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agenda
Modalities (Summit schedule, locations, arrangements)
General U.S. approach
U.S. Objectives
Economic agenda
Macroeconomics (including monetary issues)
East-West economic relations
North-South relations

Energy

Trade

Political track

Summary of the President's role (including bilaterals)



May 19-22

May 22

May 28

June 8

June 4-6
June 10 or 11

June 11

June 8, 1981

SCHEDULE OF SUMMIT PREPARATORY WORK
(including related meetings)

GENERAL

Review of several topic papers (see individual
schedules)

State prepares list of specific initiatives and
forwards to Vice Presi¢ 1t's Office (suggested
initiatives in the political area, if any, will
be sufmitted following the May 26 meetirng of the
Stoessel Working Group. See political schedule).

IG on the Ottawa Economic Summit to (1) review
status of agenda paper preparations, (2) assign
responsikt lities for talking points for the
Vancouver Sherpa meeting, (3) address specific
initiatives 1list, and (4) assign issue papers on
"other issues" for briefing book.

Memo on recommended specific initiatives to Vice
President's Task Force, then to White House

Staff.

Economic and political Sherpas meet in Vancouver.
White House meeting (including State and Treasury).
IG on the Ottawa Economic Summit. Meeting to (1)
debrief{ agencies on the Sherpa meeting, (2)

review papers on "other issues", and (3) assign
future work, including:

- overall scope paper and economic scope paper,

- briefing papers and suggested talking points
for the President on each agenda item,

- briefing papers and suggested talking points
for Secretaries Haig and Regan,

- draft communique language on all topics.
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June

June

June

Jur

June
July

July

July

July

(tentative)

Jul
July

Ju y

July

July

Ju

19

22

23

25

25(?)
1
1

1-2

6-8
10
10

19-21

“EEMEITEEOFF ARUSE

If necessary, in light of the Vancouver PRG
meeting, the IG may also ask agencies to do
further work on the topic papers.

Circulate interagency through IG system the
cleared agency drafts of Summit briefing papers.

Comments on briefing papers due to State for
Summit IG.

IG on the Ottawa Economic Summit Meeting to
review Summit briefing papers. Assign talking
points for Ottawa Sherpa meeting.

State provides IG-prepared briefing materials,
including overall draft communique, tc Vice
President for distribution and review by Cabinet
and White House Staff.

NSC to review political briefing materials.
Cabinet and White House comments.

White House plus Sherpa meeting on comments,
revisions to briefing materials as necessary.

Cabinet/Wl te House comments relevant to
preparation for Ottawa Sherpa meeting to State.

Political Sherpas meet in Ottawa.

Sherpa meeting { Ottawa.
submit briefing book to the President.

IG on Ottawa Economic Summit meeting to debrief
agencies on Ottawa Sherpa meeting.

Briefing of President with Secretaries Haig and
Regan.

Revise briefing book as necessary and prepare
final talking points.

Summit.
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May 26, 1981

WORK PROGRAM ON SPEC] IC ISSUES

I. Marrnecaremics (including monetary issues) - U.S. Paper
May 22 Circulate paper to Cabinet and White House.
May 26 CCEA meeting to review.
May 26 Cabinet/White House comments due.
May 27 Revisions made as necessary and reviewed White
House.
May 29 Distribute U.S. macroeconomics paper to Sherpas,
Jun 1-2 Economic Policy Committee of the OECD reviews

U.S. macroeconomics pa :.
Jun 4-6 Sherpa meeting in Vancouver reviews paper.

Jun 11 Summit IG assigns briefing materials. (See
general schedule.)

If necessery

Jun 11 Summit IG assigns revision of U.S. macroeconomic
paper.

Jun 16 Summit IG reviews revised U.S. macroeconomic
paper.

Jun 17 Circulate } »er to Cabinet and White )Huse.

Jun 19 CCEA review of revised macroeconomics paper, €
necessary.

Jun 19-26 Revisions prepared then reviewed by White H 1se.

Jun 26 Distribute revised paper to Sherpas, Cabinet, and
White House.




II. East/West - U.S. paper

May 18 Circulate to Cabinet and White House.

May 20 CCCT Meeting (trade, East/West export controls).

May 22 Distribute U.S. paper vest Ecor ic
Relations: A Prudent Appruach to Sherpas.

May 28 Summit IG assigns talking points for the
Vancouver Sherpa meeting.

Jun 4-6 Sherpa meeting in Vancouv :.

Jun 11 Summit IG assigns briefing materials. See

general schedule.

If Necessary

Jun 11 Summit IG assigns revision of East/West paper.

Jun 16 IG review of revised East/West paper.

Jun 17 Circ lLate paper to Cabinet and White House.

Jun 19 Cabinet review of revised East/West paper, if
necessary.

Jun 26 Distribute revised East/West paper to Sherpas,

Cabinet, and White House.
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III. North/South - Canadian paper

May 29

June 5

Jun 4-6

Jun 11

Receive revised paper from Canada. 1IG on LDCs
will review and prepare talking points for the
Vancouver Sherpa meeting.

Distribute Canadian paper to Cabinet and White
House. Comments welcome.

Sherpa meeting in Vancouver.

Summit IG assigns briefing materials. See
general schedule.




Iv.

Trade - Japanese paper/U.S. comments paper

June 8 Receive revised Japanese trade paper.

"Circulate

to Cabinet and White House. Comments welcome.

Jun 4-6 Sherpa meeting in Vancouver.

Jun 11 Summit IG assigns briefing materials.
general schedule.

See
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Enerqy - no U.S. paper to be distributed internatic al y

May 25-26 HLMG meeting in Alberta to review energy
develo :nts since Venice, IEA contingency
planning, coal and nuclear policy and LDC energy

development.

May 28 Summit IG assigns talking points for the Vancouuv :
Sherpa meeting.

May 29 Receive report of the HLMG.

May 29 IG on International Energy Policy to discuss U.S.

positions for June 3 IEA Governing Board meeting
and HLMG report.

Jun 3 SIG on Non-Proliferation and Nuclear Cooperation
to discuss nuclear policy issues for Summit.

Jun 4-6 Sherpa meeting in Vancouver.

Jun 8 CCNRE reviews nuclear policy statement.

Jun 12 IG on LDCs to discuss LDC energy development
options iIr.

Jun 18 Papers distributed to Cabinet and White House
staff.

Jun 22 Cabinet Council to discuss IEA emergency sharing

obligations and LDC energy development opt »>ns.

Jun 11 Summit IG assigns briefing materials. See page 2
of general schedule.







July 3 Stoessel Group meets, if necessary, to review and
revise core political book;

July 6 Submit book to Vice President's Office; submitted
to White House staff.

July 10 Submit briefing book to President.

July 15 Briefing of President with Secretaries Haig and
Regan on political and economic matters at
Summit.

July 16 Revise briefing book as necessary and prepare
final talking points.

1ly 19-21 Summit.
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DEPARTMENT OF STATE

Washi C. 20520

June 2, 1981

Ms. Nancy Bearg Dyke
The Vice President's Office

SUBJECT: Ottawa Summit: Proposed Outline of Briefing
Books and Briefing Papers

Attached for your consideration is a proposed index
of briefing books for the Ottawa Summit, and a set of
outlines for the. various types of briefing materials w :h
will likely be needed to prepare the President. Both are
revisions of papers I sent you May 13. Their intent is
to give you a clearer idea of what the Summit briefing
package might look ike before the bulk of the papers
are tasked, tentativel on June 1l1l.

I would greatly ppreciate your input and reactions
to the attached.

Many thanks,

01 0o

Alvin P. A
Director
Secretariat Staff

Attachments:
As stated.




Ottt 1 Summit
Proposed Index of Briefing Books

I. OVERVIEW BOOK

1. Overall Scope Paper

2. Communique

3. Schedule (Outline of meetings by President, Secretaries
Haig and Regan, and issues to be raised at eac

1I. ECONOMIC BOOK

-=- Scope Paper
-- Briefing Memos

(1) Macroeconomics
a. Briefer
b. Topic Paper
¢. Talking Points
d. Background Papers, if necessary

(2) East-West
a. Briefer
b. Topic Paper
¢c. Talking Points
d. Background Papers, if necessary

(3) North~South
a. Briefer
b. Topic Paper
c. Talking Points
d. Background Papers, if necessary

(4) Energy
a. Briefer
b. Topic Paper
¢c. Talking Points
d. Background Papers, if necessary

(5) Trade
a. Briefer
b. Topic Paper
c. Talking Points
d. Background Papers, if necessary

III. POLITICAL BOOK
-- Scope Paper
-~ General Talking Points
-~ Individual Topics
1. Topic I
-- Briefing Paper

-- Talking Points
-- Background Papers, if necessary



2. Topic 2
-- Briefing Paper
-- Talking Points

-~ Background Papers, if necessary

OTHER ISSUES BOOK

(1) Terrorism

a. Briefing Memos
b. Talking Points

(2) Refugees

a. Briefing Memos
b. Talking Points

(3) Export Credits

a. Briefing Memos
b. Talking Points

(4) Future Summit

a. Briefing Memos
b. Talking Points

BILATERAL BOOK

a.
b.
C.
d.

a.
b.
c.
a.

a.
b.

~
v

a.
b.
c.
d.

Canada

Briefer for 1ilateral
Background Papers on Major
Bios

Country Profile
UK

Briefer for Bilateral
Background Papers on Major
Bios

Country Profile
France

Briefer for Bilateral
Background Papers on Major
Ripe

<t 7 2

Italy

Briefer for Bilateral
Backg: 1nd Papers on Major
Bios

Country Profile

Issues

Issues

Issues

Issues



-~ Japan

a. Briefer for Bilateral

b. Background Pape 3 on Major Issues
c. Bios

d. Country Profile

-~ FRG

a. Briefer for Bilateral

b. Background Par rs on Major Issues
c. Bios

d. Country Profile

-- EC

a. Briefer for Bilateral

b. Background Papers on Major Issues
c. Bios

d. Country Profile



Ottawa Su

SUGGESTED SPECIFICATION . SUMMIT PAPERS

A. Overall Scope Paper

1. Format: Department of State briefing paper
(no addressor /addressee)

=2, Length: 3 pages maximum

i

3. FPimeds Due: Vice President's Office on }
Executive Secretariat on N

4. Outline:
I. The Setting: Summit Background
II. Overview:

A. Princioal themes which tie key issues
togel 2r (Political and Economic)

B. President's Principal Obje¢ tives in
priority order

III. Other Leader's Views/Objectives

Iv. Conduct of Summit: Suggestions on Sequence
of discussion at Summit to achieve objectives

5. Drafting and Clearing: State to draft (EB with EUR and EA);
clearances by Summit IG and Stoessel Group, also P,
E, S/P and S.




B.

L4
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Economic and Politi 1 Scope Papers (two separate papers)

1. Format: Depar 2=:nt of State briefing paper
(no ada: sor/addressee)

2. Length: Three pages maximum

BRVEVLY S

. 3. Finat Papers Due: Vice President's Office on iy 13

Executive Secretariat Twly

4. Outline:

I.

II.

I1I.

Iv.

v.

The Setting

Objectives, in priority order

Views and Objectives of Other Leaders
Discussion of US Objectives

Talking Points, as appropriate

5. Drafting and Clearances:

a.

b.

Economic - EB to draft; clear with Summit IG, P, E,

S/P and S,

Political - EUR with EA to draft; clear with

Stoessel Group, E, S/P, P and S.
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Briefinqg Paper on Economic Topics (separate papers on
the 5 economic topics)

l. Fo~m=+: Department of State briefing n 10;
no res or/addressee

2, Length: 3 pages maximum
- Ny
- 3. Pimed- Papers Due: Vice President's Office on JFuly <6-

Executive Secretariat on Juity—3

4. OQutline:
I. Background
II. US Objectives
III. Discussion of Issues
Iv. Other Leader's Objectives/Views
V. Talking ints
5. nraftina ar 'es 3
a. Macroeconomic: CEA to draft, Summit IG to clear
b. Trade: STR to draft, Summit IG to clear
c. North-South: State to draft, Summit IG to clear
d; East-West Economics: State to draft, Summit IG to cle-=

e. Energy: State/Er rgy to draft, Summit IG to clear
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D. Background Papers on Economic TOpics (as necessary to supplement
information in br: fers on economic topics; principally
intended for the Secretary)

1. Format: Department of State briefing paper
(no addressor/addressee)

o 2. Length: 1 page (each of the five main topics could
- vield several sub-issu ; dealt with, as needed,
in separate background papers)

3. <Eimal Parmers Due:

Caeil LS
a. To Vice President's Office on -Jud —
b. To E: :utive ¢ :>retariat on July-3.

4. Format (no format specified)
5. Drafting and Cl1 iring: The lead agency for the

particular topic will be respor ible for background
paf rs, an addition to the basic briefing paper.
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E. Briefing Paners on Political Subjects (number not yet
determinea out 5 or 6 likely; these papers address
subjects which we expect to come up in Summit sessions
among the seven countries.)

1. Format: "blind" briefing memo; no addressor/addressee;
~tate Deartment will draft.

. =2, Length: 2 pages maximnm nlus brief T : Points
v .Jk ’\(‘(v-‘
3. -FI1 t Papers ™e: -NS€-omduly—]
Executive Secretariat on Juiy—+

4. Outline:
I. Background
II. US Objectives
III. Discussion of Issues
Iv. Other Leaders Objectives/Views
V. Talking Points
5. Drafting and Clearing: Drafters to be determined

on issues. Clearances: P, E, S/P, EUR, EA and others
as appropriate.
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F. Bilateral Briefing Papers (separate contingency papers

“for each Summit leader)

1. Format: Memorandum to the President from Secretai

T ——————

Haig.

2. Length: 3 pages maximum

vP PR

—-3. Finals Due: NS¢ on Jul

Executive riat Jury =

4. Outline:

I‘

II.

III.

Iv.

Setting
Objectives
Issues

Talking Points

5. Drafting and C ring: EUR and EA (for Japan) will

draft; clearan as appropri :e with other bureaus
and agencies; also with P, C, Ss/P, E.



G.
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Bilateral Background Papers

1.

2.

Format: Department of State briefing paper
(no addressor/addressee)

Length: 1 page, backgr nd papers will be expected
for each issue raised in the briefing papers for the
President.
VPO~ T s
Finals Due: To-NS€ on July—10-
To Executive 'retariat July 7

Qutline: (no outline specified)

Drafting and C ring: Generally the same as on
bilateral briei.ng papers.
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MEMORANDUM . -

y NATIONAL SECURITY COUNCIL

COMELDENEEAL ) :

wlew Tk U)ud@(
INFORMAT ION ol 1[40 June 3, 1981

MEMORANDUM FOR RICHARD V. ALLEN

THROUGH: NORMAN BAILEY
FROM: HENRY NAU ‘\§>
SUBJECT: President's Summit Statement of Political

Issues at Ottawa (U)

The President should present a carefully structured,
comprehensive statement of US foreign policy at the

opening dinner of the Ottawa Summit. This statement

should be forceful, deal with fundamentals not the crisis

of the moment (which will be even more impressive if Poland
is once again in turmoil with the Party Congress in Warsaw
on July 18-20), and reflect sensitivity to the views and
enhanced power of the allies. If done properly, it will

set the tone of the entire meeting, help to contain divisive
economic issues on the agenda the following day and elevate
the Summit to a new place of importance in managing relations
among the industrial democracies. 179}

The tone and construction of the statement are critical.

Tone should reflect the new style of American leadership =--
by steady example rather than by erratic rhetoric. Con-
struction should be strategic -- elevating Summit discussions
and portraying the true significance of economic issues. (&)

The building blocks and sequence of the President's statement
might be as follows:

-- I have been looking forward to this opportunity to
present to you my views and policies for dealing with the
challenges we face as leaders of the free world. (U)

-- The threat I see us facing is two-fold:

1) coping with Soviet power and aggressive
behavior in Europe and elsewhere in the world;

2) overcoming economic stagflation and hopeless-
ness both at home and abroad, including the plight of
poverty and oppression in so much of the developing world. (U)

CONPTFEENTIAL
1 7z v 1 June 3, 1987
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-- My government has set its course to deal with
these threats, and the American people have accepted the
sacrifice that this course requires. (U)

-- This course entails three phases:
1) laying the foundation of domestic instruments

and consensus to support a strong and reliable American
foreign policy. (U)

a) restoring a bipartisan consensus on
American foreign policy centered in the confidence and
strength of U.S. economic and defense vitality;

b) undertaking unprecedented budget steps
to revive the American economy and to refurbish the
American military establishment, especially the human,
manpower aspects;

2) grounding American foreign policy in the real
security and economic problems of bilateral and regional
relations, rather than the grand designs of world order. (U)

a) overriding importance of relations among
the industrial democracies;

b) respect for principles of non-intervention
in the affairs of sovereign states =-- Poland, Afghanistan,
and El1 Salvador;

c) systematic approaches to regional security
in Central America/Caribbean and Middle East/SW Asia;

d) growth and cooperation in the world
economy for the benefit of all but particularly developing
countries -- drawing in this effort on the enormous strength
and success of free and pluralistic economic institutions. (U)

3) constructing the guiding, overarching global
principles that define U.S. objectives and policies toward
the Soviet Union. (U)

-- While all of these phases are proceeding simultaneously,
1 5 I }

a. domestic strength is the prerequisite of effective

foreign policy -- hence my preoccupation in the early
months of my Administration with domestic issues;

L‘“—Lﬁl‘i LiLAL
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b. bilateral and regional relations keep foreign
policy focussed on real and specific problems =-- hence
our desire to proceed carefully and pragmatically in
Central America and the Middle East;

¢. global relations between the superpowers is the
superstructure of foreign policy. These relations should
not dominate; they affect specific bilateral and regional
problems we face but should not define these problems,
and they depend on the foundations we lay in our own domestic
societies but should not drive our societies' either
toward an uncompromising hard line or toward passiveness.
Hence our desire to formulate carefully and in consultation
with our allies the global superstructure of US policy. (U)

-- These are my views. I believe strongly in what
we are doing. But I know that in the 1980s America cannot
do it alone. You, our closest friends, have great power
and responsibility today. You also have ideas. I want
to hear them. We will succeed only as we share common per-
ceptions of the threats we face and the responses we must
make. (U)

-~ I have not made a major foreign policy address as
yet. First, because I see us building American policy and
capabilities, as I have just outlined, from the bottom
up. And second, because I value the consultative process
with you. I want to know what views we share and what
views we need to work on in order to share more. (U)

cc: Tyson

PR W _NWY CLE I e



















OTTAWA 1981: A MACROECONOMIC ASSESSMENT

Prepared for the Ottawa Economic Summit

By

Murray L. Weidenbaum
Chairman, Council of Economic Advisers
Executive Office of the President
Washington, D.C.

Summary and Introduction 1
The Short-Term Outlook 2
Risks and Uncertainties 5
The Longer-Term Setting 6
A Common Approach for the Medium-Term 8
Aspects of International Concern 10
Postlog 12
June 1981
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OTTAWA 1981: A MACROECONOMIC ASSESSMENT

Summary and Introduction

The economic setting for the Ottawa Summit is at once
more encouraging and more dangerous than was the case for
Tokyo and Venice. The short-term outlook contains a number
of encouraging features. There is general agreement that
the Summit countries as a group are on the verge of reestablishing
positive growth. The real income loss associated with 1978-1980
0il price increases have almost worked their way through
our economies. Firmer monetary policy and better understanding
of the economic forces at work have contributed to a more
realistic approach by the private sector and by government
policymakers. Inflation has decelerated and is forecast to
continue to do so, although in some countries inflationary
pressures are strengthening.

Nevertheless, there are serious economic difficulties
to be faced. 1Inflation in many countries is unacceptably
high, and inflationary expectations are virulent and pervasive.
Interest rates more fully reflect these expectations than
has been the case in the past. Unemployment is high, and
likely to rise further, especially in Europe. In most
countries, the growth trend of productivity continues to be
disappointing by historical standards.

Recent major relative price adjustments and shifts in
competitive positions have demonstrated that many of our
economies are highly inflexible, requiring extensive dislocation
to achieve adjustment of real output. Differential willingness
and ability to adjust have complicated international economic
relations. In short, the fundamental causes of poor performance
in the seventies have not been overcome and some have been
aggravated. Progress has been made, but the danger remains of
succumbing to the temptation to "help the recovery along" by
boosting government spending and relaxing monetary policy. The
risk of rekindling rapid inflation, even without another external
shock, is alive and well.

By the end of the 1970s public confidence in economic
policy was seriously damaged in most of our countries. Nothing
we tried seemed to provide a durable solution to the simultaneous
high inflation and high unemployment we experienced. Even with
\

I -
the shocks and the difficulties in adjusting to them:

- excessive growth of domestic and international
liquidity,

- economic and social rigidity associated in large
part with the expanded role of government in
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our economies and the private sector's sometimes
perverse reaction to it, and

- obsession with the short-term outlook while ignoring
the longer-term effect of policy on the functioning
of the economic system.

A common approach to these problems can be envisioned. But
it would not be a lock-step coordination of specific actions
nor agreement on guantitative targets, since we each have
our own idiosyncracies, unique institutions and traditions,
and differing socio-political systems. The common approach
encompasses three elements: a long-term policy horizon; a
commitment to fight inflation as the primary enemy of growth
and productive employment; and a presumption that less
government rather than more is the better means of stimulating
the private sector to create jobs. Indeed, in several
countries, policy has moved strongly in this direction over
the most recent past.

In today's interdependent world, we clearly cannot make
economic policy in isolation -- even if we agree on a common
approach to our problems. Communication and consultation are
essential to informed policymaking leading to compatible policies.
Policy conflicts, especially in the short-run, may arise,
perhaps requiring a difficult choice between pursuing longer-
run objectives and dampening short-run difficulties.

On a more positive note, the longer horizon permits greater
emphasis on the inherent benefits of the open international
trading system and the effectiveness of competition. We
must maintain a constant vigil against the forces of protectionism
whether in the form of trade restrictions or domestic subsidies.

We all recognize that strong performance in our individual
economies, not government-to-government agreements, is the
best insurance against serious international economic problems.
Equally, neglect of international repercussions can provoke
actions which may rebound on domestic performance. The need
for frank interchange, and an effort to achieve a coherent
set of policies internationally, is apparent. This meeting
of heads of state and government, along with the more institutiona
forums (OECD, IMF, GATT), are important vehicles for this

The Short-Term Outlook

Slow but positive economic growth in the Summit countries
is virtually a consensus forecast for the second half of 1981,
accelerating into 1v82. This follows a period of approximately
a year from mid-1980,. during which the effects of oil-price
induced real incc 2 losses and non-accommodating policies
resulted in several quarters of declining output in most Summit
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countries. In Japan, higher net exports in 1980 (due in

part to a fall in imports) offset a substantial fall in the
growth of real domestic demand, while 1981 should show renewed
strength in domestic demand. For the United States, fiscal

and monetary stimulus in the second half of 1980 produced

a temporary surge in activity in early 1981. A sustainable
recovery may be postponed to late 1981 or early 1982, following
one or two quarters of weakness. In Europe, persistent
inflationary pressures and tight monetary conditions, linked

in part to problems with the current account and exchange rates,
will probably slow the pace and timing of recovery. The outlook
for Europe in 1982 is reasonably promising.

The domestic composition of the real income change in
1979-80 is encouraging for future growth possibilities. 1In
contrast to the 1972-75 period when real wages rose substantially
faster than terms-of-trade adjusted productivity (except in
the United States), the period 1979-80 saw real wage movements
largely consistent with adjusted productivity in most Summit
countries. The labor share of value added in manufacturing
fell in 1980, returning to approximately the 1973 levels
(63 percent) for the Summit countries taken together, after rising
to 70 percent in 1975. In several countries, better
understanding of the economic forces at work led to lower
nominal wage settlements than in 1974-76 contributing to
better inflation performance and and improved outlook for
investment.

The aggregate demand effect of the income transfer to OPEC
was delayed, this time around, by the household sector's saving
behavior, resulting in a smoother adjustment of world demand
to the large terms-of-trade realignment. Following the first
oil-price shock, household saving rates in OECD countries rose,
offsetting the real earnings gains in some countries and
compounding losses in others. For the private sector as a whole,
net positive financial balances soared in 1975 and 1976. By
contrast, they fell in 1979-80. Both private consumption
and productive investment declined only modestly in volume
terms over the past year. A sharp secondary investment
decline appears unlikely, as profit shares did not seriously
deteriorate and investment requirements arising from the new
energy price relationship are substantial.

1976. rivw wariy 13/3, wonetary puiiCy was ygenecrarry inctended
to be nonaccommodating. Emphasis remained on suppression of
the inflationary pressures from relative price changes.
Nevertheless, ex post monetary policy appears to have been
more accommodating in some key countries than was intended.
Fiscal policy, as measured by government sector deficit
financing, added to total demand, but to a considerably
smaller degree than in 1975-76.
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On a more somber note, in the near-term the anticipated
rise in economic activity will not be sufficent to stop -- much
less to reverse -- the rise in unemployment. Demographic
factors, especially in Europe, will cause an unusually large
increase in the labor force. Even without these effects, the
approximately 2 percent growth of output expected area-wide
to mid-1982 would only just be sufficient to maintain existing
employment, given expected productivity trends. In terms of
inflation, the Summit countries as a group had a better record
after the second o0il price increase than after the first -- but
with considerable variations among countries. It is somewhat
disappointing, however, that domestic costs and prices are
inching up throughout the area following more than a year of
professed "non-accommodating" monetary and tight fiscal policy.
Exchange rate behavior has produced a quite different pattern
of inflationary pressures as well.

Current account imbalances as between OPEC and the
rest of the world while large, have thus far been manageable.
Both industrial and developing countries have been more
responsive to the requirement for long~term adjustment to higher
relative energy prices (and to a possible upward trend for
real oil prices). Greater reliance on the price mechanism
and higher price elasticities than anticipated suggest that
the imminent period of modest, then stronger growth can be
accomplished without another severe disruption in the global
oil market.

In addition, OPEC's preferred pricing policy suggests
that current account imbalances may persist while the slow
adjustment of total energy demand and fuel switching occurs.
The international financial system -- principally the private
capital markets -- has handled admirably the necessary
intermediation and should continue to do so. Persistent
imbalances will translate into increasing debt levels and a
higher premium on credit-worthiness. The risk of financial
difficulty for individual countries (particularly LDCs) is
higher. But greater use of the IMF's conditional financing
facilities should reassure the financial community that
individual difficulties can be handled with acceptable
levels of risk. That reassurance should be enhanced by the IMF's
increased emphasis on supply-side adjustment, the market
mechanism, and allocative efficiency. ILowest-income countries

wi™" be partict” ar’- d " 1t on T .1 ar .

In sum, the outlook is for a moderate, sustained upswing
in economic activity in the Summit countries, beginning in
the second half of 1981. 1Inflation should continue to slow.
Unemployment may continue to rise for some time, perhaps
through 1982, partially due to strong labor force growth. Externa
imbalances among the Summit countries should shrink, as will
the imbalances between 0il exporters and importers. But the
latter imbalances will remain substantial, requiring efficient
intermediation by international capital markets.
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This theme is further developed in the report of the High-Level
Monitoring Group.

Prolonged weak economic activity in Summit countries would
damage the real and financial outlook for o0il importing LDCs
and place greater strain on the private capital market and
official institutions. However, an evaluation of the more
likely outcomes suggests neither financial disruption (e.g.,
major or simultaneous default by East European and/or LDC
borrowers) nor a sharp retrenchment of private lenders.

The Longer-Term Setting

Recent economic trends in the U.S., or the promise of
renewed growth in Europe, or the modest recovery in domestic
demand in Japan can be considered encouraging. But only if
we ignore the deep~seated behavioral and structural problems
in our economies which led the OECD in its July, 1979, Outlook
to say: "An ambitious growth path would probably entai
risks of inflation that were unacceptable (while) a continuation
of unsatisfactory growth...would carry a number of other
unfavorable features and risks (social unrest, low or negative
productivity growth, higher budget deficits, protectionism, etc.)'
The OECD continues: "The basic message...is not that achievement
of more satisfactory growth rates has to be regarded as
impractical and that countries have to resign themselves to
persistent slow growth. It is, rather, that many countries need
to induce important changes in behavior patterns and relieve
structural constraints before they can move back onto better
growth paths and regain high employment.” (emphasis added)

The OECD ends on a positive note in an effort to dispell
the strong currents of "growth pessimism," "selective growth,"
"zero-sum society," and "low-growth trap" which were prevalent
in Europe and were creeping into U.S. economic thinking. It
has been common in recent years to cite the need for lower
standards-of-living, to accept low productivity, to acquiesce
to OPEC's commanding position on energy supplies, and
to presume that government programs are the only way to create
additional employment.

In the longer-term setting, the OECD area survived
the immediate effects of the second oil shock in better
s 1 \ \ '
some cases, _ Ig macroeconomic ( the area
has not yet restored investment shares to pre-OPEC levels,
much less provided the increased investment called for by
the new energy price reality. Governments are servicing
historically high and growing levels of debt and are rapidly
becoming a permanent stimulus to nominal demand, with side
effects on financial markets and inflationary expectations.
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Policies pursued over the past two years in several countrie:
have substantially enhanced the basis on which a return to
acceptable performance can be built. The bright points 1in
the short-term outlook, however, must be tempered by the
realization that it will not lead to acceptable performance
in our economies. The economic problems of the 1980's had
a long gestation period, a turbulent birth, and will require
time and patience to overcome.

Basically, three sets of factors built up over an extended
period combined to create the economic miasma of the 1970's:

- First, the money supply, the proximate source of
inflation, was permitted to grow too fast throughout the decade.

- Second, modern industrial economies showed themselves
to be inflexible and, therefore, unable to adjust readily to
major structural changes.

- Third, economic policy in many countries has been
directed to the short-term situation, while largely ignoring
the long-term systemic implications of policy actions.

For each of these factors the role of government is
important. We know that Government policies may be required to
assure efficient functioning of markets, especially to promote
competition and overcome monopoly practices. Resource immobility
is, however, also closely associated with the rising non-market
share of total output in Summit countries. '

Non-market activities affect the allocation of resources in
two ways: (1) directly, through public control of economic
activity (ranging from traditional areas such as education to
more recent ventures into steel, autos, and shipbuilding) and
(2) indirectly, by reallocating resources from those who are
entitled to them from economic activity to those who receive them
by political decision. The seventies have indeed demonstrated
that market signals are powerful and effective agents in the
allocation of resources. When government, for political
reasons, alters market signals, for example by subsidizing a
declining firm or industry -- that industry may continue to
attract resources. The resources for the subsidy meanwhile
are derived from more properous sectors -- reducing their
ability to attract new capital. Adjustment is impaired.

Society, through the political process, had mandated
an expanded role for government in the economy. The magnitude
of that role differs from nation to nation and may change
with changing conditions. It is legitimate to ask, however,
whether the size of government throughout the Summit area has
not outstripped the ability of the economy to maintain it. A
growing "underground" economy, tax evasion, tax-push inflation,
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"taxpayer revolts," and the secular growth in government
deficits can all be taken to suggest that financing government
activities has become more burdensome than the public is
willing to accept.

By fundamentally altering the attitude of the public toward
the role of the government and the market, policies can also
encourage. inflationary cost and pricing behavior in the private
sector. Business and labor are rational -- they react rationally
if they expect the government to validate wage settlements by
accommodating the subsequent price rise with protectionist
measures, higher nominal demand, or subsidies.

When governments are also able to influence expansion of the
money supply, and are willing to sacrifice price stability for
other economic or political objectives, political decisions on
economic matters are likely to have a strong inflationary bias.
That bias has been reinforced by private economic agents
who have sought and obtained distributional, equity, and
special-interest objectives during periods of rapid growth,
only to see them become fetters to resource mobility when
growth slowed.

Admittedly, even with ideal policy, economic performance
in the 1970s probably would not have equalled the 1960s =-- due to
number, scope, and magnitude of the external disturbances. 1In
part, our societies have consciously chosen lower efficiency to
achieve equity objectives; in part, we discovered tradeoffs
between equity and efficiency which many did not anticipate.
We are now faced with the challenge of restoring the level of
efficiency necessary for our economies to meet the legitimate
aspirations of the individuals who make up the economy, as well
as the majority that wields the political power.

A Common Approach for the Medium-Term

The Summit countries are by no means homogenous; thus identic:
policy prescriptions would not be appropriate. We do, however,
adhere to a sufficlently similar economic philosophy to
envisage a common approach to longer~term problems. Each of us
can implement it according to our individual traditions,
institutions, and socio-political system.

y14 :
diTiLUU.J.Ly 15 Llacecawie LU past poiicy oL sinort-term expediency
which paid little or no attention to the necessary incentives in
a market-~-based mixed economy. As noted earlier, behavior
patterns, often developed in response to policy-distorted
market signals, will have to adjust. Good policy can speed this
adjustment but adjustment will not be insi 11 1eot . We must
educate the public that a "~u®~- £7-" is not a solution. 1Indeed,
the repeated attempts to rind a qQuick fixX are themselves
major contributors to the problems.
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Moreover, we can agree that persistent high inflation is
incompatible with economic strength. TIf the primary role of

government 1s to provide an environment within which the
dynamism of the private economy creates growth and employment,
then mastery of inflation must top the list of policy objectives.

The short-run concept of inflation-unemployment tradeoffs becomes
illusory when attention is directed to the long-run relationship
in which the locus of equilibria would show a positive correlation
between inflation and unemployment.

Mastering inflation requires multiple policy actions:

1.

Control the source of excessive growth of nominal
demand -- the money supply. Moderate and non-
accommodating growth of monetary aggregates becomes

a form of self-discipline on fiscal policy and on

the private sector. Monetary restraint is a necessary,
but not sufficient, condition for inflation control.

Design fiscal policy consistent with and supportive

of restrained growth of the money supply. Monetary
policy alone cannot insure that the price/volume mix

of nominal output is skewed toward real growth. Budget
policy must help by exercising firm control over
government expenditures. In many countries, the
structure of taxes needs to be reformed to restore
private sector incentives to save, work, and invest.

Subject non-market activities to the discipline of

the market, at least to the extent of identifying

the economic cost of non-market or regulatory
activities. The power of special-interest groups to
impose economic costs through the political process, and
the potential for these costs to influence the decisions

>f

millions of participants in the market can lead to seric.s

misallocation of resources and inflationary pressures.
latter develop as the market participants rebel against
the political decision by exercising their economic
power. The less disciplined the non-market

activities the greater these two dangers.

Foster competitive discipline in the market place,

IhAatrh an AAamacki~r and TndkarnabiAanal Asammasan Ml
H

detrimental to this objective, as the pressure

for a political override is stronger when public
monies are involved. Where public ownership is
deemed desirable, market forces should apply to the
extent possible as if the enterprise were private.

Encourage mobility of labor and capital. Here the
challenge 1s to evaluate existing policies and programs
to determine whether they discourage mobility. 1If
so, to judge whether the social gain of the program is

1e



o 8.

- 10 -

worth the economic cost. During two decades of

rapid growth, we felt we could indulge in social
programs almost as if scarcity no longer existed --
and economics was obsolete. A reevaluation is needed
in light of the harsh message of the seventies.

Mastering inflation also requires, in the long-run and in the
sense of political realism, a vigorous growing economy which
creates jobs and raises general living standards. Job creation
and the growth of output go hand-in-hand. Thus, the supply-
side must be an essential focus of policy. In our fundamentally
market-oriented economies, this means policy actions which
assure that government is not unwittingly or unnecessarily
interfering with the functioning of the market. While
markets are clearly not perfect, there is no evidence that
governments consistently have better answers. Efforts to
correct "market failure" may in fact lead to "government
failure." The U.S. experience with crude oil price controls
was a valuable lesson in this regard.

Aspects of International Concern

All countries are mutually dependent as a result of the
spectacular growth of trade and investment in the post-World
War II period, and the shrinking of the globe by rapid technologic
advances, especially in transportation and communications. The
predominance of the United States has diminished as Europe, Japan,
and the newly industrializing countries, including the oil
exporters, have enjoyed relatively faster growth. Interdependence
and a more even distribution of economic power do not permit
economic policymakers to lgnore the international implications
of domestic policy, since undesired and unexpected conseguences
are bound to follow.

We must recognize, however, that economic policy is the
result of the political process in our individual countries, and
1s therefore dependent on the approbation of the domestic
public. Attempts to coordinate policy actions which are not
clearly in the national interest of each country lead nowhere and
may be largely exercises in wishful thinking.

A middle ground is clearly necessary in which interdependence

and national interests both receive their due attention. National

N b 2 °  the \] :

the 1 M1 rncegri 1 gl¢ .1
contributes much to our current standard-of-living. 1In this
regard, close, candid, and constant communication among policymake
is vital to informed policy A common approach to economic policy
as outlined above helps the formulation of compatible policies
over the longer run. This is not to say there will be no
conflicts -- especially short-run, transitory failure to mesh --
but in those cas 5 a choice must be m: :n the expe 1t
and the es: 1tial. The international :ions such as the
IMF, GATT, and OECD provide a forum for consultations and,

-
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and international protection not only damages the counter-
inflation effort, but also seriously affects the outlook for
developing countries that depend on Summit country markets for
export earnings. As a matter of macroeconomic policy, we must
work to maintain, indeed reinforce, the momentum toward free
trade internationally and more competitive markets domestically.

3) The Positive Side of Trade Promotion: "Supply-side"
economics deserves international attention. Trade and investment
can be promoted, and global welfare raised, by policies designed
to raise productivity and encourage competitiveness. This is
the flip side of the protectionist coin. As the developed
countries move to even higher levels of productivity, to new
products and services, the trading system will more easily
accommodate the newly industrializing countries and their exports.
In parallel fashion, the new exporters must accept the
responsibilities of a free trading system and open their markets
to trade and investment. Freeing agriculture from trade and
production constraints in Summit countries and in the rest of
the world would contribute significantly to the stability and
growth of world commodity markets. Enhanced productivity and
productive capacity are excellent protection against commodity
and food price shocks which can create severe macroeconomic
problems.

4) Vulnerability: Monumental shocks to the-global economy
are not effortlessly absorbed: they are best avoided, but
certainly not suppressed. Policy should be designed to reduce
vulnerability to shocks -- and to enhance flexibility in
responding should they occur. Quantum differences in the
ability to adjust to economic shocks can create severe internation
disruption -- and lead to efforts to penalize those who adjust
most rapidly. As with the discussion of inflation, the longer
perspective leads to the certain conclusion that greater
flexibility is an essential attribute of an efficient and
equitable economy.

Postlog

The "macroeconomic assessment" in this paper is my personal
contribution to the preparations for the Ottawa Summit, and I
accept responsibility for it. I would be derelict, however,
not to acknowledge with sincere thanks the advice, counsel and
contributions I have received from my colleagues in the other

: my ! '
raitnrully rerlects, in my opinion, a wide consensus among my
numerous collaborators.

I should like, however, to mention two points which have
been suggested and which I have not fully incorporated in the
paper:

First, my colleague at the Commission of the European
Communities suggests that current U.S. monetary policy is leading
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to a "risk of overkill in the sense of over-hard monetary policies
in countries with already respectable inflation performances."
This is a theme which the OECD Secretariat has largely accepted
in its documentation for the Economic Policy Committee and the
Ministerial meeting. Briefly, I would suggest that there are
many factors at work which should reduce the risk of monetary
over-kill in Europe in the near future. 1In any event, the
adjustments to such policies are likely to be more moderate

as financial market participants come to realize the determinatior
of monetary authorities to avoid the stop=-and-go policies of

the past.

Second, I would like to note the comment most recently
received from my French colleague: "We would not imagine at all
that a new line of economic policy removes by itself the many
constraints under which our economy operates today, but that,
taking a fresh look on some of the issues you raise in your draft
paper, we could tend to think that a clear departure, albeit
limited in its extent, from some of the lines you advocate, can
actually improve the performance of the French economy in its
specific context. Although some significant measures will be
taken in the next few days along these new lines, a fully compre-
hensive program can only be put together and announced after the
results of the coming general elections.”

Quite clearly, this paper attempts to present in an
international context the ideas on economic policy that the
Reagan administration has developed to meet the problems we
face at home. I would not expect these views to be readily or
fully adopted in all of the Summit countries, but hopefully,
some helpful or at least stimulating ideas will be found in
the paper.
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