

Date Times Forecast 4.12.87

Oct
(final)

Oct

Oct

Nov
Nov

Nov

11.30

11.30

13.30

11.30
13.30
13.30

—$15-0bn

+0-3%
+04%
Flat

n/a

n/a

—$14-7bn

+0-3%
+02%
-04%

Last

1318
(-05%)

+£3:2bn

-$14 1bn

+05%
-02%
-01%

Feature Indicators . ..

Wednesday 9 December - OPEC Meeting, Vienna.

OPEC's December meeting takes place in Vienna against a background of
deteriorating fundementals and strong political pressures. Iran, with an agressive
attitude towards higher nominal prices and cuts in production are at odds with the
‘Saudi-camp’ and its wishes to keep prices at $18/bl 1o stimulate demand.

Stronger than planned output in 1937 has led to higher inventories by year end.
This leads us to calculate that the requirement for the first quarter of 1988 will be
16.9mbl/d.

Despite these limitations, we expect some form of agreement to arise as the fear
of a repeat of the 1986 coll lingers in partici minds. It is most likely that a
new pattern of ceilings will emerge, along with a benchmark price of $18/bl;
although that may be difficult to defend in current circumstances.

Thursday 10 December (13.30) - US Merchandise trade (October)

Our forecast: $15bn deficit.

$ bn (nsa) Jun Jul Aug Sep Oct
Exports 211 =10 202 210
Imports 36:8'1 37’5 359 351

of wh oil 40 46 47 39
Balance =18:7. -16(6. =157, "~14'1

Seasonal factors tend to boost imports sharply in October and information already
available on oil purchases does suggest some deterioration in this area. On the other
hand, the trend imp in dolter competiti and the i strength
of manufacturing employment both pmint to an underlying improvement in the
non-oil deficit in the fourth quarter. ;i

Friday 11 December (11.30) — UK Retail prices (Nov)
Our forecast: index 103.2, +0.3% mom, 4.0% yoy

Aug Sep Oct Nov
Index 1021 1024 1029
MOM % +0:3'" +03 +05
YOY % 4% 42 45

Retail price inflation in November is unlikely to be affected by another rise in the
prices of food, drink and tobacco aread of Christmas. Mortgage rate cuts come
through in December and in the absence of any other significant pressures a 0.3%
rise on the month; in line with recent. trends is expected. The feed through of the
November 1986 mortgage rate increase brings the year on year rate down to 4%.
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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 IS 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 WOULY
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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I attach some notes on:
- whether or not we want a meeting if there is nothing to
satisfy us on the exchange rate problem;
- elements which might be sought on exchange rates in a

public statement

2 I have not attempted to list permutations of the elements
and grade them. It seems to me that 'borrowing' would be a big
enough novelty,'and in substance sufficiently important, for us
to trade against it some explicit undertakings on the exchange
rate itself. 'Swaps' cannot be as strong, because they ars seen

as bolstering reserves, rather than financing.

Z i I have incidentally spoken this morning to Sarcinelli - the
Italians have had no separate contact with the US - personally he
agreed with both my objections to Anchorage and my doubts about
rushing into a meeting before Congress is settled and without any
clear expectation of US cooperation on exchange rates. He said
that at yesterday's Franco-Italian Summit they had agreed firmly

on the need for restoring exchange rate stability as a G7

priority.

]

|
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Starting-Point: 1In U.K. view the prime purpose of a G7
meeting should be to re-establish cooperation in stabilising the

dollar exchange rate.

Two questions: If we cannot be confident of co-operation
of any effective kind, do we still want / accept a meeting? And

what are the possible / minimum acceptable terms of co-operation?

If no effective exchange rate co-operation

Other possible advantages of a meeting:

- ? to help Baker get Congress (and President) to implement
the proposed package, by enabling him to show what he has
won from other countries: but this could be high-risk,
since Congress and President could not be guaranteed; and

even if it worked it is such anrn inadequate objective and

1
N Aﬁhd} 3 outcome that press and markets would surely be
hA ;SS KAJ’ disappointed.
Gt
%¥ W+ - ? pressure on Germany and Japan to take action : but we
@ﬂ°h4) ? are fairly sure now that they will both take some action
A o oL
bﬂ on the fiscal front anyway (Germany may announce before
v kﬁk LyuA 12713 his i
g / December) and this is also expected by markets, ’
W“‘ . A
ﬂ“& Q’_grb therefore only advantages of meeting are: to let Baker .5&9
¢
h&llfp\ » take some of the 'credit', and to seek presentation oﬁ,\?xk%;.
[ A dy VA
{ & ( h e 2 |
V“\‘£$ VT& 'cooperative measures' - all pretty feeble. (= gfcf
N7 NN

- ? to concert action vis-a-vis NICs : but this does not
L.~
9@prbﬂ7”ﬂ“) need a G7 meeting, which in any case would not guarantee
any results on the subject.
- ? reassuring messages generally : without more. substance

T

a joke.
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Possible disadvantages of a meeting:

- ? any outcome which does not restore cooperation on
exchange rate management or offer some significant new
element will be seen as (and will in reality be) a
retreat from Louvre and therefore disappointing.

- a G7 meeting will be treated by media and markets as a
major event - expectations will focus on what it does
for exchange rate prospects - a failure to satisfy such

expectations could have disastrous effects on confidence.

The conclusion is that, while Baker may - for short-term
domestic reasons - see advantage in a G7 meeting which offers
nothing on exchange rates, there is no advantage for others. And
V a meeting of this kind could have a worse impact on markets than

no meeting at all.

Possible elements of exchange rate cooperation

The two central problems are:
- the financial one: how is a substantial continuing U.S.
deficit for some time to come going to be financed?

- the psychological one: how to assure U.S. commitment?

Ideally we need some combination of statements and actions,

perhaps including as many as possible of the following:
1

C
[P xchange rate stability

. ] : l
A VGV 4% Ne bt Clmettr y —
xt nQle_te~pla¥_;n_zeebef*aq:édﬁustment and minimising the

N
risks of further changes which could undermine business

x
D
- W
cr
e
— A

st ) confidence and increase dangers of recession.":z
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2. Y1t is realistic and acceptable to build around

N

[recent/current/existing] exchange rate levels - as far

as the G7 rrencies are concerned."

3. "The Ministers and Governors intend to resume their

cooperation in deing-se\:_uﬁ {’khﬁ .
g'-l,—-—\/

4. "In the interests of [restoring greater stability of
exchange rates / minimising any threat of disruptive
further exchange rate movements] the Ministers and

Governors will cooperate in their conduct of monetary

QQ.V}.S n’“‘" /'bv-\ LR R oy s f\q‘pn" x K SWV{(/
polici:;j%E“Wéll“Es in foreign exchange intervention."

5. "The Ministers and Governors recognised the importance

of monetary policy in helping to support exchange rate
stability and foster the flows of funds needed to
finance imbalances. In this connection they noted
again with satisfaction the monetary action they have
taken in recent weeks. They emphasised the importance
of maintaining appropriate interest rate differentials
between their markets. They undertook to cooperate in
this and to consult each other regularly about actual

and desirable interest rate developments."

6. "In order to strengthen the resources available both
for any necessary intervention and more widely to
contribute to the necessary financing of imbalances
- they have agreed to [enlarge and] activate the

network of currency swaps between their authorities."
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"Recognising that the process of adjustment of
imbalances is bound to take a considerable time and
that meanwhile the substantial external United States
deficit has to be financed, the United States
Government intends to undertake a programme of issuing
bonds denominated in foreign currencies for this
purpose. The authorities of the other six countries
have undertaken to facilitate access to their markets

for such bonds."
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From: Sir G.Littler
Date: 29 November 1987

CHANCELLOR
c.c. Sir P.Middleton

Sir T.Burns
Mr Peretz
MEETING OF G3(EUR) DEPUTIES
I met Tietmeyer and Trichet for nearly four hours on Saturday
28 November in the latter's office in Paris, then stayed on with
Trichet for forty minutes or so after Tietmeyer had left. We

covered a lot of ground as reported below. I am copying this

minute to the Governor, Anthony Loehnis and Eddie George.

. I think there are two points on which to focus immediately.
First, should you try to contact Stoltenberg (before he speaks to
Baker tomorrow afternoon) to reinforce your worries about the
proposed Anchorage meeting - I fear that he may let Baker talk him
into it without tﬁinking through the prospects clearly enough; (in
general I felt that Tietmeyer was reflecting too great a readiness
for a meeting and too little ambition over what a meeting needs
‘to get from the U.S. if it is to be valuable). Secondly, whether
German action on interest rates this week should affect our action

and timing.

Early Action by Germany

35 T;etmeyer warned of two probable early German decisions:
- the4Bundesbank afe‘likely on Thursday 3 December to
decide and announce a half per cent discount rate cut;
- the Bundesrat are likely to settle about Wednesday the
new fiscal measures (on the lines sketched by Stoltenberg

for us last week-end) and announce them quickly.

1
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He said that by going ahead quickly they could take advantage of
the momentum of internal discussion and avoid any appearance of
acting under direct U.S. pressure. Kohl would then at Copenhagen

tell Mrs Thatcher to stop her public criticism of Germany.

4. Trichet was inclined at first to complain that this would
be throwing away Germany's cards before the negotiation with the
Hab I disagreed, éuggesting that Baker nust be confident
already of some German action, that what was proposed would not be
useable as a negotiating card to get U.S. commitments on exchange
rates anyway, and that on the whole it would be better to give
Baker clear German decisions now to use as arguments in Congress,
rather than have them extracted at a G7 meeting which we wanted to
focus on exchange rates. (Tietmeyer more or less denied that
they had actually told Baker what they are planning, but Trichet
and I later agreéd that his manner had been shifty and we were

convinced that they have told Baker already).

5 Reverting later in our discussion to interest rates,
Trichet began to speculate with some enthusiasm whether a joint
European move tﬁis week might have a good effect. Tietmeyer was
cautious about a French move lest it upset the fragile equilibrium
in Europe. Trichet thought that France might well do one quarter
‘and asked about the U.K. I said we had wanted to wait for a G7
meeting; I hesitated over a joint move, although we would have to
consider the likely or actual impact on us of a German move, which
could make it difficult for us not to move a half fairly quickly.
Later I agreed with Trichet that we would let each other know of
any developments and of deciéions if and when taken.

2
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G7 Meeting - Timing and Venue

6. My attempts to get a common line against Anchorage were not
fruitful. All agreed it was an appalling idea and that New York
would be better. and an European venue best. My problem was:
- Tietmeyer saw and accepted all the arguménts but plainly
felt that Stoltenberg would want to feel free to accept
Baker's proposal for venue and timing if they reached an
agreement bilaterally on the objective;
- Trichet said that Balladur would accept any arrangements
which offered a way to stopping the dollar's decline -

my arguments impressed him more than Tietmeyer.

T I pressed strongly doubts about venue, timing and nature of
the Baker proposal. My main argument was that European interest
in having a meeting at all was to secure exchange rate stability
and as much U.S. commitment to it as we could.get; plainly this
was not Baker's immediate objective - he wanted to use a meeting
to help him with Congress. Against this background, I disliked
the idea of meeting before Congress had finished its work because
Baker would at that stage be especially antagonistic over any
exchange rate commitment, arguing that it would damage the

prospects of Congressional agreement on the fiscal package.

8. My last comment to Tietmeyer as he _eft was to urge that we
must not allow ourselves to be conned into a G7 meeting designed
to suit Baker's interests without being satisfied that it could
serve our interests too. He said he had this very much in mind.
But after he had gone Trichet told me that Balladur distrusted
Stoltenberg's negotiations with Baker!

3
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Exchange Rates

93 We began our discussion by talking about the purpose of a
G7 meeting and confirmed that for all three of us the essential
point was to try to get an understanding on exchange rates. This
was also the position of Japan (Tietmeyer had spoken with Gyohten
the previous day). It was also the Italian position - although we
reckoned that Italy and Canada would attend any meeting for any

purpose for the sake of being there. It was not the U.S. aim.

10. Trichet said that Balladur totally rejected the idea of a
"more flexible agreement”. 1In his view the Louvre Accord had been
damaged because the U.S. and the Bundesbank had not felt bound to
it as they should have - a new agreement must be more binding. It
was also his very strong view that the dollar was under-valued:

by perhaps 10-15% already at the Louvre rates and 20% or so now.
This hit European trade. A still lower dollar would be a disaster

for the franc and the future of the EMS.

165 1% Tietmeyer agreed that the dollar was under-valued but not
by a very large margin. He thought that DM 1.7 - DM 1.75 could
be justified, although 1.8 - 2.0 would be better. The important
thing was to avoid a further decline. A new G7 agreement should
aim at this, although it was important not to have it appear only
as an exchange rate agreement - wider policies should be stressed.
We must avoid anything resembling a 'target zone system' and there
must not be too much specification or rigidity over rates. We
should build on the right basic economic policies plus three
elements: a strong common statement; intervention to give the
right signals; and agreements on monetary policies.

4
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1255 I said I thought the dollar was a bit under-valued in a

long-term framework, but perhaps some undershooting was inevitable

in this direction to correct the damage of massive overshooting im——

the other. Our worry was not the precise _evel now, but the risks
we saw in a further uncontrolled decline - in our view no solution
to the imbalance problem and the worst threat to world economic
prospects. I would happily trade something on flexibility and on
level in return for what seemed to me to be the most important
elements in an agreement: real U.S. commitment, in whatever form;
a clear agreement to use monetary policies and interest rates to
support it; and I would like to add some understanding about how
the inevitable continuing U.S. external deficit meanwhile is to be

financed.

-3 In further exchanges on substance, Trichet pleaded for some
arrangément which would set DM 1.64 as a floor for the dollar, but
neither Tietmeyer nor I felt that this had a chance of acceptance.

We then turned to the 'draft'.

Draft of G7 Statement

14. I attach a revised draft statement as it emerged from our
discussion of the earlier draft I had given Tietmeyer and Trichet
a few days before. The first 8 paragraphs of this are quite close
to my earlier draft except for extensive shortening (by omission
mainly‘of historical and analyticél comment). The square brackets
reflect:
- I assumed and the French want the IMF Managing Director
present at G7 (but not G5); Stoltenberg does not want
him even at G7 - this affects paras 1 and 5.

9
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- Tietmeyer was hesitant about including other passages in

paragraphs 4 and 5.

15, Paragraph 9 is basically a Tietmeyer draft (the phrase in
square brackets being a suggestion worked out by me and Trichet
which Tietmeyer undertook to consider). Tietmeyer and Trichet
were both very sceptical about the chances of getting Baker to
agree to other elements of my draft; and Tietmeyer refused on
behalf of the Bundesbank to say publicly anything about the use of
monetary policies to support the excﬁange rate. ' I1.8aid this left
a thin draft and we must work for somﬂfiiglaore. It was agreed
to regard my own 'draft of elements' (a o attached for ease of
reference) as a quarry for possible drafting material, either to

strengthen the public statement or for private understandings.

Other points

16, Larosiere and Poehl have had some talk with Greenspan -
with dispiriting results. Greenspan seem=d to be taking the view
that, given the helpful anti-inflationary effect of the stock
market collapse, there was room for a decline of U.S. interest

rates and the dollar.

i 7 o I had an earful from both Tietmeyer and Trichet about how
damaging to German and French opinion, and they thought to the
financial situation generally, was the Firancial Times report of
their interview of the Prime Minister. I reminded them of your
warning last weekend and said again that there was to my knowledge
no change of policy. They find it difficult to believe, however,

that this interview was not planned and timed deliberately.
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18. After Tietmeyer had gone, Trichet talked at length about
the £rang. He asked whether I could give him any reassurance on
sterling, because the franc could not stay with the DM if sterling
changed (after reading the Prime Minister's interview the French
had spent a long time talking among themselves about its meaning
and especially whether it presaged a change of policy which would
put pressure on the franc). I told him that we wanted to stay as
we are and indeed had demonstrated this by action both ways over
recent months. I did not foresee pressures which would throw us
off course: a sudden oil price collapse could still upset us, but
I thought it unlikely; a large further ddllar fall might well be
uncomfortable (although we appeared to have some cushion in the
sense that we had faced more upward than downward pressure at the
present levels); we would aim to keep firm control of our own
financial development and I saw no risk from that. He wondered
whether we would not face pressure from industry to devalue; I
said there were indeed some industries which suffered from a low
dollar, but it was interesting to see how widely and positively
accepted by industry our de facto linkage with the DM was. h
said that a worry of my own about sterling had been that any
devaluation of the franc and others in the ERM against the DM
could affect us - he vehemently assured me that it was out of the
question until after the election, unless by the intolerable force

majeure of another big dollar drop.

v/
L7
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DRAFT: STATEMENT OF THE GROUP OF SEVEN

? 28 The Finance Ministers and Central Bank Governors of seven
major industrial countries met today [in the framework of the
surveillance procedures agreed upon at the Venice Summit by their
Heads of State or Government]. They expressed their conviction
that the continuing development of effective cooperation between
them can and must play an important role in promoting a healthy

and prosperous world economy and a stable wcrld monetary system.

25 The Ministers and Governors emphasised that their basic
objectives remain unchanged. The major imbalances which grew up
in the early part of the decade must be corrected. That

correction must be gradual and will inevitably take time if it is
to be achieved without either rekindling inflation or undermining

confidence and provoking recession.

3 The policies set out in the Louvre Accord are being - and
will continue to be - implemented and 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 swung round as was required and in

volume terms their trade imbalances are clearly diminishing.

4. The sharp falls in share prices since mid-October may have
some effect on economic prospects [in the directions of marginally
reducing inflationary pressures and promoting somewhat higher
savings and reduced domestic demand]. The authorities in the

major countries have responded appropriately by monetary measures.

1
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5e The Ministers and Governors discussed together [and with
the Managing Director of the International Monetary Fund] the
outlook for the eccnomies of their individual countries and for
the world economy as a whole, in the light of recent events.
[There could well be a modest slow-down of the rate of growth of
activity, for their countries as a group, but they believe that,
with carefully sustained and cooperative policies, the rate of
growth should ;emain substantial.] The likely impact of recent
developments has suggested both the need ard the opportunity for
further action to reinforce the broad strategy of cooperative

policies set out in the Louvre Accord.

6:. Accordingly the Ministers and Governors have welcomed and
endorsed the actions taken and proposed by each of their

governments as follows:

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

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

r The Ministers and Governors strongly rejected the false

remedies to solve present difficulties which are sometimes

advocated. In particular, protectionism constitutes a direct and
serious-threat to world prosperity and equilibrium, and would have
narmful consequences for those countries that resorted to it. The
Ministers and Governors reaffirmed their determination to fight

protectionism, and to promote an open world trading system.
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8. The reduction of world trading imbalances does not depend
only on the seven countries whose Ministers and Governors issue
this statement. They will be seeking appropriate cooperation
from all other countries and international institutions. They
again and in particular draw attention to the very large and still
growing trade and current account surpluses of Taiwan and South
Korea. The exports of those countries have benefitted greatly
from relatively open markets in major industrial countries while
their own markets continue to be extensively protected against
imports. And their currencies have‘appreciated over the last

two years only very modestly against the dollar, whilst falling in

value against other major currencies.

9. The Ministers and Governors agreed that excessive
fluctuations of exchange rates and a further decline of the dollar
would both damage growth prospects in their countries and in the
world economy and interrupt further progress in reducing
international imbalances. They reemphasis2 their common interest
in more stable exchange rates among their currencies. Therefore
they will continue to cooperate closely [in economic and monetary

policies] to foster stability of exchange rates.
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"Exchange rate stability continues to have an important
role to play in Zostering adjustment and minimising the
risks of further changes which could undermine business

confidence and increase dangers of recession."

"It is realistic and acceptable te build around
[recent/current/existing] exchange rate levels - as far

as the G7 currencies are concerned."

"The Ministers and Governors intend to resume their

cooperation in doing so."

"In the interests of [restoring greater stability of
exchange rates / minimising any threat of disruptive
further exchange rate movements] the Ministers and
Governors will cooperate in their conduct of monetary

policies as well as in foreign exchange intervention."

"The Ministers and Governors reccgnised the importance
of monetary policy in helping to support exchange rate
stability and foster the flows of funds needed to
finance imbalances. In this conrection they noted

with satisfaction the monetary action they have taken in

recent weeks.

"They emphasised the importance of maintaining
appropriate interest rate differentials between their
markets. They undertook to cooperate in this [and to
consult each other regularly about actual and desirable

interest rate developments]."
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~"In order to strengthen the resources available-both

for any necessary intervention and more widely to
contribute to the necessary financing of imbalances
they have agreed to [enlarge and] activate the network

of currency swaps between their authorities."

"The process of adjustment of imbalances is bound to
take a considerable time and meanwhile the substantial
external United States deficit has to be financed. The

bulk of the financing should be provided spontaneously

- by private capital flows, althougn it is important that

the authorities contribute to a climate of confidence
and of appropriate interest rates which will encourage

such flows."

"Nevertheless there couid well be a gap from time to
time between the finance required and the private flow.
To meet this, the United States Government intends to
undertake a programme of issuing bonds denominated in
foreign currencies. The authorities of the other six
countries have in turn undertaken to facilitate access

to their markets for such bonds.”

[It would also be possible to link foreign currency
borrowing by the United States to intervention by others
- which also contributes to financing the United States

external deficit].
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From: Sir G.Littler
Date: 1 December 1987
CHANCELLOR
c.c. Sir P.Middleton
Sir T.Burns
Mr Peretz

TALK WITH TIETMEYER

Tietmeyer was only able to ring through around 4 p.m. our time,
and then told me the following:

- Poehl and Schlesinger have not been persuaded to move on
interest rates on Thursday - which pfobably rules out the
cut previously expected : this is not a case of willing
to move but preferring to wait for a G7 meeting; it is
rather that Poehl and Schlesinger have yet to be
persuaded to fire what they tend to regard as their last
shot!

- the Bundesrat likely to settle a fiscal package tomorrow
and essentially on the lines previously sketched for us
by both Stoltenberg and Tietmeyer - no acceleration of
tax reductions; the one novelty (to me) and quite a big
political hurdle in Germany is a 'deregulation' proposal
to allow shops to open late one evening a week!

- Stoltenberg spoke again to Baker yesterday - nothing on
a meeting (that Tietmeyer would vouchsafe) - but he told
Baker firmly that there must be a clear public statement

of resistance to a further decline of the dollar.

(Geoffrey Littler)
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From: Sir G.Littler
Date: 1 December 1987
CHANCELLOR
c.c. Sir P.Middleton
Sir T.Burns

Mr Peretz

TALK WITH TIETMEYER

Tietmeyer was only able to ring through around 4 p.m. our time,
and then told me the following:

- Poehl and Schlesinger have not been persuaded to move on
interest rates on Thursday - which probably rules out the
cut previously expected : this is not a case of willing
to move but preferring to wait for a G7 meeting; it is
rather that Poehl and Schlesinger have yet to be
persuaded to fire what they tend to regard as their last
shot!

- the Bundesrat likely to settle a fiscal package tomorrow
and essentially on the lines previously sketched for us
by both Stoltenberg and Tietmeyer - no acceleration of
tax reductions; the one novelty (to me) and quite a big
political hurdle in Germany is a 'deregulation' proposal
to allow shops to open late one evening a week!

- Stoltenberg spoke again to Baker yesterday - nothing on
a meeting (that Tietmeyer would vouchsafe) - but he told
Baker firmly that there must be a clear public statement

of resistance to a further decline of the dollar.

/ “(Geoffrey Littler)



From : D L. C Peretz
Date : 1 December 1987 *

PPS cc PS/Economic Secretary
Sir P Middleton
Sir-T Burns
Sir G Littler
Mr Cassell
Mr H P Evans
Miss O'Mara
Mr Holgate
Mr Cropper

GERMAN INTEREST RATES

As promised, I attach a graph of movements in key German

short-term interest rates over the last 3 months.

2 The key operational rate is the Bundesbank's repo rate. The
Lombard rate is meant to represent something of a ceiling on
short-term interest rates, though you will see that 3 month market

rates rose briefly above it in early October.

3 The discount rate sets a floor to short-term interest rates.
It 1is clear that the repo rate cannot be reduced much further
without a reduction in the discount rate, and I guess the main
significance of a cut in the discount rate is that it would be
seen as paving ths way for a cut in the repo rate, and hence in
market rates. It 1is, of course, possible though that a further
cut in the repo rate would be announced at the same time as a cut

in the discount rate.

D L C PERETZ



(%)

5.6
5.4
5.2

4.8
4.6
4.4
4.2

3.8
3.6
3.4
3.2

2.8
£:5
2.4

GERMAN INTEREST RATES

September to November 1987

T T I 1 T l 1 T —r I
Aug 31 Sen 21 Oct 12 Nov 2 Nov 23
Date
———uBomonth 1B +  Repo rate

& Discount A Lembard




W,//&WM

LW Ll QXOM

A A««W 4 3§'fm

- e tmmc

Cundny
g % WM(/*MJ)
(O35 am Q25 am

L 20 am 4 0% am
IQ‘STF«M 12~05—fm.

e



R oVt

CREAT

ClRClE DISTANCES |

( Na u;x.g M/V'{ES)

LowDaW

HNU#H%Q

= JondaeN
— WhAsHmETIN

Ll SENN
i 1T
L oo TOMEY G

. RemME

4000
S555]
4100
4loo
2100
4700

2% o‘-".

300
oo
2400
X20qg
6000
3800

2MRIC







£2:82

‘coordination aefforts

Erel

BMF 5388 BONN 976 PBE

December 1987

STATEMENT OF THE GROQUP OF SEVEN

The Finance Ministers and Central Bank Governors of seven
major industrial countries have conducted close consultations
in recent weeks on their 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 & positive development of the world economy, They
will continue to carrY forward their sconomic policy

f 1988 under the arrangements endorsed
at the Venice Summit, ;

The Ministers and Governors reemphasized their view that the
major external imbalances in the world economy must be
corrected. The policies which have been {mplemented 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 & dlrection 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
tate changes over the past few weeks, however, stress the need
to strengthen underlying economic fundamentals and to continue
policy cooperation. : :

Developments in stock markets since mid October may have some
adversa effect on prospects for economic growth for the
industrialized countries as a grou?. The Ministers and
Governors belleve, however, that with sound economic olicles
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.

Accordingly, the Ministers and Governors agreed to intensify
their economic policy coordination efforts. Their common
efforts are directed towards reducing external imbalances. In
particular, the United States has gacured Congressional action
to implement the agreement between the President and the
bipartisan Congressional Leadershig on a two-yeay 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 expenditure for general
public works will not be less than that for the FY 1987 budget
including the July supplemental. The Federal Republic of

L
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G.rmang {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 ctevenue
logses arising from recent developmenis. 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 specific policy intentions and
undertakings by each gountry are set forth in the annex to
this statement,

5. 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 stabllity 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 stablility as wall as
to foster financial market stability.

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

7. The Ministers and Governots believe that the reduction of
world trading imbalances requires ccoperative action by other
countries, particulacly those with surpluses. They expcessed

particularly gcerious concern that some newly industrialized
economies have ¢ailed to take adequate action ta deal with
large and growing trade surpluses which are exacerbating
global imbalances and tfostering protectionist pressures. They
urged the newl industrialized econcmies to 1m€1ement without
delay trade an exchange rate pollcies that will facilitate
the reduction of excessive trade sucrpluses and allow theic
currencies to fully reflect the strong competitive position of
thelr economies,

8. The Ministers and Governors agreed that either excessive
fluctuation of exchange rates, & further decline of the
dollar, or a tilse in the dollar to an extent that becomes

destabilizing to the adjustment process, could be counter-

— productive by damagin? growth prosgects in the world economy.
Thex reemphasized their common interest in more stable '
exchange rates among thelr currencies and agreed to continue
to cooperata closely in monitoring and implementing policles
to strengthen underlying economic fundamentals to foster
stability of exchange rates. 1In addition, they agreed to
cooperate closely on exchange markets. The Ministers and
Governors stressed the need for consistent and mutually
gupportive policies and beljeve that the measures being taken
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economiec growth, an
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ess’ towards the increased, more balanced
sustainable external positions necessary

for greater exchange rate stability.
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Annex

Policy Intentions and Undertakings

The Government of Canada's ¢iscal strategy has succeeded in
achieving & drop in the rate of 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
(g medium torm obkjectiva ot stabilizing the debt-to-GDP ratio.
Fiscal restraint has heen accom anled by inpressive growth of
domestic demand, output and employment. Major structural
initiatives directed AT énhdiiviny cumpetitivonocs snd rhe
underlying potential of the economy have been undertaken,
particularly tax reform and the negotiation of 2 free trade
agreement with the United States. Monetary policy remains geared
to,:og-inflntionary growth in a climate of orderly exchange
markets,

The Government of France has fully met its commitment to
reduce its Fiscal deflclt 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
1689-1991 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 1is
being carried out, and its initial objectives have even been
surpassed, The full implementation of the program will be resumed
as soOnh A8 market conditions permit. ;

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

The Government of the Federal Re ublic of Germany has
increased Che gmvun 0 s tax reductions fox and bexond
to about 14 billion DM, &nad will uulL seek to offcet tha hndget
revenue losses arising from recent develcpments. In addition, the
necessary decisions have been taken for the structural tax reform
with ; furtlhier net tax redusktion of 20 billion DM from 1990
onwara.

In order to strcn?then Trivatu and public investment, the
rederal Government will provide special .ocans for the next 3 years
of about 21 billion DM under preferential conditions. Moreover,
it will accelerate investment in relecommunication 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 resl:ilulive measurco in
1987 to halt the deterlioration 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 isg

"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 the balance of EAyments currant account nearv
rquilibrium, to stabitize the debLL,/GDF ratio, and to devAra mote
reddurcag_tu Lhe financing 62 produutiva as well ac infea-
sliuctural invoctments, rhun improving the quality of public
services,

The Government of Japan noted that the Japanese economy is in
a viguruus exfonalonary phaga, 1ed by domestic demand growth, The
LovgLlomenl will otcadfastly ~Antinum implementing the trillion-
yen-plus Sackaga decided on last May, and will see to it thae in
the FY 1988 budget the expenditure for general public works will
net Pe less than that for the FYy 1987 budget including the July
supplomenkal.

The Bank of Japan will follow ap?ropriate and flexible
monetary ?olicy supportive of non-inflationary growth and exchange
Enke eFahility.

‘The United Kingdom Govétnment, ln the content of the Rritish
economy’s contfﬁuod’vigdfous growth of output and domestic demand,
coupled with ground public finances, will continue to strive to
reduge inflation Ly furluinq a prudent monarary pullicy, while
increasing its capacity for non-inflationaty growth by further
measutes 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 rapidl¥
than the growth of the ecviumy as a whole, and the government wil
continue to work for the dismantling of barriers to trade both
within the Europaan Cummunity and in the sontext nf the Uruguay
round of the GATT.

The United States fov t has secured Congressional action
to implement the agre glwebn Lhe Prcoirdent and the :
bipartisan Leadership of the Congress on a two-year package of

LB TT'97



Drir Joh BUMNM S76 PB7

4 Al
'
l b

@

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 figcal 1988 and 1989 of
approximately $76 billion,

. o 3 i

os

The budget agreement ig part of an ongoing process of deficit
reduction provided For under the revised Gramm~Rudman-Hollings
-degislation. 1t wil) 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 fostetr & more open and fair system for
the international exchange of goods, gervices and investment.
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December 1987

UNDERSTANDINGS ON INTERVENTION AND CONSULTATIONS

The participants would hold regular consultations on
financial market conditions., On the basis of these
consultations, they would make ad hoc decisions on exchang¢
market {ntervention at levels which the participants censider
appropriate under present circumstances. Intervention should
be considered if the dollar on the one hand had a tendency (o
fall below present levels and on the other hand if {t _
approached levels prevailing at the time of the April Necling
of the Group of Seven in Washington.

The United States, Japan and Germany/Europe would be pﬂq#““d
to undertake intervention up to a total of $15 billion
defined in terms of net purchases/sales of dollars ageinst
yen and -- according to the following understanding - aqaiust
DM/other European curcencies, with approximately equal sharcs
over time up to $3% billlon each. As a general rule the
European share of $5 billion should be provided by Germany
{n DM on the one hand and the other European countries
(EMS-countries in the exchange rate mechanism; plus Uniled
Kingdom, Switzerland and Austria) on the other hand »n equal
parts. If these other Buropean countries intervene by a
higher amount, the total Buropean share will be Increascd
correapondingly.

If intervention in the view of the participants is uscful
they will consult on the appropriate dally amounts of such
interventlon and their respective shares, taking inb acceunt
market developments and the respective shares of the ccunbrics
mentioned in para 2. It is understood that for alf
intervention by Buropean countries the situation in the
European Monetary System will be congldered.

With regard to the currency of iantervention, the guura‘fvhf
would bet

- For the Unlted Btates, equal priority to DM/dollur and
yen/dollar, depending on market pressure;

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

- For Japan, priority to yen/dollary

- Intervention in dollar/yen by the Deutsche Bundesbank and
dollar/DM by the Bank of Japan will be subject tc ceusulba-
tion between those two central banks and the U.S. avlhor bics,
This consultation should take place when elther [k« Dn/uonaf
rate or the yen/dollar rate is under pressure.

4B ET"IT




32:8c

STESCR BT

Central banks would contlinue to maintain close contacts on
{ntervention operations pursuant to established channels.
Finance ministries would continue to discuss matters of
mutual interest through thelr bila:oral channels of
communicaticn,

This agreement would enter into effect when adopted by the
participants In connectlon with the December G-7 statement
and remain in force until the early 1988 meeting., 1In the
event that the $15 billion of resources are exhausted prior
to that meeting, participants would immediately consaule.
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September 26, 1987

Statement of the Group of Seven

The Finance Ministers and Central Bank Governors of seven major
industrial countries met today. The Managing Director of the IMF
also participated in the meeting. This continues the economic
policy coordination process agreed by their Heads of State or
Government at the 1986 Tokyo Summit and strengthened at the 1987
Venice Summit meetings. The Ministers and Governors are
convinced that this process, including the use of economic
indicators, provides an important and effective means of
promoting a healthy and prosperous world economy and stable
monetary system.

The Ministers and Governors reviewed together the events, policy
developments, and evolution of foreign exchange markets since the
Louvre Agreement and the April G-7 meeting in Washington. They
were pleased with the exchange rate stability which has been
achieved and which has benefitted their policies and performance.

In the Louvre Agreement the Ministers and Governors set out the
policies which they intended individually to pursue, and
undertook to monitor them together and as necessary intensify or
adapt them. They note that some important decisions have been
taken in individual countries which were envisaged in the
February statement, and that generally the evolution of policies
has been along the lines intended.

Some important favorable results are beginning to be seen. The
substantial reduction in fiscal 1987 in the United States federal
budget deficit is a very positive step, as is the continued
determination in resisting protectionist pressures, and they
particularly welcomed the announcement today by the President of
the United States of his decision to sign legislation which will
reinforce progress in reducing the budget deficit. The major
program of additional expenditures and income tax cuts in Japan
is being rapidly implemented. 1In Germany the reductions in
income taxes from January 1988 will be greater than previously
planned and the legislation for them has already been enacted.
There have been reductions in external imbalances in real terms,
although they remain high. Growth in domestic demand in surplus
countries is picking up, but it is important that it improves
further in some countries.

The Ministers and Governors note that the large trade surpluses
of some newly industrialized economies continue to be an
important factor contributing to external imbalances. They
repeat their view expressed on earlier occasions that these
economies should reflect their growing importance and
responsibilities by reducing trade barriers and pursuing policies
that allow their currencies to reflect more fully underlying
economic fundamentals.



The Ministers and Governors commit themselves to take further
appropriate actions as necessary to achieve the agreed goals set
forth in the Louvre Agreement. They will particularly intensify
their efforts to liberalize markets, implement tax reforms and
pursue other structural changes to strengthen the vitality of
their economies, to foster a high rate of sustained
non-inflationary growth and to reduce external imbalances. They
reaffirmed their determination to fight protectionism, and to
promote an open world trading system.

The Ministers and Governors reaffirmed their intentions to carry
forward their economic policy coordination efforts. During the
coming year the developments of their economies will be monitored
closely under the strengthened surveillance arrangements outlined
in the Venice Summit. 1In light of the progress achieved to date
in laying the basis for a reduction of imbalances, and the
prospects for further progress, Ministers and Governors
reaffirmed that currencies are within ranges broadly consistent
with underlying economic fundamentals. They recommitted
themselves to continue to cooperate closely to foster the
stability of exchange rates around current levels.



CHANCELLOR - INTERVIEW ON G7 STATEMENT J
Transcript from: BBC Radio 4, Today, 23 December 1987
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lQIEEXLEEEEi (JOHN HUMPHREYS) .... the financial world has been
waiting for G7 to get together and do something, G7 are the 7 big
industrial countries. And now they have met and made a statement and
the question is whether, after labouring so long and so mightily, they
have brought forth a mouse? One of the G7 countries is Britain and on
the line to answer that question is the Crancellor Nigel Lawson. Good
morning, you've said you're worried about the declining $ but you've
not really said have you what you're going to do to stop it
declining more?

+hink
CHANCELLOR: I[.that if anything the $ now is under valued. But the

question of what further changes may take place with the $ in the
short run will depend a great deal on the determination of the United
States to maintain the value of its currency. But what this statement
does show is the high degree of international co-operation which
exists at the present time.

lﬁlﬁﬁ!ﬁiﬂgﬁi Well does it, in what sense are you going to co-operate
to do something about the § or 1is it all in the hands of the United
States now?

EQQQEEEEQEL No there is in the first place a whole list of the
measures that we have taken as a result of our co-operation and
common analysis of the situation. The reduction in the American
budget deficit, which we all identified as necessary, and that has
now been agreed by the Congress after a rather laborious process and
signed by the President. And that was what we were waiting for before
putting out this statement. Again on the other side of the Atlantic
there has been a concerted reduction of interest rates including in

the United Kingdom and throughout all the major European countries.

And there is, as I say, a common response to this stock market
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collapse and indeed to the inbalances that lie behind it. And I think
a response which began long before the stock market collapsed. It was
because we identified the problems in the world economy that we
started to have these meetings and have this concerted action.
lﬂ[gg![g!ﬁgi Are you satisfied that the $s not going to drop any
more then, that it has been held at this level?
EﬂﬁEEEEEQBi No I think that - and my own views are similar - own
personal view - that the $§ taking any medium term view is undervalued
at the present time. Whether it'll fall further or not I don't know.
I think that there is a common will, and I think that will includes
the United States, to try and secure that it doesn't fall any further.
The question is how determined is the United States and that will
be no doubt seen in the coming weeks and months. But it has fallen a
very, very long way.
lﬁIEEXLEEEEL Do you think the United States is determined enough
because there is a feeling isn't there that Washington is quite happy
to see the $§ drop even more?
Eﬂﬁﬁggkkggi No , no, if Washington had been happy to see the § drop
even more it would not have, the United States, would not have signed
this statement which states quite clearly that they don't want to see
the $§ fall any further. And I think that it is there in Government
departments, certainly in concert with other countries to back that by
action. And I think in particular they will sooner or later have to
be prepared to raise their interest rates.
lﬂIEEXLEEEEL Anc so is that in effect a warning from you and the rest
of G7, or the G6 if you like, that they've really got to do something
about interest rates?
EﬂﬁﬂEEEEQEL No it's not a question of got to do something about

interest rates. They've got to have an economic policy that all hangs

together and makes sense. I think that the reduction in the budget

PAGE 2



deficit, it may well be that it could co further, but the reduction
in the budget deficit is very welcome, it's very desirable. There are
already signs that American exports are doing very much better in the
world market and I think you will see a change in the trade figures in
the United States over the next few months, a change for the better.
And I think that that is on the mend. But in order to allow the
exchange rate changes that have already taken place to have its full
effect they're going to have to cut back to some extant on their
growth of domestic demand. And I believe that that may need higher
interes??ates and they may need higher interest rates too in order to
finance their deficits so long as they persist and that they're not
going to go away overnight. But I think the fact that the United
States has joined in this - and indeed is a leading participant - in
this agreement, this communiqué which we've all agreed on. I think
that's a healthy sign and a sign, as I said, that international
co-operation is very much alive and well.

EEIEEXLEHEEL You mentioned their trade figures, our trade figures are
out today as well aren't they and they're apparently not really very
good. Are you worried about the deteriorazion in Britain's baknce of
payments because we still regard it as being terribly important?

gHAEQEEEOR: No, we're running - I think this a circuit of the track

if you like - we're running a a small, it's very small in relation
to the size of the economy, a very small ciurrent account deficit which
I forecast some time ago. Which is not surprising given that the
British economy is growing so much faster than the rest of the world
and that inevitably means it's a harder job for our exporters to
export to the rest of the wolrd than it is for other countries who
export to - Britain growing as fast as it is. But our
exports too are doing very well. And of course we have massive
overseas assets which enable us to finance this very small deficit

without any difficulty.
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NON— INFLQTIONARY ECONGMIC ORUUTH &

CCONTINUED. FROM - NRCE ' LONTINUEﬂ
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23-DEC~0320 MONO&7 MONM : : '_f s
CONTINUED FROM - NRCF EONTINUED ON - NRGX
REUTER MONITOR 0524
G-7 CALLS =8 WASHINGTON ' CLINREX
me ITTALY SAID IT WOULR STRIVE FOR SATISFACTORY ECONGMIC
CGROWTH IN THE MEDIUM TERM WHILE MAINTAINING THE CURRENT
ACCOUNT MORE OR LESS IN BALANCE. IT WILL LEVOTE MORE RESOURCES

T R N R A A S 2 G 1710 e R ST B 2 O A S M A e A o 0 1 S ST YT i s i A et s R PR

Yo COLLE =5 WABHINGTON
"IT WAS FELT IMPORTANT BY ALl VHAT/THERE BE
STATEMENT REGARDING & FURTHER [ECLINE OF

COUNTERFROOGUCTIVE, RUT THAT h Aidm TO THAT Lk
TO WHICH WE HAVE SOME UNDERSTANDING, BUT GBVIU il
TO DISCUSE PUBLICLY, WOULL ALSG ki COUNT ERFRODUCTIVE,® HE.

Sl

_,__

AN AFFENDIX TO THE COMMUNIGUE LISTED THE FOLICY INTEHTIO'SA (:L(Z _}
AND UNDERTAKINGS OF BEACH OF THE SEVEN COUNTRIES BUT Wan MOBTLY V i
AN ENUMERATION OF FAST ACCOMPLISHMENTS RATHER THAN FROSPECTIVE
ACTIONS.

23-NEC-0316 MONOA3 MONL

CONTINUED FROM ~ NRCI ' ' CONTINUED ON = NRCF
P e : e ol

REUTER MONITOR

G-7 CALLS ~6 UASHINGTON : 5
—-= THE UNITED STATES FLEDGED TO RESIST FROTECTIGN 8
MADE NO NEW COMMITMENTS TO CUT ITS BUDGET DEFICIT BEYO
76 BILLION DLRS OF SAVINGS FOR FISCAL 1988 AND
IN THE BILLS THAT FRESIDENT REAGAN SIGNED INTO LAW
-~ WEST GERMANY LISTED THE STIMULATIVE MONETAR
STEPS -IT "HAS TAKEN IN RECENT WEEKS AND SAID "MONET
WILL CONTINUE TO MAINTAIN AFFROFRIATE CDNUITIDNS F

1037 THﬁJ PUBLIC UURK

SPLNDlNG UILL NOT FﬁLL IN FISCA
23-DEC-0320 - MONO6& MONL :

Fl bt %
; ‘ ; REUTER MONlTGh‘

G-7 CALLS =7 UASHINGTON :
THE KANK OF JaFAN WILL FOLLOW ﬁFFhUFhIATE ANI FLEXI s
MONETARY POLICIES TO SUFFORT NON ~INFLATIONARY ECONOMIC BRQNTH
~= BRITAIN FLEDGEL TO KEEF STRIVING TO REDUCE INFLATIO}
LIBERALISE MARKETS AND CUT TAXES, WHILE FURLIC SFENDING: UIL
CONTINUE TO GROW LESS RAFIDLY THAN THE ECONOMY AS A UHDLE._?.f
—= FRANCE, WHICH SAID IT HAS FULLY MET ITS COMMITMENT TO
REDUCE ITS FISCAL DEFICIT AND TAX BURDEN, WILL RESUME ITS8 -
FRIVATIZATION FROGRAM AS S0O0ON A8 MARKET CONDITIONS PERMIT.u
IT ALS0 FROMISED ADDITIONAL MEASURES IN 1988 TO SUSTAIN
HOUSEHOLD SAVINGS, DEVELOF FINANCIAL MARKETS AND lﬁFRBUE THE
COMFETITIVENESS UF FIRMS .

TO FINANCING FRODUCTIVE INVESTHENT AND INFRASTRUCTURE. B
~= CANALA KEFORTED MARKED PROGRESS TOWARLOITS ORJECTIVE OF
STARILIZING THE DERT-TO-GUP RATIO AND SALL ITS MONETARY FOLICY
REMAING GEARED TO ACHIEVING NON-INFLATIONARY GROWTH. -
THE G-7 SAID THE MEASURES TAKEN THIS YEAR ARE GRADUALLY
WORKING TO ADJUST THE BALANCE BETWEEN LOMESTIC DEMAND AND
OUTPUT IN THE U.$., WEST GERMANY AND JAFAN. IN FARTICULAR
TRALE IMBALANCES IN VOLUME TERMES ARE DIMINISHING.
23-DEC-0321  MONOAB MONM ' . ‘ By
CONTINUED FROM - NRCW CONTINUED ON ~ NROCY
2

B Ti R MONLTOR O«



G-7 CALLS =Y WABHINGTON , NRCY

IN AGREEING THAT MONETARY POLILCY SHOULG CONTINUE TO . Bk
DIRECTED TOWARD ACHIEVING NON-INFLATIONARY ECONOMIC GROWTH,
THE G-7 SAID RECENT INTEREST RATE CUTS. IN CERTAIN COUNTRIES
”Uth APFROFRIATE AND WILL CONTRIRUTE TO A RESTORATION OF :

STARILITY TO FINANCIAL MARKETS.”

NEGOTIATIONS ON THE FOLICY AFTIONb THAT LED TO THE. 6“7
COMMUNIQUE REGAN SUOON AFTER THE STOCK MARKET CRASH IN -
MID-0CTOBER, WHICH THE COMMUNIQUE SAID MAY HAVE SOME A
EFFECT ON hCONOHIL GROWTH FROSFECTS FOR THE GROUF AS A WHOLE

IT NEVERTHELESS SAID "SUBSTANTIAL” GROWTH CAN BEthHIQUKﬁ
IF THE COUNTRIES COORDINATE THEIR POLlCIES EPFECTIUEL
23-DEC-0321 - MONO69 MONM e
CONTINUED FHDN -, NRCX 'vf'f_-' : EEUTER
P i : ; AieTion '

REUTER HONIT

NREK

-7 MEETING NOW C kD
S GUMITA SEES NO NEE Q%NQGEE JRFAN B ERNOR SATOSHI SUMITA s i

i - VEN (G-7)
TSKxg'NEEg 20 OLD- A WEETING (OF*THE BROUE OF SE

HE SA THE G 7
HE EXFECTER: L

NOW . REGS CONFERENGE THAT EXCHANGE -
FLLH T%ESEAQFQALQLNG EFFECT ON THE iOEFéSNBhLU“ 126 YEN
STAT&MENQUi?NE THAT THE FOLLAR BOUNCEL BACK FR .
MﬁhKC.T!

B l , \
L \

AT iﬁénéﬁ YEN.
nLEC-0620  MONLDA MONMN REUTER
(st

P REUTER MONITOR



FRANCE WELCOMES G-7 JOINT STATEMENT i LA

PARIS, LEC 23 - FRANCE WELCOMES THE JOINT STATEMENT RY
GROUF OF SEVEN FINANCE MINISTERS ON CURRENCY STABILISATIDqugg
BELIEVES IT REFRESENTS A MORE PRECISE COMMITMENT TO PREVENTIN
A FURTHER DOLLAR FALL THAN THE FEERUARY LOUVKE ACCORD, FRENGCE
+ FINANCE MINISTRY SOURCES SAIL. e Sl el T

THEY FOINTED TO A HARDENING OF LANGUAGE IN THE LATEST . .
STATEMENT, REFLACING THE LOUVRE COMMITMENT TO STABILISE THE =
DOLLAR AT “AROUND® CURRENT LEVELS WITH A& FIRM PLEDGE (TO-. 0, o &

FREVENT ANY FURTHER FaLL IN THE U.S. CURRENCY.
"IT I8 A GoOn AGREEMENT, ” ONE SOURCE saln.

23-DEC-0722  MON194 MONG _ ; o '15;;6
- o CONTINUED ON ~ NREG.
F, : 3 y B

REUTER MONITOR (524

FRANCE WELCOMES =2 FARIS : ] , NRFG
. BUT, THE SOURCES SATD THE STATEMENT WAS NOT INTENDED TO

COVER LONGER-TERM FRUFOSALS FUT FORWARL BY FRENCH FINANCE

MINISTER EDOUARD BALLATUR.

BALLADUR HAS SET GUT A LIST oF FROFUSALS FOR CONSIDERQTIUN
-BY THE G-7, INCLUDING THE ESTABLISHMENT OF @ FERMANENT gy
SECRETARIAT TO MONITOR THE LOUVRE ACCORD, AND CLOSER
HARMONISATION OF WORLIY MARKETS T0 HELF FREVENT THE VIOLENT
FLUCTUATIONS OF RECENT WEEKS, T

FRANCE BELIEVES IT WAS IMFORTANT T0 ISSBUE THE STATEMENT
NOW TO SENI & SIGNAL TO THE MARKE TS, RATHER THAN WAIT FOR ANY
EVENTUAL FULL MEETING OF THE g-7 MINISTERS, THEY ALDED.
Pk L-G728  MONLYS MOND
CONTINUED FROM -~ NREF

R T
SRR AL LR



G~-7 STATEMhN1 RAISES MORE GUESTIONS THAN ANSUERS
BY ALAN WHEATLEY ;
WASHINGTON, DEC 23 - THE ABSENCE OF FRESH FOLICY PR MISE

TO REDRESS GLUBAL ECONOMIC IMBALANCES MAKES IT:' ONLY A ﬂATT R

OF TIME BEFORE THE FOREIGN EXCHANGE MARKET CHALLENGES THE.
GROUP OF SEVEN’S RENEWEN RESOLVE TO LEFEND THE BDLLAR, DEALERS
ANDY ECONOMISTS SAID.

“IT SEEMS TU ME THAT THEY DECLARED VICTORY AND WENT HOME ?
STEVE CERIER, FORETGN EXCHANGE ANALYST AT MCCARTHY. CRI&QNTI :
ANIL MAFFEL INC BATL OF THE G-7 COMMUNIGUE, WHICH MAINLY . ;

- HAILED AHJUbTMhNTo ALREADY SET IN TRAIN. ”ONE EALL TRADE NUMBER

COULD JUST DEMOLISH THIS COMMUNIGQUE COMPLETELY.”
23-DEC-0622 MON1SSH HDNN :

LUNTINULU ON # NREH
= e

REUTER MONITOK

G-7 STATEMENT =2 WASHINGTON '

INDEEL, BY SFELLING OUT THAT CENTRAL RANKS WILL NOT
TOLERATE A DESTABILIZING RISE IN THE LOLLAR, THE G-7 COULD :
FERFETUATE BEARISH SENTIMENT TOWARD THE LUkhENCY SOME DEALERS
SAIN. "IF THEY'RE THREATENING US WITH THE RISKS UF A HIGHER
LOLLAR, WHO’S bDle TO BUY?” ONE NEW YORK TRADER SAIL. - -

THE ﬁ./ MAY ' BE bIMPL ACKNOWLEDGING THAT GLOBAL TRALE
IMEBALANCES WILL REMAIN $0 HUGE IN THE FORESEEABLE FUTURE THAT
THE DOLLAR MUST NOT RE ALLOUFD TO ROUNCE BACK SHARFLY FROM ITS
£-3/4 YEAR DECLINE, ANALYSTS SAIL. YET IF THAT IS THE CaBE, WHY
WERE THERE NO LUNLHFIE FROMISES IN THE COMMUNIQUE OF FURTHER
ACTION TO GET TO GRIFS WITH THE FROBLEMS, THEY ABKED. i
23~NEC~0623 MONLS? MONN :

CONTINUED FROM ~ NREL CONTINUED ON -~ NREN
P ;

’ REUTER MONITOR (324
G-7 STATEMENT =3 WASHINGTON NREN

THE MEMEERS OF THE (-7 ~ THE U.3., JaFaN, WEST GERMANY ,

BRITAIN, FRANCE, CANALA AND ITALY ~ RE-EMPHASISED THEIR COMMON
INTEREST IN STAKLE EXCHANGE RATE
N

THIS REFPRESENTS & CHANGE [CBYTUFHE ULS., WHICH
SACRIFICED THE HOLLAR AFTER 5 BTOOK MARKET CRASH
RATHER THAN KEEF INTERIST RATES HIGH AND R ‘A RKECESSION. :
BUT THE G~-7 COMMUNIGUE ENDORBED MONETARY FOLICIES THAT AIM
TO ACHIEVE STRONG ECOMOMIC GROWTH, SUGBESTING THAT WASHINGTON
Lo STILL NOT WILLING TO RALSE INTERES

5T RATES IF NEED BE. A

. REAGAN AUMINISTRATION OFFICIAL WHU BRIEFED REFORTERS REFUSED

~ TO DESCUSS THE MONETARY FOLICY IMPLICATIONS OF THE NEW ACCORD.
23-DEC-0624  MONLSE MONN

MOINT TR Y TR . At il i ies . S AN AR



Ge7 BTATEMENT =4 WADMLRUOKN

PUHAT HAVE THEY LONE TO CHANGE THE RIBK/REWARD RATIO FUR @ .

1989 FROM 148 :

AND WEST GERMANY MADE NO NEW FLELGES EVEN Ti
JUST SCALED DOWN T8 ESTIMATE OF GROWTH IN 1988 TO B
AND TWO FOT FROM A FREVIOUS RANGE OF 2.23 10 2.9
23-DEC-0626 MONL60 MONN | =k |
CONTINUED FROM - NREN CONTINUEL ON ~ NREF
F_!

) REUTER MONITOR 0524

G-7 STATEMENT =5 WASHINGTON ; i Ea NRE

"REAGAN ADMINISTRATION OFFICIALS ARE CONFIDENT THAT THE NEW .
AGREEMENT ‘WILL WORK EECAUSE THEY SAY GIGNIFICANT POLICY. & C o
AFJUSTMENTS HAVE BEEN MADE THIS YEAR ANL. THE DOLLAR 15 NOW'A
MUCH LOWER AND, THEREFORE, MORE SUSTAINAELE LEVELS:  iiisia

RBUT CHARLES TAYLOR, AN ECONOMIST uITH,PRUﬂENTIAL“BACHELIN‘
WASHINGTON, SAIL NOT ENOUGH HAS BEEN NONE TO ADDRESS THE.
 FUNDAMENTAL IMBALANCES OF THE WORLD ECONCOMY AND THIS BODE
FOR THE NEW FACT. ; : e ey

»1 SEE NO REASON TO BELIEVE 17T WILL STICK BETTER THAI
LOUVRE ACCORD,” WE §A1l, REFERRING TO THE LAST MAJOR
INITIATIVE SIGNED AT THE FRENCH FINANCE MINISTRY -IN
2 E-LEC~0627 MONL6L MONN ' ! e e
CONTINUED FROM - NREO CONTINUED ON =~ NREQ
5 | el

G-7 STATEMENT =6 WASHINGTON : : 5
THE G-7‘S ATTEMFT TO FUT A FLOOR UNDER THE DOLLAR AROUN
CURKRENT LEVELS OF 126 YEN AND 1.462 MARKS MAY INHIRIT RECKL!
SFECULATION, BUT IT WILL Bk VERY DIFFICULT TO GET FEOPLE 70
IOLLARS UNLESS THE U.S. ECONOMY STARTS TO GROW MORE SLOWLY,.
TAYLOR SAID. : i
RECAUSE OF THE ECONDMY’S RESILIENCE, IMPORT YOLUMES HAV
KEMAINED HIGH AND THE TRALE GAF WIDE, HE EXFLAINED. g
CERIER AT MUCARTHY CRISANTI SAIL THE ONLY EFFECTIVE WAY TO
REDUGE THE TRALE DEFICIT I8 VIA A& RECESSION THAT CURES IMFORT
DEMAND, RUT THE G-7 (ESFECIALLY THE U.%. IN AN ELECTION. YEARD:
16 UNWILLING FOR NOW TO CONTEMFLATE SUCH GRASTIC MEDICINE. ;
23-NEC-0628 MON163 MONN : S
CONTINUED FROM -~ NREF CONTINUED ON - NRER
F ; R

-~

REUTER MONITOR 0524

G-7 BTATEMENT =7 WASHINGTON NRER -

PTHEY ‘RE I A MESS AND THEY HAVEN'T INCREASED THE MARKETS
CONFIDENCE THAT THEY KNOW HOW TO GET OUT OF IT7,* HE YN '

O IF THE U.8. 15 UHWILLING TO RalbE INTEREST -RATES TO LEVELS
THAT WILL RENEW INFLOWS OF BRIVATE CAPITAL, CENTRAL BANKS WILL
HAVE TG CONTINUE TO FINANCE THE UeS. DEFICLTS, ECONDHMISBTES 8AY.

JAFANESE FINANCE MINISTER KITCHI MIYAZAWA BAIL ON WEDNESDAY .
THAT STRONGER CENTRAL BANK TNTERVENTION CAN BE EXFECTED AS PART
OF THE NEW G-7 ACCORLL.

BUT CENTRAL BANKE HAVE SLREGLY ROUGHT MORE THAN 100 BILLION
ILES THIS YEAR, BEGGING THE ©OF JUST HOW MANY MBRE DOLLARS
THEY CAN ABSORB WITHOUT REKINDLING INFLATION.
aF-HEC-0629  MOML64 MONN ' ' ' o
CONTINUED FROM - HREW © CONTINUED ON - NRESB

e
r

REUTER MONITOR 0524



G-7 STATEMENT =8 WASHINGTON . 4 : NRES
FEARS THAT DOMESTIC MONEY SUFFLY GROWTH WAS GETTING DUT OF
HAND BECAUSE OF LOLLAR-SUFFORT INTERVENTION WAS A MAJOR FACTOR:
BEHMIND THE BUNDESEANK INTEREST-RATE INCREASES IN SUMMER WHICH
CONTRIBUTED GREATLY TO THE COLLAPSE OF THE LOUVRE ACCORD.
MOREOVER, AS CHRIS BOURDAIN OF BANKAMERICA IN NEW YORK
SAlL, "INTERULNTION ONLY WORKS WHEN THE MARKET IS5 OVERROUGHT OR
OVERS DLD * HE EXFECTS THE DOLLAR 70 HEAD LOWER IN 19868. S
THE CHRISTMAS LULL MAY GIVE THE DOLLAR & RESFITE, RUT UNTIL i
THE U.5. TRADE BALANCE SBTARTS TU SHOW A SUSTAINED IMFuUUEMENT, ;
IEALERS SAY THEY WILL ONLY BE TOU HAFFY IN THE NEW YEAR TO FICK
UF THE GAUNTLET THAT THE G~7 HAL THROWN [BOWN.
23-DEC-0633 MONL6Y MONN
CONTINUED FROM -~ NRER REUTER
2 ,
REUTER MONLITOR LBa3

W



R R e MR oo TR A0 ek e RO

V".n
,-7 CALLS FURTHER DOLLAR FaLL COUNTERFRODUCT IVE NREZ

. WASHINGTON, DEC 22 - THE GROUF OF SEVEN (G-7) MAJOK.
INDUSTRIAL NATIONS 3AIL . A FURTHER DECLINE OF THE DOLLAR OR.A . -
DESTARILIZING RISE IN THE CURRENCY COULD EE COUNTERFRODUCTIVE .
BY DAMAGING FROSFECTS FOR WORLD ECONOMIC GROWTH.

"THE (G-7) AGREEL THAT EITHER EXCESSHIVE FLUCTUATION DF
EXCHANGE RATES, A FURTHER DECLINE OF THE DOLLAR, OR A RISE IN
THE DOLLAR TO AN EXTENT THAT BECOMES DESTARILIZING TO THE - 0 .~
ADJUSTMENT FROCESS, COULD RE' COUNTERFRODUCTIVE RY DAMAGII N
GROWTH FROSPECTS IN THE WORLD ECONOMY , * ACCORDING TO A G
STATEHEN ‘ISSUEHSSIHULTQNEOUSLY HERE AND IN‘THE DT E 31/

IN MORE ‘STABLE CURR L )
rmsELY ON THE FORKIGN EXCHﬁNG

23~ ﬂEC 0304~‘NON044 MONL

"CONTINUEH‘FROM - NRCE CONTINUED ON

: e .
REUTER MONITOR ;

; B 7 CALLS =4 UﬁbHINGTUN : e
o THE OFFICIAL, WHO BRIEFED REFORTERS ON LDNDlTlON HE NU BE
NAMEL, DECLINED TO SAY WHICH NATIONS REACHED THAT AGREEMENT,
WHAT LEUELS THEY. HAVE IN MINL, OR WHAT COMMITMENTS MAY HA
BEEN ‘MAIE TO INTERVENE IN THE FOREIGN EXCHANGE MARKET.
' THE U.S. HAS BOUGHT DOLLARS FERIODICALLY THIS YEAR BUT‘
¢ ALSO0O SOLIV DOLLARS IN MARCH AND AUGUST WHEN IT THREAYENEQ Tﬂ"
"RISE AROVE 1.90 MARKS, DEALERS RECALLEI.
S ASKED WHETHER THE G-7 HATl ALS0 AGREED ON THE BDTTOMiﬁF_:H
“DPOLLAR’S RANGE, THE OFFICIAL REFUSED TO ACKNOWLEDGE THAT. THER
WAS A RANGE ﬁND REFERRED REFORTERS REFEATEDLY TO THE‘SEC Dﬁ
-,;'OF THE COMHUNIGUE DFFﬂﬁlNG ANY FURTHEK DECLINE IN Tk :

MONO61 MONL.












SECRET ;)///

From: Sir G.Littler
Date: 2 December 1987

CHANCELLOR

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

MESSAGE TO G7 COLLEAGUES

Here is now a further version, agreed with Sir P,Middleton and

Sir T.Burns.

2 A possible extra thought we mentioned this morning might
take some such form as the following, but all three of us think

are on reflection against including this:

"In thinking about a possible early meeting, we need to
weigh the risks we could face if markets reacted with
disappointment to the outcome. Lack of an early meeting
may itself be damaging, but we would have one course open
to us which could help: actions are being taken - we
could each make statements nationally which welcomed such
actions and made a point of showing their positive value
internationally, and we would leave the possibility of

further joint action still as a future possibility."

7
gy

e (Geoffrey Littler)
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DRAFT MESSAGE TO BAKER

Copied: Stoltenberg, Balladur, Miyazawa, Amato, Wilson.

I thought it might be helpful if I shared with you and our
G7 colleagues my thoughts on what we need as the basis for a

successful G7 agreement.

We can all welcome the actions taken and proposed in
relation to economic fundamentals: in particular the United
States action on the fiscal deficit and the action which I believe
Gerhardt and Kiichi will be aiming to take in their budgets for
1988. These joint moves should reinforce each other. We must
get them properly understood as important moves in the direction
of better equilibrium 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 measﬁres may become

necessary later.

But this alone will not be enough. I am convinced we must
address the two basic and linked 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 are bound for some time to run substantiai
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.
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Official intervention has in effect financed the major part
of your external deficit this year. Though intervention has an
important role to play, it obviously cannot be the sole or major
source of external funds. Ideally, we all want spontaneous

private flows to meet this need.

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

self-fulfilling.

Unless we can cooperate to prevent it, I see a real risk of
further dollar depreciation spiralling out of control. All
experience suggests that markets overshoot badly - waiting for the
moment when sentiment turns to belief that future movements can
only be upwards. Enormous damage could be done in this processs -
and it could hit us all quite quickly. I cannot see how the
United States could avoid inflationary conseguences - while the
markets would inevitably drive up your 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 vital that - in order to put the
United States in a more secure funding situazion - we should
restore the expectation of dollar stability. We need to do so
openly and convincingly, and to equip ourselves to demonstrate
that the unavoidable further deficits can be financed. It will

not be enough to rely on vague statements of hopes and intentions.
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We need clear agreements. In particular:

- we must emphasise that the current levels of our G7

exchange rates (some NICs are different) reflect
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 easier once we recreate the
expectation of stability;

we need to demonstrate that we have resources for
official funding which will still b= needed from_time to
time if the market tests our resoluzion;

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

presentation of this.

I repeat: we cannot afford to be vague; and none of us can

afford an uncontrolled further dollar decline, because of the

damage it would quickly do in both recession risks and inflation

risks.
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or (/f Sir T.Burns

MESSAGE TO G7 COLLEAGUES

Here is now a further version, agreed with Sir P,Middleton and

Sir T.Burns.

A A possible extra thought we mentioned this morning might
take some such form as the following, but all three of us think

are on reflection against including this:

"In thinking about a possible early meeting, we need to
weigh the risks we could face if markets reacted with
disappointment to the outcome. Lack of an early meeting
may itself be damaging, but we would have one course open
;><\ to us which could help: actions are being taken - we

could each make statements nationally which welcomed such
actions and made a point of showing their positive value
internationally, and we would leave the possibility of

further joint action still as a future possibility."

;/L
(Geoffrey Littler)
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G7 colleagues

we need as the basis for a

successful G7 agreement.
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We can all welcome the actions taken and proposedﬁ%&

qz&aééea—toﬁeconomlc fundamentals: in particular t (Unlted
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get them properly understood as important moves ET
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of—beteer—equéiébﬁéum/yhich 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 linked 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

A
- the United States bound for some time to run substantial

2 S

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.



SECRET

Official, intervention has in effect financed the major part
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of external deficit this year. Though intervention has an

important role to play, it obviously cannot be the sole or major

source of external funds. Ldeally,—we—all—wantf;pontaneous
Ay

private flowstto meet this need.

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

self-fulfilling.
Unless we can cooperate to prevent it, I see a real risk of
further dollar depreciation spiralling out_of control All
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recession - in all our countries.
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We need clear agreements. In particular:
AT
- we must-emph&shggthat the current levels Ofé;E¥G7

exchange rates éseme—NiG&—ana*ﬁd#k&emtﬂAreflect Lot
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 becom%rggtler 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
conf%?ence é%d—di*ee%&y—te—the—fundéng—uf4;g$}—deffcf%éy
iféﬁgﬁundertook some sizeable borrowing in foreign
currencies: this would also minimise the risks of a rise
in United States interest rates. I am sure we would all
be ready to help on both the substance and the

presentation of this.
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SECRET

From: Sir G.Littler
Date: 1 December 1987

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

POSSIBLE MESSAGE TO G7 COLLEAGUES

Here is a revised version, incorporating your ms comments and one

or two points Sir T. Burns suggested (I have marked these in

pencil on the top copy only).

26 It occurred to
feel strongly, but on
embarrassment for you

was a document by you

us to wonder whether G7 or G5. I do not
balance I recommend G7 - influenced by the

if it got known to the other two that there

not shared with them!




SECRET

DRAFT MESSAGE TO BAKER

Copied: Stoltenberg, Balladur, Miyazawa, Amato, Wilson.

I thought it might be helpful if I shared with you and our
G7 colleagues my thoughts on what we need as the basis for a

successful G7 agreement.

I take for granted the need for actions taken and proposed
in relation to the economic fundamentals, in particular your own
action on the fiscal deficit (we have all welcomed your success in
getting a set of two-year proposals agreed so far) and the action
which I believe Gerhardt and Kiichi will be aiming to take in
their budgets for 1988. These joint moves should reinforce each
other and we must get them properly understood as important moves
in the direction of better equilibrium 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 corrective

measures may become necessary later.

But this alone will not be enough. I am convinced we must
address the two basic and linked problems of our exchange rates
and the financing of your two deficits which is still going to be

required.

With the best will in the world - on the part of all of us
- you are bound to run a very substantial deficit on current
account, even though we hope diminishing, for quite some time.

That has to be financed by net capital inflows from abroad.
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Ideally, we all want spontaneous private flows to meet this
need. We had this - perhaps too much of it - during the period
of the very strong dollar, on the back of vigorous U.S. growth,
profitable investment opportunities, high interest rates and hopes
of further dollar appreciation. Once the dollar began to fall,
as we all agreed it had to, however, this capital flow became more
reluctant and the dollar exchange rate fell sharply. Although we
managed jointly to stabilise the dollar for most of this year, we
have to recognise that we did not immediately recreate the
confidence for private capital flows to resume - and if we did
achieve that for a time in the late summer we have lost it again.
Indeed official irtervention has in effect financed the major part

of your 1987 external and internal deficits.

The combined fiscal and other actions we now expect to see
taken should help reduce the scale of the underlying imbalance.
And the stock market collapse may increase your domestic savings

rate. But a large gap will remain to be filled.

I believe it is unrealistic to hope to restore private
capital flows to the U.S. as long as the market harbours
expectations of dollar depreciation: even a large interest rate
differential might be only partially effective. And to rely on a
lower dollar to do the trick could mean waiting until the dollar

fell a very long way indeed.
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I see a real risk of further dollar depreciation spiralling
out ©of contrel: All experience suggests that the markets could
overshoot badly - waiting for the moment when sentiment turns to
belief that future movements can only be upwards. I fear that
enormous damage would be done in the process - and it could hit us
all quite quickly. I cannot see how in that situation you could
avoid inflationary consequences - while the markets would
inevitably drive up your interest rates. I am sure, too, that
this would open the door to much greater risks of recession - a

recession that would hurt us all.

This is why I think it vital that we should restore
expectations of dollar stability, that we should do so openly and
convincingly, and that we should equip ourselves to demonstrate

that your unavoidable further deficits can be financed.

There is no point in relying on vague statements of hopes

and intentions. My prescription would include:

- we must emphasise that the current levels of our G7
exchange rates (some NICs are different) reflect
fundamentals in the sense that they are consistent with
the eventual adjustment of the major imbalances,
especially your current account deficit - given the
policies we have put in place and intend to continue;

- we must all be prepared to commit ourselves to use
monetary policies to encourage the needed capital flows -
which may not be easy and may require compromises at
first, but should become easier if we can recreate some
expectation of stability;

3
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- we need to demonstrate that we have resources for
official funding at need; but we do not want to rely
excessively on this source of capital flows;

- you could make a major contribution by undertaking some
sizeable borrowing in foreign currencies, which would
give the huge advantage of covering part of the financing
need with minimal adverse impact on your own interest
rates. I am sure we would all be ready to help on both

the substance and the presentation of this.

I repeat: we cannot afford to be vague; and none of us -
including the United States - can afford an uncontrolled further
dollar decline, because of the damage it would quickly do in both

recession risks and inflation risks.




SECRET

From: Sir G.Littler

Date: 1 December 1987
SIR TERENCE BURNS

C.C.  Sir P.Middleton
Mr Alex Allan

POSSIBLE MESSAGE TO G7 COLLEAGUES

Thank you for your nctes. I have had a shot at a possible draft
message from the Chancellor to G7 colleagues. I have used your
material fairly closely, ekcept that I have omitted the opening
link between budget deficit, savings and current deficit - knowing

how much the U.S. dislike that analysis.

2% Any further thoughts?

//

7o
(

////;éoffrey Littler)
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DRAFT MESSAGE TO BAKER

/
Copied: Stoltenberg, Balladur, Amato, Miy zawal, \Wilson.

I think we and all our G7 colleagues share a wish

o)
to re-establish public and/effeetive cooperation. But @/G7

press and markets - to such an extent that we could risk

doing grave damage by a meeting which soemehew failed to

I though might be

v G 2;7%;pan hﬂu)

helpful if I shared with ij:;pd

thoughts on what we need as

basis /lurﬁygﬁeementﬁ 4%?415;bu,

I take for granted the need for actions directed
at the economic fundamentals, in particular your own action
on the fiscal deficit (we have all welcomed your success in
getting a set of two-year proposals agreed so far) and the
action which I believe Gerhardt and Kiichi will be aiming
to take in thei} budgets for 1988. These joint moves must
reinfo;ce each other and should be - and be seen to be -
moves in the direction of better equilibrium without adding
to risks of either recession or inflation. We must also
make it clear that we all intend to persevere with whatever

further corrective measures may become necessary later.
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But this alone will not be enough. I am convinced
we must address the two basic and linked problems of our
exchange rates and the financing of your two deficits

which is still going to be required.

With the best will in the worlc - on the part of
all of us - you are bound to run a very substantial deficit
on current account, even though we hope diminishing, for
quite some time. has to be financed by seme—forms—of

net capital inflowifrom abroad.

Ideall%'we all want spontaneous private flows to
meet this need. We had this - perhaps too much of it -
during the period of the very strong dollar, on the back of
vigorous U.S. growth, profitable investment opportunities,
high interest rates and hopes of further dollar
appreciation. Once the dollar began to fall as we all

had 1o, /
agreed it however,ttFis capital flow became more

L2Unegt-
reluctant and the dollar(FEfE’féil sharply. Although we

managed jointly to stabilise the dollar for most of this
year, we have to recognise that we did not immediately
recreate the confidence for private capital flows to resume
- and if we did achieve that for a time in the late summer
we have lost it again. Indeed official intervention has
in effect financed the major part of your 1987 external and

internal deficits.
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The combined fiscal and other actions we now expect

to see taken should help reduce the scale of the underlying

imbalance.  And the stock market collapse will-poseibly Mo~
Al t : ; :
add=o/your domestic savings rat= (although it may also add

a little baele to your budget deficit for cyclical reascons).

But a large gap will remain to be filled.

I believe it is unrealistic to hope to restore
private capital flows to the U.S. as long as the market

harbours expectations of dollar depreciation =—untess—tlis

vt J——
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rely on a lower dollar to do the trick could mean waiting
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process - and/could hit us alf%?ﬁiékly. I cannot see how

in that situation u could avoid inflationary effeets—and
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‘\Q markets would your interest rates ape I am sure/h‘b, M

would hawe opendl the door to much greater risks of

recession - a recession that would hurt us all.

This is why I think it vital that we should restore
expectations of dollar stability, that we should do so
openly and convincingly, and that we should equip ourselves
to demonstrate that your unavoidable further deficits can

be financed.
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There is no point in relying on vague statements of

hopes and intentions. My prescription would include:

- we must emphasise that the current levels of our
G7 exchange rates (some NICs are different)
reflect fundamentals in the sense that they are
consistent with the eventual adjustment of the
major imbalances,fspecially your curr;&gggéﬁicit;

- we must all be prepared to use monetary polic:ies
to encourage the needed capital flows - which may
not be easy and may require compromises at first,
but should become easier if we can recreate some
expectation of stability;

- we need to demonstrate that we have resources for
official funding at need; but we do not want tc
rely excessively on this source of capital flows;

- reallyy—as—you-know; I belteve you could make a

A )

major contribution by undertaking scme(SEE;S;§ng

in foreign currencies,

and-it' would give the huge advantage of covering

part of the financing need with minimal adverse
f : (N7
impact on your own interest rates |, o fnn
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PN 4 7/71.5.

I'repeat: we cannot afford to be vague; and none

it Sk
of us - including = can afford an uncontrolled further

dollar decline, because of the damage it would cuickly do

in both recession risks and inflation risks.



SECRET

From: Sir G.Littler
Date: 2 December 1987

CHANCELLOR

CeiC NS P.Middleton/
Sir T.Burns

MESSAGE TO G7 COLLEAGUES

Here is now a further version, agreed with Sir P,Middleton and

Sir T.Burns.

25 A possible extra thought we mentioned this morning might
take some such form as the following, but all three of us think

are on reflection against including this:

"In thinkirg about a possible early meeting, we need to
weigh the risks we could face if markets reacted with
disappointment to the outcome. Lack of an early meeting
may itself be damaging, but we would ha&e one course open
to us which could help: actions are being taken - we
could each make statements nationally which welcomed such
actions and made a point of showing their positive value
internationally, and we would leave the possibility of

further joint action still as a future possibility."

7/
'/,
/ o

& (Geoffrey Littler)
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DRAFT MESSAGE TO BAKER

Copied: Stoltenberg, Balladur, Mivazawa, Amato, Wilson.

I thought it might be helpful if I shared with you and our
G7 colleagues my thoughts on what we need as the basis for a

successful G7 agreement.

We can all welcome the actions takern and proposed in
relation to economic fundamentals: in particular the United
States action on the fiscal deficit and the action which I believe

Gerhardt and Kiichi will be aiming to take in their budgets for

1988. These joint moves should reinforce each other. We must
Coneshon
get them properly understood as important moves in the &ireetion
lmbalomy,

ofiuﬁﬂxﬂ'equééébriuﬁnwhich 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 linked 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 ;pqvbound for some time to run substantial

‘a
Kt
though diminishing deficits. And these deficits, even allowing
for some improvement in domestic savings following the Stock

~
Market fall, mean the United States still @as:ﬁo attract large net

capital inflows from other countries.
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Official intervention has in effect financed the major part
of your external deficit this year. Though interventicn has an
important role to play, it obviously cannot bs the sole or major
source of external funds. Ideally, we all want spontaneous

private flows to meet this need.

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

self-fulfilling.

Unless we can cooperate to prevent it, I see a real risk of

further dollar depreciation spiralling out of control. All

vaiul
experience suggests that[markets overshoct badly s—wetttmrg=—frr—the

S p—

meoment-when sentiment turns to\Belief that future movemsnts can
only be upwards. Enormous dam;ge could be done in this précess {f“‘
andlig could hit us all quite quickly. I cannot see how the
United States could avoid inflationary consequences & while the

markets would inevitably drive up your interest rates. I am

.sure, too, that this would open the door to much greater risks of
J

recession # in all our countries.

LI

Ly This is why I think it wvital that - in order to put the
United States in a more secure funding situation - we should
restore the expectation of dollar stability. We need to do so
openly and convincingly, and to equip ourselves to demonstrate

that the unavoidable further deficits can be financed. It will

not be enough to rely on vague statements of hopes and intentions.



SECRET

We need clear agreements. 1In particular:

- we must emphasise that the current levels of our G7

exchange rates (some NICs are different) reflect
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 need=d capital flows at
these exchange rates: this may not be easy and may
require compromises with other domestic objectives at
first, but would become 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

)
mn

confidence and directly to the fﬁhding of yeur deficits
if you undertook some sizeable borrowing in foreign
currencies: this would also minimise the risks of a rise
in United States interest rates. I am sure we would all
be ready to help on both the substance and the

presentation of this.

I repeat: we cannot afford to be vague; and none of us can

afford an uncontrolled further dollar decline, because of the

damage it would quickly do in both recession risks and inflation

risks.



SECRET

From: Sir G.Littler
Date: 1 December 1987

CHANCELLOR

c.Cc. Sir P.Middleton
Sir ‘T.Buras

POSSIBLE MESSAGE TO G7 COLLEAGUES

Here is a revised version, incorporating your ms comments and one
or two points Sir T. Burns suggested (I have narked these in

pencil on the top copy only).

2 It occurred to us to wonder whether G7 or G5. I do noz
feel strongly, but on balance I recommend G7 - influenced by the
embarrassment for you if it got known to the other two that there

was a document by you not shared with them!

(Geoffrey Littler)
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DRAFT MESSAGE TO BAKER

Copied: Stoltenberg, Balladur, Miyazawa, Amato, Wilson.

I thought it might be helpful if I shared with you and cur
G7 colleagues my thoughts on what we need as the basis for a

successful G7 agreement.

I take for granted the need for actions taken and proposed
in relation to the economic fundamentals, in particular your own
action on the fiscal deficit (we have all welcomed your success in
getting a set of two-year proposals agreed so far) and the action
which I believe Gerhardt and Kiichi will be aiming to take in
their budgets for 1988. These joint moves should reinforce each
other and we must get them properly understcod as important moves
in the direction of better equilibrium 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 corrective

measures. may become necessary later.

But this alone will not be enough. I am convinced we must
address the two basic and linked problems of our exchange rates
and the financing of your two deficits which is still going to be

required.

With the best will in the world - on the part of all of us
- you are bound to run a very substantial deficit on current
account, even though we hope diminishing, for quite som= time.

That has to be financed by net capital inflows from abroad.
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Ideally, we all want spontaneous private flows to meet this
need. We had this - perhaps too much of it - during the period
of the very strong dollar, on the back of vigorous U.S. growth,
profitable investment opportunities, high interest rates and hopes
of further dollar appreciation. Once the dollar began to fall,
as we all agreed it had to, however, this capital flow became more
reluctant and the dollar exchange rate fell sharply. Although we
managed jointly to stabilise the dollar for mcst of this year, we
have to recognise that we did not immediately recreate the
confidence for private capital flows to resume - and if we did
achieve that for a time in the late summer we have lost it again.
Indeed official intervention has in effect financed the major part

of your 1987 external and internal deficits.

The combined fiscal and other actions we now expect to see
taken should help reduce the scale of the underlying imbalance.
And the stock market collapse may increase your domestic savings

rate. But a large gap will remain to be filled.

I believe it is unrealistic to hope to restore private
capital flows to the U.S. as long as the market harbours
expectations of dollar depreciation: even a large interest rate
differential might be only partially effective. And to rely on a
lower dollar to do the trick could mean waiting until the dollar

fell a very long way indeed.
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I see a real risk of further dollar depreciation spiralling
out of control. All experience suggests that the markets could
overshoot badly - waiting for the moment when sentiment turns to
belief that future movements can only be upwarés. I fear that
enormous damage would be done in the process - and it could hit us
all quite quickly. I cannot see how in that situation you could
avoid inflationary consequences - while the markets would
inevitably drive up your interest rates. I am sure, too, that
this would open the door to much greater risks of recession - a

recession that would hurt us all.

This is why I think it vital that we should restore
expectations of dollar stability, that we should do so openly and
convincingly, and that we should equip ourselves to demonstrate

that your unavoidable further deficits can be financed.

There is no point in relying on vague statements of hopes

and intentions. My prescription would include:

- we must emphasise that the current levels of our G7
exchange rates (some NICs are different) reflect
fundamentals in the sense that they are consistent with
the eventual adjustment of the major imbalances,
especially your current account deficit - given the
policies we have put in place and intend to continue{

- we must all be prepared to commit ourselves to use
monetary policies to encourage the needed capital flows -
which may not be easy and may require compromises at
first, but should become easier if we can recreate some
expectation of stability;

3
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- we need to demonstrate that we have resources for
official funding at need; but we do not want to rely
excessively on this source of capital flows;

- you could make a major contribution by undertaking some
sizeable borrowing in foreign currencies, which would
give the huge advantage of covering part of the financing
need with minimal adverse impact on your own interest
rates. I am sure we would all be ready to help on both

the substance and the presentation of this.

I repeat: we cannot afford to be vague; and none of us -
including the United States - can afford an uncontrolled further
dollar decline, because of the damage it would quickly do in both

recession risks and inflation risks.
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KOHL ASKS STOLTENﬁERG TO ASSESS NEW iﬁONETARY ACCORD ~ NRHL
BSNN, DEC 2 - WEST GERMAN CHANCELLOR HELMUT KOHL HAS ASKED

 FINANCE MINISTER GERHARD STOLTENBERG TGO TEST WHETHER A NEW

O NATIONAL MONETARY.AGKEEMENT IS FOSSIBLE, THE FINANCE -
MINISTRY SATB. .+ - . =

OFFICIAL SOURCES SAID THIS MEANT KOHL WAS GIVING THE
GO-AHEAD FOR EONN‘S FARTICIFATION IN A NEW MEETING OF THE GROUF
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THE SFOKESMAN FOR THE FINANCE MINISTRY SAIN: "THE CHANCELLOR
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INTERESTS OF THE FEDERAL REPUBLIC, TO FURSUE (HIS) GUOOD
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02-DEC-0940 MOND96 MONI e
gUNTINUEDdERQM,* MEHM. . s s s UMORE.




