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HIGH IMTFREST RATES

High interest rates are not the result of our economic policy.
They are the result of previous economic policy excesses which
promoted inflation and discouraged real savings.

We cannot effectively lower interest rates in isolation. We
have a coordinated economic policy designed to promote growth,
lower inflation, and lower interest rates.

Reducing the budget deficit would have a negligible effect on
interest rates. Almost all of the high level of interest
rates reflects expectations of inflation and, therefore,
expectations of money growth. The only solution is to break
those expectations, and that means a credible long-term policy
of permanently reducing money growth. We will not finance our
modest deficits with additional money, but from an increased
pool of savings.

Interest rates rise very quickly when large increases in money”
are reported, indicating that market expectations are very
sensitive to any sign that the Fed might not stick to the
long-term money targets.

Reducing money growth is necessary for reducing inflation and
nterest rates.

There is no evidence of a direct link between deficits and
inflarinAnn Mharafnara Aafarrina the tavy e~nt+ +a halance the
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EXCHANGE RATE POLICY

Our exchange rate policy is one of non-intervention except
during periods of "disorderly conditions."

We will intervene when disorderly or crisis conditions affect
the dollar excnange markets.

7 2 dollar exchange market is massive and highly efficient.
We believe in free markets. 1Intervention by governments
cannot be in sufficient size to affect equilibrium levels.

Risking taxpayer money in an abortive attempt to affect
exchange rates would be counter-productive.

Our duty as the major reserve and trading currency nation is
to ach: 7e growth and price stability at home. Thus the
dollar will be firm and respected and will insure the he:¢

of the international monetary system. Our trading partne
will gain.

Unanticipated intervention destabilizes exchange markets
whe 2as policy of minimal intervention provides certainty
thereby stabilizing the market.

The recent strength in dollar is due to:

-- Growing confidence in our dedication to price stabili
and growth.

-- Increasing inflationary pressures in many European
countries.

-- Political uncertainty in Europe - (France, Italy and
Poland) .

Higher interest rates in the U.5. than abroad had a minor. and
temporary effect on dollar strength. Low inflation countries
typically have low interest rates and strong currencies --
Switzerland, Germany, and Japan.

ars of high interest rates and massive intervention in
international markets did not prevent the dollar from falling
snarply from 1976 to 1980. Similarly, heavy intervention from
Julv 1980 to early this year did not prevent the dollar from
ris .

With instant communication and integrated international

markets, the Government is unable to hold the international
alue of its currency at an artificial level. 1If it tries, it

will first waste its international reserves, then its

internat »>nal credit lines. Who pays for this? The taxpayer.

> believe exchange rate stability will emerge in a developed
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INTERNATIONAL OUTLOOK

In the year since the Venice Summit, the adjustment to the
energy price rise of 1979 has in important respects been better
managed than was the case in the middle 70s. The fight against
inflation has been pursued with determination and the average
rate of inflation has fallen. Energy use and oil dependence have
been reduced. Growth in the two years 1980 and 1981 will be
higher on an average than in 1974 and 1975 in the industrial
countries, while inflation is likely to be lower. Growth has
been better maintained in the developing countries than in the
industrial countries. The large balance of payments deficits
which the energy price increase produced have so far been
financed at substantial cost in both developed and developing
countries but without imposing intolerable adjustment burdens.

On the other hand, the experience of individual countries
has differed within this broad picture. 1In four of the seven
summit countries, inflation remains in double figures. In six of
our countries, unemployment has risen and in some cases sharply.
There is a prospect for moderate growth in the coming year but at
present it promises little early relief from unemployment.
Balance of payments surpluses and deficits originating in the oil
price increase are likely to persist for some time. Interest
rates have reached record levels in many countries. If long
sustained at these levels, they would threaten productive
investment and impose heavy burdens particularly on deficit
countries, developed and developing.



DOMESTIC OUTLOOK

Largely in response to the highly inflationary policies of the
last 3 quarters of 1980, the domestic economy experienced
unsustainably rapid growth in total spending during the early part of
198l1. However, in recent months numerous signs have appeared to
suggest that the effects of last year's excessive [monetary] stimulus
are wearing off. Consistent with Administration policy, the growth o
national income for the balance of the year is expected to slow to a
much less inflationary path. 1In all likelihood, this transition from
a period of high inflation will be accompanied by a temporary
reduction in real output growth as economic forces gradually shift
from disequilibrium to proper balance.

The most recent data suggest a marked slowing in the growth of
ersonal income and final demand, while the rate of increase of
industrial production continues to weaken from the rapid pace
registered last fall. The growth of nonfarm payroll employment has
shown a declining trend since January. The most recent annual rate o
I using starts has fallen to 1.1 million units, 20% below the peak
reached last November, Little or no real output growth is expected
during the remainder of the year.

On a more positive note, after more than 2 years of modest
deceleration in the growth of the money stock, albeit with occasional
large fluctuations around this trend, the inflation outlook appears ti
be improving. Persistent declines in prices of food and non-food
commodities, including the price of oil, are contributing to the more
hopeful outlook for inflation. 1In May, the increase in the Consumer
Price Index from 12 months earlier had fallen slightly below 10%, a
considerable reduction from the 14-1/4% increase in this measure
during the 12 months ending June 1980.

Treasury bill rates at mid-year stand well below the peak levels
reached during 1980, but current levels nonetheless remain higher thai
projections made last winter. In view of the recent progress in
reducing inflation, and the expectations f additional progress
against inflation as a result of the Administration's strong fiscal
control plan,[and the Federal Reserves lower money growth path,]
further declines in interest rates are anticipated during the second
half of the year. 1Indeed, it is possible that inflation and interest
rates will abate more quickly during the months ahead than the current
forecast suggests.

In comparison to the economic assumptions underlying the March
budget revisions, the main budgetary implications of the current
outlook are: 1lower automatic cost-of-living adjustments for indexed
Federal programs, particularly in 1983 and subsequent years, but
somewhat higher outlays for interest on the public debt and other
interest-rate-sensitive programs in 1981, 1982, and 1983.



THE PRESIDENT'S ECONOMIC RECOVERY PROGRAM

Rationale: We inherited an economy characterized by high
inflation, high unemployment, low growth, low savings, and
declining productivity. Fundamental redirection focused on
control of inflation and on supply-side incentives to save,
invest, and work.

The President's Economic Program is a cobrdinated, consistent,
and balanced long-term policy designed to reverse these
adverse trends. 1t consists of four mutually-reinforcing
parts:

-- Stringent budget policy (about $275 billion in budget
reductions from previous plans, 1982-84) designed to
release resources for investment in the private sector,
reduce deficits, and achieve a balanced budget by 1984.
At the same time defense increases will total $66 billion
(1982-84) .

-- Incentive tax policy of personal and business tax cuts to
restore incentives to work, save, and invest -- reviving
real long-term growth and productivity.

-- Regulatory reform program to reduce the size of Government
and costs to business while eliminating Government
interference in the market place.

-- Monetary policy cor=istent with expected non-inflationary
real growth.

All parts of the program are anti-inflationary:

-- Declining deficits - military increases offset by massive
cuts in other areas

-- Increased savings, investment, and productivity through
tax cuts

-=- Reduced regulation

-- Reduced monetary growth

High interest rates are not one of the policy tools or a
result of relying on "tight money"; they are a reflection of
inflation and inflationary expectations. Many of our own
industries (housing, thrifts, autos and small business) suffer
from them, as much or more than our Summit partners.
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HIGH INTEREST RATES

High interest rates are not the result of our economic policy.
They are the result of previous economic policy excesses which
promoted inflation and discouraged real savings.

We cannot effectively lower interest rates in isolation. We
have a coordinated economic policy designed to promote growth,
lower inflation, and lower interest rates.

Reducing the budget deficit would have a negligible effect on
interest rates. Almost all of the high level of interest
rates reflects expectations of inflation and, therefore,
expectations of money growth. The only solution is to break
those expectations, and that means a credible long-term policy
of permanently reducing money growth. We will not finance our
modest deficits with additional money, but from an increased
pool of savings.

Interest rates rise very quickly when large increases in money
are reported, indicating that market expectations are very
sensitive to any sign that the Fed might not stick to the
long-term money targets.

Reducing money growth is necessary for reducing inflation and
interest rates.

There is no evidence of a direct link between deficits and
inflation. Therefore, eferring the tax cut to balance the
budget would sacrifice incentives to work, save, and invest
while contributing little to the inflation fight.

In 1968 and 1969, President Johnson attacked inflation and
high interest rates by raising taxes. This resulted in the
only budget surplus to be realized in the past twenty years.
However, over the 1968-69 period, interest rates rose by over
50% (4.3% to 6.7%) and the inflation rate doubled (3% to 6.1%)
because money growth was not controlled in fiscal 1968, and
continued to grow at 7%.
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EXCHANGE RATE POLICY

Our exchange rate policy is one of non-intervention except
during periods of "disorderly conditions."

We will intervene when disorderly or crisis conditions affect
the dollar exchange markets.

The dollar exchange market is massive and highly efficient.
We believe in free markets. Intervention by governments
cannot be in sufficient size to affect equilibrium levels.

Risking taxpayer money in an abortive attempt to affect
exchange rates would be counter-productive.

Our duty as the major reserve and trading currency nation is
to achieve growth and price stability at home. Thus the
dollar will be firm and respected and will insure the health
of the international monetary system. Our trading partners

will gain.

Unanticipated intervention destabilizes exchange markets
whereas policy of minimal intervention provides certainty,
thereby stabilizing the market.

The recent strength in dollar is due to:

-- Growing confidence in our dedication to price stability
and growth.

-- 1Increasing inflationary pressures in many European
countries.

-- Political uncertainty in Europe - (France, Italy and
Poland) .

Higher interest rates in the U.S. than abroad had a minor and
temporary effect on dollar strength. Low inflation countries
typically have low interest rates and strong currencies --
Switzerland, Germany, and Japan.

Years of high interest rates and massive intervention in
international markets did not prevent the dollar from falling
shar "ly from 1976 to 1980. Similarly aption fronm
July 1980 to ear] this year didr ¢ L.

rising strongly.

With instant communication and integrated international
markets, the Government is unable to hold the international
value of its currency at an artificial level. 1If it tries, it
will first waste its international reserves, then its
international credit lines. Who pays for this? The taxpayer.

We believe exchange rate stability will emerge in a developed



B N N EN N e s N .

world of low inflation. Artificial exchange rate intervention
will not achieve exchange rate stability when we or our
trading partners pursue policies leading to high and volatile
inflation rates. We are not going to have high inflation.

We promise cooperation and consultation in achieving
coordinated economic policies to promote low inflation and
growth. We cannot commit to ineffective exchange intervention
in an environment of diverse national inflation rates.

Obviously we will continue through the central banks to have a
swap line available.
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TRADE: MAJOR POINTS

It is essential to resist protectionism, to implement the
Multilateral Trade Negotiation (MTN) agreements completed in
1979, and to cooperate to maintain an open world trade system.

All Summit countries should accept the operation of market
forces in bringing about national reallocations of manpower
and resources in response to trade-related pressures for
structural adjustment.

We should seek an agreement substantially reducing official
export credit subsidies immediately, or at least by the end of
the year, and try to eliminate them completely in the long
term.

We should seek full and effective implementation of the MTN
agreements and completion of unfinished MTN business:
conclusion of a GATT safeguards code and a GATT countervailing

code.

We should support the OECD study of major trade issues to be
gddigsged during the 1980s. Support GATT ministerial meeting
in 82.

Wwe consider trade liberalization in services and negotiation
of trade-related investment issues as high priority items for
inclusion on the trade agenda for the 1980s.
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N H-SOUTH: MAJOR POINTS

We are concerned about LDC problems. Our effort to address
problems of Caribbean region is one aspect of that concern.

We will honor previously-negotiated agreements in
Multilaterial Development Banks.

But emphasis must be on expanding trade, private investment,

vigorous economic recovery -- and appropriate LDC policies.
Aid can make only a marginal contribution and is limited.

We are not prepared to agree to Global Negotiations. We will
consider them after Cancun.

We urge our partners to hold firm on no negotiation and no
communigque at Cancun.

We should reorient World Bank energy activity to encourage
greater private sector involvement in LDC energy development,

within available or pledged resources. A new World Bank
energy affiliate is not needed.






GERMANY:

AMEOENT ECONOMIC SITUATION AND OUTLOOK

Growth:

Inflation:

Current Account:

Policy Stance:

Economic growth slowed in 1980 to 1.8 percent.
Weak recovery is expected this year from
recession in the latter part of 1980.

Cost-of-living expected to rise about 5 percent
in 1981 after 5.5 percent in 1980.

In 1980 deficit tripled to $16 billion, but is
expected to remain large in 1981.

Total government deficit expected to rise again
this year -- to 4.5 percent of GNP (very large

by German standards). Monetary growth remains

within the lower half of 1981 target range of 4
to 7 percent.
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FRANCE :

CURRENT ECONOMIC ATION AND OUTLOOK

Growth:

Inflation:

Current Account:

Policy Stance:

Growth expected to decline to +0.5 percent in
1981 after +1.3 percent in 1980.

Cost-of-living forecast at around 13 percent,
same as 1980.

Deficit projected to remain large this year
following 1980s $7.5 billion.

Budget policy is shifting toward expansion,
with public sector deficit amounting to nearly
1 percent of GDP in 1981, after a surplus in
1980. Money supply growth has accelerated to
16 percent annual rate, well above target of 10
percent growth. Committed to increasing
minimum wage; raising unemployment
compensation; nationalizing banks and other
firms; expanding government jobs; raising taxes
on high incomes, bank profits and domestic oil
production; and shortening the work week.






H L H N

H N

UNITED KINGDOM: CURRENT ECONOMIC SITUATIOM 2ND OUTLOOK

Growth:

Inf] tion:

Current Account:

Policy Stance:

Output fell sharply in 1980, should fall
further in 1981. But recession may now be
ending and recovery should begin this fall.

Cost-of-living rose 18 percent in 1980, but is
expected to rise only 11-1/2 percent in 1981.
However, inflation rate rising again in recent
months.

Has benefitted substantially from North Sea
oil. Surplus over $6 billion in 1980, and
substantial surplus expected to continue.

Taxes have been increased to reduce the budget
deficit (expenditure control has proved
difficult). Monetary growth this year is again
well in excess of target.
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ITALY:

CURRENT ECONOMIC SITUATION AND OUTLOOK

Growth:

Inflation:

Current Account:

Policy Stance:

Output grew 4 percent in 1980, but a recession,
with about a one-half percent decline in GNP,
is anticipated for 1981.

Consumer prices rose 21 percent in 1980, and
little, if any, improvement is expected in
1981. 1Inflation rose sharply in second
quarter.

Sharp deterioration last year led to a $10
billion deficit. Little improvement expected
in 1981.

Fiscal and monetary policies have been
expansionary. The total government deficit is
over 8 percent of GNP. Money supply has grown
rapidly.
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JAPAN:

CURRENT ECONOMIC SITUATION AND OUTLOOK

Gr: 'th:

Inflation:

Current Account:

Policy Stance:

Growth will slow to about 3-1/2 percent this
year after 4.2 percent in 1980.

Cost-of-living increases have slowed during

1981. Last year inflation was 7 percent. This
year expect around 5 percent.

Undergoing strong improvement. Rough balance
is expected for 1981 after a near $11 billion
deficit in 1980.

Fiscal policies continue to be tightened to
reduce - large central government budget
deficit. Growth of monetary aggregates has
been declining since early 1979, but
accelerated in April and May of this year.
Interest rates have gradually fallen to 7
percent level. Have large surplus trade
accounts with U.S. ($7 billion in 1980 --
Japanese data) and with EC ($9 billion in 1980
-- Japanese data).






CANADA:

CURRENT ECONOMIC S [UATI | AND OUTLOOK

Inflation:

Crrrant Account:

Policy Stance:

Following about zero real growth in 1980,
output will rise more than 2 percent in 1981.

Cost-of-living rose 10 percent in 1980 with 12
percent forecast for 1981. But the inflation
rate is now falling from winter peak.

Small 1980 deficit (about $1 billion). Larger
deficit (about $4 billion) expected in 1981.

Federal budget deficit will be reduced by new
energy taxes this year. Growth of money supply
has I 'n volatile, but is now within chosen
target range.
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U.S. Monet ry Growth

M1-B Versus Target Range
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CABINET ADMINISTRATION STAFFING MEMORAND' ™ pop/-0/

Ferr/
DATE: July 17, 1981 NUMBER: 018711CA DUEBY: __-- /=8,
SUBJECT: Supplementary Briefing Book Developed by Dept of State
ACTION FYI ACTION FYI
ALL CABINET MEMBERS 0O a Baker O a
Vice President a O Deaver O O
State o ~
* Treasury Allen a a
Defense O O
Attorney General O O Anderson O O
Interior a a
Agriculture O O Garrick O O
Commerce O O
Labor O O Darman (For WH Staffing) O O
HHS O a
HUD a a Gray a O
Transportation O O
Energy O O Beal O O
Education O a
Counsellor O O O O
OMB O a
CIA O O O O
UN a0 a
USTR O a O O
0 O
a a
a a
O a
O a

Remarks: Atli ched are additior 1l materials for the Ottawa Summit.

*Secretary Regan
Beryl Sprinkel
Marc Leland

RETURN TO: Craig L. Fuller
Deputy Assistant to the President
Director,
Office of Cabinet Administration
456-2823





