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10 DOWNING STREET

THE PRIME MINISTER L

Personal Minute
No. M5 *l 15T

SECRETARY OF STATE FOR THE HOME DEPARTMENT

We are meeting on Monday at 1100 in No. 10 to consider the
,—'.'—-H
framework of the economic strategy required to meet our
—
objectives. John Hoskyns, Head of the Policy Unit at No. 10,
has prepared the attached paper as a basis for our discussion.
e
I am sending it to you so that you will have an opportunity, in
consultation with Ministerial colleagues in your Department and
your Permanent Secretary, to consider its implications in readiness
—‘,_—I-I

for our discussion.

I am copying this minute, with John Hoskyns's paper, to
the Chancellor of the Exchequer, the Seeretaries of State for
Industry, Employment, Environment, Energy, Trade and to the

Lord President of the Council.

a.tM/J

14 June 1979




Ref: A09776

. LANKESTER
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Monthly Economic Report (E(79) ‘?}/

I mentioned to you that I had the strong impression during the last
months of the previous Government that the Monthly Economic Report was
not being read by Ministers, largely because it had become too long.

For my own part, I had also stopped reading it, apart from the cover note:
and I found that Sir Douglas Wass was deing the same. Accordingly,
after discussion with Mr, Boreham, we are trying out a much shorter
alternative version which consists only of a cover note and a lot of charts.
If you get a reaction from the Prime Minister, one way or another, to

E(79) 9, I should be interested to know.

(
i

l4th June 1979
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Home Secretary
Foreign Sec
D/I
Ld President
D/EMPLOYMENT
. MAFF Cs, TSY
10 DOWNING STREET b/T co

D/EN

From the Private Secretary 14 June 1979

The Prime Minister would like a further discussion on
pay in the Ministerial Committee on Economic Strategy soon
after she returns from the Tokyo Summit.

The Chancellor of the Exchequer was invited at the E
Committee meeting on 1 June to circulate a paper setting
out the possibilities for a "forum" in which pay matters
could be discussed with interested parties in a wider context.
This is one paper which the Committee will need to discuss.
But in addition, the Prime Minister has asked for two further
papers to be commissioned.

The Prime Minister would like the Secretary of State
for Industry to circulate a paper on the questions of pay,
prices and efficiency in the nationalised industries. She
would also like the Chancellor to bring forward a paper on
the question of the pay element in future cash limits for
central and local government and the nationalised industries,
together with an indication of the timetable against which
decisions must be taken.

I am sending copies of this letter to the Private

Secretaries to the members of E Committee and Martin Vile
(Cabinet Office).

TIM LANKESTER

Tony Battishill, Esgq.,
H.M. Treasury.
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PRIME MINISTER

John Hoskyns has prepared the attached
paper for you and the colleagues concerned

to use as a basis for discussion at your

Ministerial meeting on strategy on Monday

at 1100. We ought to send it out in good time
EE;—:;;m to read and I think it would be right
to do this under cover of a minute from wvou
indicating that you want Ministers in their
Departments to have done their homework on it
before the meeting. I attach a draft for this
purpose.

Are you content for the paper to go

forthwith, under cover of your minute?

Yoo 4 KKS
L L

W

¢
et gl

13 June 1979




12 June 1979

GOVERNMENT STRATEGY

INTRODUCT ION

This paper is intended as background to our Strategy Meeting on
18 June. The purpose of that meeting is to answer the following
questions:

(1) What are the Government's main cbjectives?

(2) What essential intermediate objectives - or "sub-

objectives" - must be achieved, if we are to reach those
main objectives?

{(3) What actions must which people put in hand, starting when,
if we are to begin moving towards those sub-objectives?

The structure of the paper is as follows:

Section 2: OBJECTIVES AND STRATEGY. This Section briefly
recapitulates the Stepping Stones thinking of the last
two years, for those who were not involved in it.

Section 3: STABILISATION. This Section looks at some of

the sub-objectives which must be achieved over the next
2-3 years, if we are to prevent our present instability

from undermining all our other plans.

Section 4: REBUILDING THE REAL ECONOMY. This Seection
lists some of the measures needed 1if the long process
of economic recovery is to start.

Section 5: INNOVATION. This Section briefly discusses

the need for new ideas in policy, whether novel measures
or familiar ones assembled in new ways.

Section 6: COMMUNICATIONS. This Section discusses the
importance ol communications to support policies, and

as part of a programme, which starts now, to ensure that
we win a second term in 1983/4.

Section 7: CONCLUSION. Summary; suggested agenda at
Appendix A.




OBJECTIVES AND STRATEGY

The Stepping Stones Project

The purpose of the Stepping Stones project was to develop a
coherent approach to the task of turning round the British
economy. The emphasis was not on the developing of a
comprehensive list of measures, but rather on ensuring that

we understood the structural and systemic nature of the problem.
We agreed that, if we could do this before coming to office,

we would have a better chance of concentrating our limited
resources of thinking time, administrative effort, political
capital, money, on the root causes of Britain's malaise, rather
than doing "a little bit of everythimg", in treating the
symptoms,

The reason why previous Governments have had virtually no
success in halting Britain's decline is that the nature of

that decline has not been fully understood. In particular:

(a) The problem is a single problem with a large number of
interconnected bits and pieces. The interconnections
cross departmental boundaries, and comprehending the
problem in its entirety is difficult.

The decline process is a network of vicious cirecles,
which are continually generating fresh momentum. The
process is thus, at any given moment, always more
powerful than it looks. Govermnments have found them-
selves vainly chasing after an accelerating decline,
instead of preparing to intercept it.

(c) We are dealing with social systems, not mechanical ones.
he expectations within the system tend to be self-
fulfITTINg. Government therefore has to persuade people

to think and feel differently, before the behaviour of
the system can change.

We found it helpful to distinguish between categories of policy.
In particular:

Good Housekeeping - All those sensible economic policies
(included in our Manifesto), whose gradual abandonment over

the last 20 years has been responsible for most of our problems.
Economic recovery will not be possible without a resclute and
single-minded return to Good Housekeeping. But Good Housekeeping
alone will no longer be enough to arrest the decline momentum.

Turn-Around - These are the new measures which must arrest that
momentum and get the economy back to a stable state, in whieh

Good Housekeeping policies can become effective. In this paper
I have suggested that the process of Turn-Around should itself

be divided into Stabilisation, and Rebuilding.

2
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We can represent the whole process as follows:

I v

| Stabili-  Rebuilding
| sation
I

! T 1
1979 1984 1989

TURN-ARCUND

Stabilisation is the difficult bit. It is what people mean
when they say "You can't get there from here". That part of

the journey is likely to take mos f our t 5 years. There

"is likely to be a noticeable J-curve effect o e first 2 or

3 years, when economic deterioration, as judged by the traditional
indicators - growth, unemployment, inflation - will all look

orse gn they did i 9. Hence the need for careful

design of the stabilisation programme and its successful
communication to the electorate. The electorate, and the media
commentators, have experienced 20 years of Government exhortation,
new dawns, belt-tightening, all without any discernible effect

on our fortunes. The resulting scepticism is now one of the main
obstacles to recovery.”

After Stabilisation, we will need to get back to a growth rate
which is roughly similar to that of the other Western countries.
The alternative is to continue to drop slowly out of the Western
world in political, social, and military terms.

—

In reality, of course, the Stabilisation and Rebuilding policies
will merge together. It is neither necessary nor desirable that
measures for Rebuilding should wait until the Stabilisation
process is acHI€ved. In fact, the more credibT® the
Stabilisation programme looks - and thus the more quickly
confidence is restored - the sconer the Rebuilding process can
start. But it is important, in our own minds, to separate




the two. While Stabilisation is possible, with or without
subsequent Rebuilding, Rebuilding will not be possible without
Stabilisation. To attempt it would be like trying to pitch a
tenf~Ih the middle of a landslide. This is what Governments
have tried to do in the past and have been surprised as their
efforts keep getting swept away by the latest instalment of

bad news,

In the original Stepping Stones report, we listed our
Stabilisation objectives as follows:

{a) Zero, or near-zero, inflation.

(b) ! Zero inflationary expectations. In other words, people
' must be sure that there will either be no further
inflation; or else that they would neither gain nor lose,
if there were.

Private sector and "market" public sector pay systems.
The process of pay bargaining should no longer be capable
of either raising prices or reducing investment. It

must instead be based on past real economic performance.

m?nﬂ@ummﬂ_amﬂy_gﬂ,m@ These systems
must in aggregate be non-inflationary, in the same way,

following real GNP growth rather than triggering monetary
expansion. (There will of course be wide variations
within the publiec sector reflecting labour supply and
demand. )

(e) Restoration of personal incentives (involving a significant
reduction in Government's share of GNP).

To this we should now perhaps add:

(f) Stabilisation of the exchange rate, if that is possible
at all, at a level which allows British exporting companies
to bootstrap themselves back to real international
competitiveness, given other structural changes.

This is the sort of stability we should be aiming for. We have
a large task of economic rebuilding to do, and we need a high
degree of stability if we are to do it. But these objectives

do no more than allow the process of Rebuilding to start.

On their own, they will do no more than stabilise the rate at
which we drop out of the Western world, in relative economic
terms. For Rebuilding requires fundamental changes in both
the quality and the financial arithmetic of the private sector.




Strategy requires the setting of objectives and working back
from those objectives to find possible routes from the present
Situation.
dmshlnadat -
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If we now take a 10-year view of our long-term objectives,

intermediate objectives and strategy, we could get a simple
picture that looks like this:

REBUILDING

Further reductions in Government's %
of GNP

Freeing up of labour market
Increased investment

Talent switch to private sector
Turn-around in exports

New business growth

Zero Govermment's
Inflationary Share of GNP

Expectations Reducing

STABILISATION

World Recession.

STABILISATION

Which Comes First, Stability or Confidence?

Stabilisation requires "reasonable behaviour! It is difficult
for Governments to stabilise the economy while individuals or
groups behave irrationally or irresponsibly. But if the

economy is unstable - especially with a combination of inflation,
inflationary expectations and accumulated distortions and




grievances as a result of past failure to index - everyone is
forced to take action to protect himself, even though it is

obvious that those actions help to perpetuate the instability.
The most obvious example of destabilising behaviour is that

of trade unions trying to pre-empt each other's attempts to
anticipate the future inflation rate.

Reasonable behaviour depends on confiden about the future,
so that people are prepared to pIEn aﬁeaﬁ, and to make present

sacrifices for future benefits. S

——

Confidence will always be a relative matter. It can never be
complete, because the future is uncertain. But the additional
uncertainty caused by a high and rising inflation rate can be
relied on to produce the "unreasonable'" behaviour whiech will
itself make that inflation much harder to eliminate.

If these circylar forces are likely eventually to drive us to
some sort of interim pay freeze or guideline, it is important
that we see it coming and build it into our Stabilisation
strategy, as a properly thought out option. ——

Business confidence is also a complicated matter, because a
businessman only feels confident when he senses that other
businessmen also feel confident. Confidence comes - as people
who have worked in the United States know - from direct
experience of successful operations, and from seeing many other
examples of spectacular business success. It cannot come from
the assurances of politicians or the increase of investment
grants. It is therefore a long drawn out chicken-and-egg
process. After all, most businessmen have been living, like
everyone else, with economic disappointment for 15 years.

(It is very much easier to recreate economic confidence in

an economy which has nowhere to go but up: eg Western Europe
after the war or South Korea, Singapore, Taiwan today.)

A realistic objective would be for British businessmen to
begin to think like their foreign counterparts by the time
Stabilisation has been achieved - in other words, about 1983
or 1984, ——

Where do we Start?

Past efforts to revive the economy have consisted of Government
exhortation (management must be bolder, unions must be more
co-operative, consumers must tighten their belts) coupled with
steadily growing public expenditure, and fiscal and monetary
adjustments of various kins. In the absence of any sustained
programme to restabilise the system and then repair its
structure, these efforts have amounted to no more than fighting

with the controls of an aeroplane that can po longer fly.




The present unstable situation includes:

(a) High inflation and inflatinnary expectations. Further
post-dated cheques in the pipeline. 8Still growing public
expenditure.

Unresolved pay anomalies, especially in the public sector.

—

Import boom, with falling company profits, aggravated by
an over-valued pound.

Likelihood of world recession, with further oil price
rises.

Main Components of a Stabilisation Programme

It was suggested in Section 2.1.5 above that a successful
Stabilisation programme would achieve five things: zero
inflation/inflationary expectations:; performance-related pay
bargaining in the private sector; GNP-linked pay barggining
in the non-market public sector; the restoration of personal

lncentives; and a stable and appropriate exchange rate.

Here are some of the questions we have to ask before trying
to assemble a programme to achieve such objectives:

(1) Inflation

(a) What is our target rate of inflation? 1Is there an
inflation rate (say 3%) which does not inhibit the
economic rebuilding process, and might even
lubricate it?

Given that it will take time to squeeze inflation
out of the system, are there any ways in which we can
reduce inflationary expectations (which will

otherwise make the elimination process harder) in
the meantime?

(c) To what extent should we index in order to reduce
further distortions, anomalies and injustices during
f\!::P :
the squeezing-out period?

(2) The Role of the Trade Unions

(a) Will the changes in union law now in hand be
sufficient to prevent the strong unions from
gaining at the expense of the rest of society,
under a regime of tight monetary discipline?




Is there any other mechanism, apart from a
transitional period of pay freeze or pay restraint,
by which we can prevent unions trving to get ahead
ol each other and repeating the 1974 disaster?

e

More generally, are there other ways in which we
can persuade unions to bargain in ways which do
not inevitably lead to some combination of lower

investment/higher prices/fewer jobs?

How do we get the "union debate" started properly,
as proposed in the original Stepping Stones report?
We need to force union leaders to address their

members in the language of the real world, so that
rational debate about e role of the unions over
the next vital years can begin. The predictable
reactions of un%on Teaders %c the Budget could

provide the opportunity.

(3) Exchange Rate

(a) In the past, devaluations have been, faute de mieux,
the only actions Government have taken try to
rescue British industr m_3i j e.
Attempts at real structural change, (eg tax, union
reform) have either not been attempted, or have
come unstuck. We now have nowoption but to go
for structural change. Is there such a thing as
an optimal exchange rate for that period of change?
Is there in fact anything we can do to help bring
about such an exchange rate?

What are the p nt predictions for the exchange
rate, in i@st? If the pound
remains high, to what extent can exporting companies
adapt to it? What is the process by which they
would do so? What is the likely effect of the
relaxing of exchange controls?

(4) Reducing Unnecessary Risk

(a) We know that macro-economic management will be

extremely difficult, because the real economy is
now so fragile. Even if we get all the main

decisions right, turning the ecopomy around will

be a close-run thing. In every major decision,
therefore, we have to be clear about what we are
trying to achieve; are we trying to maximise the
benefits of a correct décizion, Or L0 minimise the
COST (political as well as economic) of a wrong one?
They are two different objectives, usually, though
not invariably, requiring different approaches.

Perhaps the most obvious example of a complete lack
of this sort of perspective was the introduction of

museum charges in 1970/71.

8




Purely as examples, we may take a high-risk
technical decision on nuclear power technology,

w extremely serious consequences

if we are proved wrong, and only modest benefits
if we are proved right. Similarly, the political
disadvantages of BNOC may be less (especially once
5O its privileges are trimmed back) than

’its usefulness in preventing predictable future
oil shortages from interrupting Britain's struggle
for economic recovery. How does the pay-off from
abolishing BNOC, and being proved right, compare
with the penalties from abolishing it and being
proved wrong? How central is that decision to
Britain's recovery? There will be many such
decisions.

Pay Freeze, Incomes Policy, etc

Previous Governments have drifted into incomes policy, either
because their strategic thinking had proved wrong, or else
because they had no strategy at all. There are very strong
arguments for avoiding a freeze or pay policy; the irresistible
challenge to milifants or dissenting union leaders; the head-
line publicity given to any successful breach, representing a
further similar challenge to other union leaders; the continued
distortion of the economy and the paralysing of an already rigid
labour market; growing resentment and frustration preparing the
way for an explosion when the period of restraint ends.

Despite the scars of the past (and the UK has experienced the
worst of all worlds; the flat-rate Jack Jones increase, together
with a refusal to index tax bands) it is not impossible that we

will find ourselves, once again, having to choose between three
evils:

(1) Holding fast to our monetary targets, while powerful
unions (publie or private sector) get their way,

putting other people out of work and bankrupting small
firms.

Avoiding (a) above by relaxing control of the money
supply, cash limits in the public sector ete, and thus
accepting a further surge of inflation whieh will bring
the whole problem round again in 18 months' time.

(3) Hastily putting together a pay freeze or guideline,
knowing it will prove to be just another cul de sac.

As soon as possible, therefore, we should try to establish
the circumstances in which we might find ourselves facing
such a Thoice and being driven towards option (3). If we
conclude that these circumstances are likely, then we should
do some preliminary "design work" on a system which will help




us to get from instability to long-term stability. Its
'. requirements would include:

(i) It must be inflation-damping, not inflation-
aggravating (as ill-conceived threshold systems
have been in the past).

(ii) It must be minimally distorting (in other words
percentage-based and accompanied by appropriate
indexing of tax bands etc).

(1ii)It must provide for easy exit to the type of
stable system we will need for Rebuilding,
rather than, as in the past, a sudden mass

return to the same chaotic instability from
which we were originally trying to escape.

It must embody, as far as possible, features
which will make it politically saleable.

What are the Relevant Issues or Decisions now Facing Ministers?

For example: European Monetary System; exchange rate policy
and exchange controls; oil shortage (impact on unemployment,
prices etec); public sector pay settlements, comparability efc;

EEC contributicns. e 4‘:{.— ?.ﬁ"ﬁ:-#

REBUILDING THE REAL ECONOMY

I have suggested that the task of Stabilisation is not only
urgent but, due to its Catch-22 nafure, extremely difficult to
perform. This is why the major part of this paper has been
devoted teo that part of the programme.

The task of Rebuilding is in some ways more straightforward,
though it involves many different actions and a long time-
scale. This Section does no more than comment briefly on its
main elements.

There is a large number of technical measures the Government
can take to make economic revival, and especially the
regeneration of the private sector, quicker and easier. Many

of them require no legislative changes. Most of them can
start early, while the process of Stabilisation goes on.

Many of these measures are in hand or will shortly be put in
hand.




Getting the Economic Arithmetic Right

Cutting Government spending and eliminating waste

This is a long-term programme. We have not yet succeeded in
communicating to the public that we have no option in this

matter, that the economy simply cannot fly, in its present
debilitated state, unless the welfare and public services pay

load can be lightened, and the private sector engines made more
powerful .

Public Sector pay

We have already said that getting this onto some systematic
basis is an essential part of the Stabilisation programme.
However, we need to work in the longer-term towards more
imaginative arrangements, whereby people can be positively
motivated to improve value for money, as the real way to
higher pay.

Freeing up the labour market

The first steps will soon be taken, with amendments to the
Employment Protection Act. The sale of council houses should
also help. There is still, however, a familiar vicious circle
to unwind here: high unemployment, a low birth-rate of new
businesses, skilled labour shortages in growing companies,
high manning Tevels especially in obsolescent businesses, with
strong trade union resistance to their reduction.

Improving company performance

Although investment levels are by no means the sole determinant
of profitability, the present vicious circle is well enough
known: overmanning leading to low profits and cash flow;
leading to low investment and obsolescent plant; .leading to

low output, low pay, low profits, low investment, low growth;
leading back to defensive union attitudes and over-manning.

Getting the Management and Technical Talent into the Right Places

This is another long-term programme, requiring a profound
cultural change. Perhaps the important thing for us to

recognise is that fashion follows money. As the American
academic said thé end of his lecture, '"Don 't _clap. Throw
dol s!'"., Previous Governments have been constrained by
union power in industry and by the prevalling egalitarian

mood. They have therefore resorted to the commissioning of
studies and the publication of papers about how to encourage

more people to study engipgeripg instead of pottery or
soclology. veryone knows that industria 15 very
hard work, made harder by industrial relations problems, badly
paid, highly taxed, in the wrong geographical areas. The

whole package is simply unattractive.

—




The only way to change this is to make management and
engineering a better way of accumulatin ersonal capital.
Prestige and social status will follow the money soon enough.
There may be other things we can do to encourage movement

between the Civil Service and industry, but it probably won't
happen until managers are so prosperous and so lightly taxed

that they begin to attract the attention of other parts of
the population. The reverse is at present the case.

It may be possible to accelerate things by giving special
grants to engineering students and so on, but what is really
needed is 10 years of vulgarly pro-business and pro-industry
policies.

Winning Export Markets

Businessmen know that, other things being equal, it is much
easier to concentrate their efforts on the domestic market.

It follows that in most countries (but not perhaps in Britain)
there is considerable pressure and incentive, together with
close Government partnership and support, for exporting
companies. Similarly, foreign governments erect all sorts of
unofficial barriers in the way of imports. I suspect that
there are many things we could do - all relatively simple and
perfectly legal - which would help us to export more and
import less.

Our difficulty is, first, that Britain in the past has tended
to play by Queensberry rules, without realising that everyone
else is doing catch-as-catch-can wrestling: and, second, the
Civil Service has concentrated on being "fair" in its

dealings with British companies, preferring them all to be
relatively unsuccessful, rather than that one or two should

enjoy unfair good fortune. This is one area where Government
can "back the winners'", and should do so.

Breeding New Businesses

The two most important spurs to the growth of new businesses
are, first, the abundant and visible evidence of
entrepreneurial success (not much of that around in Britain
these days) and, second, large numbers of individuals with
enough surplus wealth to be able to take the very high risk
of investing in a new business. Government agencies to back
small companies or Government exhortation to the financial
institutions to do so are not really the answers because the
overheads in using highly-paid analysts to investigate tiny
investment projects are disproportionate. In the United States,
especially, such analysis is often done (with great care!) by
business executives (often retired) risking their own money
and their spare time.

There must be many things, however, that can be done to speed
up the process. For example, allowing people to set new

12




venture investments against income for tax purposes. We have
to make this type of risk-taking extremely attractive. Once

we can get over our traditional British hang up - the lurking
fear that a few individuals might make a lot of money out of

it - a lot of good things will start happening.

THE NEED FOR INNOVATION
J R——

Complex Problems Don't Have Obvious Answers

Everyone Kknows that the UK economic problem is one of structural
fatigue, not simply bad navigation. It follows that, as
suggested earlier, feverish twiddling with control knobs -
subsidies, taxes, regulations - will be ineffective. Repairing
the structure is a quite different task and it will involve
generating and trying out novel ideas; or assembling familiar
ideas and measures into novel '"configurations'". That will
require a blend of realism and technical and politieal
imagination, together with a lot of patience.

Innovation is Unpopular

Innovation will run into many obstacles. People often resist
new ideas because they feel they should have had them
themselves. New ideas may threaten local Interests, or
conflict with Departmental views.™ Thirty vears of decline
have persuaded many of our political and administrative elite
that nothing can really be done about anything. The British
are particularly inhibited about generating new ideas, for
fear of looking foolish. Innovation involves risk. People
feel safer trying old remedies which may not work, but which
at least fail in familiar and predictable ways. Since doing
nothing is always the least stressful option, they tend to
dismiss familiar ideas as unoriginal, and original ones as
naive. All this must apply to innovation in Government as it
does in industry.

We will not innovate successfully, unless we organise for it

We need to give some thought to the best way of tapping
analytical and creative talent within the Departments so
that (making appropriate use of the CPRS) we can start to
design some prototype solutions, especially for the
Stabilisation programme. As with any other entrepreneurial
activity, political innovation must be an act of faith.

Only when we have built something new will we be able to see
how difficult it would have been to do without it.

Necessity is the mother of invention, and it is perhaps worth
remembering that wartime produces innovation on a massive
scale; an endless list of technical and logistical achieve-

ments which everybody thought were impossible. Innovation is
only attempted when it is clear that the consequences of

failure to solve a particular problem will be very grave
indeed.

13




COMMUNICATIONS

Supporting Policy

Communications means not just the conveying of information,
but persuading Eeople to change their minds, to see things
in a different lightT. more careifully thought out our
broad strategy is, the easier it will be to focus our

communications effort on the issues that really matter, if
our policies are to succeed.

Already, since the election, we have seen examples - under-
standable in the pressures of taking office - of obvious

failures of cﬂmmugiﬁation. Conscious preparation and
o-ordination wil e necessary if we are to get it right
in the more difficult months ahead. Top of this list, as

already suggested, is the debate about the role of the trade
unions.

Winning a Second Term

Since the next two years will be hard going, and we are not
likely to be able to show the electorate a great deal for
our efforts by 1983/4, we have to think now exactly how

we are going to wip the pext General Election. I have had
preliminary discussions with the Chairman of the Party and
the Director of CRD on a communication programme to pave the
way. Sucha programme might have the following elements:

(a) Sustained and imaginative education on the economic

facts of life so that, by 1983/4, a larger percentage
of the electorate is beginning to see that our policies

are hard-headed, rather than hard-hearted; that the
real problems have been tackled at last, and that much

of the necessary pain is over.

Steady erosion of Labour's claim - wvirtually unchallenged
until last winter - to a monopoly of all the human
virtues.

sww%wmm_mﬁ image so
carefully maintaine v Labour.

Constructive debate ahoui _polifical rgforms (eg Bill
of Rights etc) which will help to symbolise the general

spirit of natjgnal renaissance and aEEeal to those Tory

voters who might be tempted to swing eral after 3

years of hard slog.




CONCLUSION

This paper can be summarised as follows:

(1)

(2)

(3)

Our 1l0-year objective is to '"rejoin the West", in terms
of economic stability and growth rate.

We won't get there unless we have a well thought out
strategy - a series of stepping stones - for doing so.

There is no change in our original view that a positive
role for the trade unions is a central - perhaps the
central - element in that strategy.

The strategy must integrate all the major elements of
policy, and their supporting communications, into a
coherent whole. If it does not, (a) we'll get confused
and lose our way; (b) the electorate won't let us do it

aAnyway .

If we fail to achieve Stabilisation, as our first
objective, we can forget the rest. We will simply be
on the run till we're chucked out.

We can do no more than make a start in the next 5 years.
A second term is essential but wewill need a sea change
in the electorate's grasp of economic reality and the
limited real powers of the State. The count-down to the
1983/4 election has therefore already started, in
communication terms.

A suggested Agenda for 18 June is at Appendix A.




APPENDIX A

A POSSIBLE AGENDA

It would be quite unrealistic to try to discuss all aspects

of Strategy in a single Z2-hour meeting. I therefore suggest

we make a start by considering the following key questions:

—— —

Is the case for concentrating on Stabilisation accepted?

— -

If it is, what is our position in principle on the

guestion of pay policy, freezes etc? ©Should we be
———
examining such options or do we regard them as

politically (or technically) unthinkable?

Do we agree the other Stabilisation measures
suggested on pages 7-9 of the paper? What other
Stabilisation measures are called for, and what

work should be put in hand to develop them?
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The discussion on Pay in the Economic Strategy Committee on lst June
—

was, deliberately, a 'second reading' affair. Meanwhile we have, as you asked,

PRIME MINISTER

circulated the CPRS paper on Pay. Amongst other things, this will be useful

background to the discussion of the Secretary of State for Employment's papers

on Industrial Relations at E on 19th June.
—.

2. Meanwhile the annual pay cycle continues. Shortly after the election you
took decisions on armed forces and on police pay in discharge of Manifesto

commitments. Since then we have had decisions in E on teachers (a reference to

e —
Clegg) and on implementing the TSRB and DDRB reports. Last week E(EA)

approved increases for probation officers (another law and order group),
Stationery Office printers (following a private sector analogue) and craftsmen
in the water industry (a very large increase for a group which has an effective

stranglehold over water supplies). I know that the Secretary of State for Industry,

who was in the chair at E(EA), was worried about all these three, but was

persuaded that there was no realistic alternatives.

3. In the private sector, as you will know from your discussion last week
with the Secretary of State for Employment, there are some signs of an
accelerating rate of settlement. Luckily we are very near the end of the present
pay round, and there are not very many private sector cases left to settle,

4. In the public services there are two key settlements still to come in this
round, The local authority APTC Group is due for an increase on lst July.

Both sides are taking it very slowly. But the case will come to Ministers in the

next two or three weeks. In E(EA) the general view is that the Government will

find it hard to avoid making another reference to Clegg. The industrial Civil

Service is also due for a settlement on lst July. A comparability study, carried

out by PRU, is in hand. The results will be known in a week or two. It seems
b

almost inevitable that there will be large increases, introduced by stages over the
next 12 months. The cost for this year will have to be dealt with under the already
approved formula: the eventual wage bill less 3 per cent.

g o
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B Finally, there is the public sector outside the non-trading public services.

Here we have the impending troubles with the Tube men in London, a long overdue
settlement for postmen and telecummunicaﬁon:a-;aff and, a little further ahead,
settlements for administrative staff in the Gas and Water industries.

6. Although there are possibilities for trouble in the next few months, itis

broadly true that we can lock forward to a relative pause in pay issues during

the summer. The next pay round will not really get going until Nﬂvegl;er when
we will have the traditionally difficult Ford and British Oxygen private sector
negotiations, the opening of negotiations for local authority manuals and
craftsmen and the next round in British Leyland. On the other hand it will be
necessary before then to take a view on the pay assumption for 1980-81 to be built
in to the RSG settlement with the local authorities and the Government's internal
consideration of cash limits for 1980-81 and its discussions with the nationalised
industries on their future financing will also be well advanced,

Ts Itis clearly essential that the Government uses this pause to set the scene
for the next round. Since there -.-.fill_:LH::e a pay policy with guidelines, etc.
there is an urgent need to launch the campaign of public education which you

discussed in E, The Council of Economic Advisers, the use to be made of

MNEDDY, the 'forum', etc. could all be relevant and you will be looking to the

F--.—
Chancellor for ideas and action as soon as the Budget is out of the way.

8. I think it would also be useful to begin quite soon the process of examining

how the pay assumptions, for inclusion in the cash limits, RSG, etc., are to be

~Tormulated. There is scope here both for a more rigorous intellectual approach
am improvement in forecasting techniques, methods and timing. You will
also want to improve the quality of comparability exercises and perhaps
rationalise the various parts of the comparability machine,

9. Much of the necessary work was commissioned by you at E at its meeting
on lst June - in particular the Chancellor of the Exchequer was invited to circulate
a paper setting out the possibilities for a "forum" in which pay matters could be
discussed with interested parties in a wider context; and a marker was put up to
the effect that questions of pay, prices and efficiency in the nationalised industries

would need to be considered by the Committee when the work at present in hand
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by the Secretary of State for Industry had been further advanced. This latter
is an important and difficult area for which no time frame has yet been established.
You might ask the Secretary of State for Industry to bring forward to E an early

report which could provide the basis for a discussion. You might also find it

useful to invite the Chancellor, once the Budget is out of the way, to bring forward
—
a similar paper on the question of the pay element in future cash limits for central

and local Government and the nationalised industries together with an indication of
the working timetable so that an early grip can be taken on this third important leg
of the total strategy.

10. Obviously you are heavily committed for the next few weeks and the
Ministers concerned need time to prepare their thoughts, You may however think

that you should have a further discussion in E, covering the whole field, soon

— —

after your return from the Tokyo Summit - perhaps in the first week in July - and
—m

that papers should be commissioned accordingly.

e,

(John Hunt)







DEPARTMENT OF INDUSTRY
ASHDOWN HOUSE
123 VICTORIA STREET

LONDON SWIE G6RB
TELEPHONE DIRECT LINE 01-212 3301

SWITCHBOARD 01-212 T&TS6
'_FIEJ,H' Secrotary of State for Inaustry

4 June 1979

Tim Lankester Esq

Private Secretary to the
Prime Minister

10 Downing Street

London 8W 1
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MINISTERTAL CORRESPONDENCE ON FPAY QUESTIONS

Two of the items on the agenda for E(EA) Committee today have been
the subject of previous correspondence between Ministers which was
not copied to my Secretary of State.

As Chairman of E(EA) my Secretary of Stateneeds to be aware of
developments on pay questions as they arise and he would be grateful
if all Ministerial correspondence on pay questions could be copied
to him and to other members of E(EA). This applies in particular

to pay questions which Ministers seek to resolve without formal
discussions in E or E(EA) Committees.

I am copying this letter to the Private SBecretaries to all members
of the Cabinet, the Minister of Transport and Sir John Hunt.

j-f*’*—w r"u-x'(_t‘_'(
f

///L——v"\\)
ANDREW DUGUID
Frivate Becretary
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PURPGSE OF THE STRATEGY MEETING

"It is of the utmost importance that, from the outset, we are absolutely
clear on the key objectives which we must achieve if we are to get the
country onto the road of economic recovery. Once those objectives are
clearly established, then we can agree the broad strategic framework

for reaching those objectives.

The purpose of the meeting is to do these two things - establish the
cbjectives and agree the strategic framework. Once that has been done,
the Policy Unit, in conjunction with the appropriate people in your
Departments and CPRS, can start on a programme of work to turn the
strategy into reality.

John Hoskyns will circulate a briefing paper in the latter half of next
week, outlining an approach to objectives and strategy and a framework

for the meeting itself."

(¢ o, o7

JOHN HOSKYNS
6 June 1979




6 June 1979

Thank you for your note of 5 June
about the neeting on 18 June and this is
Just to confirm that the Prime Minister
is happy for the Lord President to attend
between 1100 and 1200 but quite understands
that he will have to leave quite punctually,

Jim Buckley, Esq.,
Lord President's Office.




Civil Service Department
Whitehall London SW1A 2AZ

01-273 4400
5 June 1979

-

Ms Caroline Stevens
10 Downing Street
London SW1

£§£4pvu (ildhucﬁ:uwlnﬁ

No 10 POLICY UNIT

J

We had a word about the meeting on 18 June which
you have arranged for 1100 and which is scheduled
to last till 1300. The Lord President has a
number of other commitments but should be avail-

able between 1100 and 1230. I will be grateful
for confirmation that this will be acceptable to
the Prime Minister.

i

J BUCKLEY
Private Secretary







10 DOWNING STREET

AU
From the Private Secretary 1,3 Lt 5 June 1979

i

DA-N ’jt:akn

am writing to confirm that the Prime
Minihttr is holding a meeting on Monday,
18 June from 1100-1300 here at No.10.
John Hoskyns will be preparing a brief and
the following people have already been
invited: Sir Keith Joseph, Mr. Prior,
Lord Soames, Michael Heseltine, John Nott
and David Howell.

Peter Walker has sent his regrets as
he will be in Luxembourg, and so will either
the Chancellor or John Biffen. Whichever
one does not go to Luxembourg will be
attending the meeting.

g, QMJ-M_]

EEZJ“‘QE‘;LSH_.ngaﬁhﬁdeha~ﬁ

John Chilcot, Esq.,
Home Office.




PRIME MINISTER

David Wolfson asked me to set up a meeting to discuss
the Government's basic economie and industrial strategy with
the following people:-

Mr. Whitelaw

Sir Keith Joseph
Sir Geoffreyv Howe
Lord Soames

John Nott

Michael Heseltine
Peter Walker

Jim Prior

David Howell

I am having more than a little difficulty getting them altogether.
The only possible date (unless we leave it until the middle of
July) seems to be Monday 18 June. The major disadvantage

of this date is that Sir Geoffrey and Peter Walker will be in
Luxembourg. I have had a word with John Hoskyns about this and
he wonders whether you would be prepared to go ahead with this
meeting without Sir Geoffrey as (a) John Hoskyns knows

Sir Geoffrey's thinking, (b) he would have a meeting with him
prior to this meeting and (c¢) he would circulate a paper in
good time to receive both Sir Geoffrey's and Peter Walker's
comments. John Hoskyns also suggests that John Biffen should

be invited instead of Sir Geoffrey.

N

L

31 May 1979
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DEPARTMENT OF HEALTH & SOCIAL SECURITY
Alexander Fleming House, Elephant & Castle, London sE1 68Y

Telephone o1-4o07 5522
From the Secretary of State for Secial Services

The Rt Hon John Biffen MP
Chief Secretary to the Treasury
Treasury Chambers

Great Georpe Street
LONDON SW1 ; 31 May 1979

JLZEJL, {:!fsz .ircAA*f%:;y

At Cabinet this morning colleagues expressed considerable doubts as to whether
it would be possible to get through the House proposals to extend from three
days to six days the number of waiting days which a perscn has to serve before
becoming entitled to siclmess or unemployment benefit. The natt r was to he
considered further at Committee E tomorrow and I am therefore circulating this
letter to colleagues in sdvance of the meeting.

I attach a note about this proposal: despite 211 the obvious difficulties, it
remaing my view that this is the best azvailable option, if savings of this
order have to be achieved this year on the social security side. If colleag

are not able te accept that we should go forward with this propccal, then I
have to say that it will be exiremely difficult for me to iinn substantial
pavings - of the order of £30m - in this financial year, if the possibiliiy of
increased NS charges for prescriptions and dental work is also excluded. (I
am assuning that Cabinet's decision not to moke good the shortfall in the 1578
uprating for those on short-term benefits which will save £10m in 1979-80
counts towards my overall target of £40m).

I have nonetheless considered in detail whai savines could be pade and I list

below propositicns which, teo my mind, are frenkly less accepiable than poing
for six waiting days but which are the only alternatives I czn offer:-

(a) abolish death gront. This would save £5m in 1979/80 and £16m in 1980/81.
One cculd ariua *“ﬁt Tbo“e in finﬂnci-l C*fflcultfes with fuvc"'l EKUEHH?R

this would be flurv“*} Dpfcrnu in Parlluuent, where hll tnc recent
pressure has been (o increase the grant.

hold dewn on the uprating of child dependency allowences. If the
inereases in the child dependency allowances are resiricted so that
child support for those on ratioral insurance benefit goes up Gu’y by

the amount needed to inflation proof th_ dependency allowa cneslves
and not by ihe gpmount needed to inflation pr e totel supnort for

each child (including the child bunh;lh elemer s is pr ?iaui for in




the public expenditure prograrme, £10m would be saved in 1979,/80
and £26m in 1980/81. If, more realistically, only the child
dependency allowances paid with siclness and unemployment benefit
were so restricted the savings would be about £5m and £12m
respectively. But: this would be a subterfuge, yielding a much
less generous level of child support. Coming on top of our
decision not to uprate child benefit this November, it would be
very damaging to our claim to concern for the family.

align supplementary benefit and national insurance main rates.

The principal scale rates for married and single persons on supple-
mentary benefit are slightly ahead of the principal national
insurance rates (£31.55 for a married couple compared with £31.20

and £19.90 for a single houscholder compared with £19.50). If those
rates were aligmed with the new pension rates there would be a saving
of £12m in 19?5?%0 and £30m in a full year. But: this would mean
that supplemeniary pensioners got less than price protection in
Yovember, which would be inconsistent with our undertakings.

hold the uprating of family income supplement to the minimum. It
would be possible to shave £2-£3m off the FIS uprating, final details
of which have yet to be arranged. But: a "mean" FIS uprating is
inconsistent with colleagues' aims to encourage people to stay in
‘work rather than fall back on social security benefits.

Nonetheless these are the only immediate savings I can offer if colleagues
not wish to po ahead with the proposal to increase waiting days from three
six. Beyond these areas one moves into impracticable propositions such as
attempting yet again to withhold unemployment benefit from cccupational
pensioners.

I have looked again at the possibility of making savings in the HPSS programme
but the only way to secure such savings while not cutting expenditure would in
fact be to increase charges. I am still ready ito pursue this if colleagues so
wish. I have considered but rejected the possibility of charging for family
planning supplies or of curtailing the present welfare milk scheme. Reductions
in health authority expenditure are rvled out by our Fanifesto commitment; and
the most I could do would be to make some comparatively small savings in
centrally finznced services, which cover for exemple research, training arnd
grants to voluntary bodies. I may be able to save in all up to £51 spread

over a number of sub-heads, which I am urgently revicwing.

For myself I would prefer to go ahezd either with the extended weiting doys or
with the incressed charges rather than put together a packasge of the Xind I
have oullined zbove, which would attract criticisz on a nurber of fronts oui
of all proporiion to the savings achieved.

yi"'” e ] H#-"‘7
JHLH: Sy

)r‘l,.f'-‘ PATHRICK JETIN
(Lpproved by the Secretary of Siaie
ard signed in his ebsenrce)
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CORFIDENTIAL
EXTENSION COF WAITING DAY3

Propocal

1» It i8 proposed that the 3 days for vhich unemployment,
pickness and injury penefit are not paid at the beginning
of a spell of unenployment OT incapacity should be extended
to 6 days.

Sevings

———n

Full veax
et of Sunu. Hon,

2e TQEE

S

gicimess pencfit and
Injury Beneilt £67m £60m

Unemployment Benefit £15n £i0m

Only very rough estimates are posgible. The latest availzble
figures relating to claims for benefit show that in 1976/7 tre
total nunber of giclness beneflt elpims was 10 million, while
the tobel nuaber of ynemployment beneflt claims in 1978/ was
4+ million.

Effect on elainanta

e Beneficiaries would lese 3 days flat-rate benefit:
£7.88 for a single peraon; £12.76 for a marricd couples;
£14.46 for a married couple with 2 childrens Pexhaps T0%
of men would be 1ikely to have somt aiclk pay cover for thote
6 days and & rather higher proportion of womeD. The
unenplofed wenld receive no continuing payments from thelr
employers but a considerable proporﬁicn receive en extra
weck's payment (a week jn hand) when they are discharged

and a number of them would have redundancy ete paymenta.

Pistorical

4. The weiting period for reccipt of wnenployment penefis
when the scheme cormenced in 1911 was 6 days. puring the
19203 the peried veried between 6 and % doys; bud it h=

%4 days siuce 19357 Froa 1948 waiting ©C

retrospectiive ter. there had becn 12 days of piclnese

&

Ny durdng 2 period of anberrupion !




employment. In 1968 the Labour Government tried to make the
3 waiting days absolute bulb had to withdraw their proposals
in the face of backbench prescure and Conservative oppecliticii.
In 1971, the Conservative Government wade the 3 waiting days
absolute in the face of very strong opposition from the
Labour benches (3 mornings were spent on this subject in
Committee). ‘ :

In favour of the pronosal

5e It would result in considerable savings (see para 2. above).
It could be argued that since the period of 3 waiting days was
lapt introduced the background has changed a great deal.
Increasingly cmployers have provided sick pay for employees

who are temporarily incapacitated. The Contracts of Eaployment
and Redundancy Payments Scheme have increased considerably the

provision made for a worker who becomes unenmployed; and the

number of workers who receive a week's wages in hand on the
termination of their employment has also increzsed. 'the

rates of national insurance benefit are now much higher than
in 1948 and earnings and savings have also gone up conslderably
gince then, and with them the ability of pecple to manage on
their own resources during short interrupticons of earningd.

Aroinst the provosal

6. B Many claimants would be worse off particularly thosze
vho are low-paid and those working in heavy industries

the incidence of sick pay is not co great. Considerable
opposition could therefore be expected from the Labour
benches and from the TUC.

b. The fact that benefit will not be payable fox the
first 6 days of siclkness will mean that many employers
with sick pey echemes wounld either have to vz2y thelr
enployees an additional 3 days' benefit or re-negotiste
the private insurance cover they have for sick pay
gchemes. The C3I would therefore be likely to oppose
the proposzls also.
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C. More claimants would need to have recourse to
pupplenentary benefit. It has becn estimated that
145% of those becoming unemployed claim supplementary
benefit during the first week of unenployment and
265 during the second week. A change to six absolute
waiting dayé vould mean an increase in these numbers.

d. Increasing the number of waiting days would be

contrary to the ILO conventions on siclkness and

unenployment benefit. There could be difficulties for us in
relaticn to the EEC, as none of the EEC countries heos

more than three weiting days for siclmess bencfit and

only one (Itely) has more than three waiting days for
unewployment benefit.

Adninistrative 1un1ﬂoﬂtiowa

e The payment of uncmployment benefit is nmainly
computerised and, because of the need to re-programme the
computers, the change could not be made watil Januvery 1980.
The siclnesan benefit rules could however be changed with
offect from September 1979, assuming legislation is through
before the summer recess, This would mean an awlvard 4 montho!
reriod during which two benefits which have run in close
parallel for 30 years had different rules and would be

a complication which would be unwelcone 4o staf? and
beneficiaries alike. BRBut it would not be operationally
impossible to begin the new arrangements on different dates.
On this basis the benefit saving in 1979/80 would ba

£40 million net.
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CONFIDENTIAL

PRIME MINISTER

PAY
E(79)5 and C(79)6

BACKGROUND
Mr Prior's Paper on pay - C(79)6 - was originally intended for Cabinet
but you diverted it to E and asked for a parallel paper by the Chancellor.
This is now available to the Committee as E(79)5.
2. I do not think either paper sufficiently comes to grips with some
difficult problems so this brief is inevitably rather longer than usual. I
realise however that you may want to confine tomorrow to a "second reading™

discussion,

Fa This diseussion will set the framework for the Ggpvernment's approach

to pay especially in the next pay round which begins in August. The broad lines

o e
of your strategy are established and your administration is likely to be far

less involved in the detail of individual pay negotiations than were your
predecessors, In particular you will be relieved of involvement in private
sector pay settlements other than through maintaining the proper level of
external financial diseipline, But you will need to moniter carefully what is

going on - if only because private sector settlements set the pace for public

sector ambitions., And you will alse find that some private sector settlements -
fTE:_T;;E:—;GIt year — have a substantial influence on union negotiators in other
private sector cases, especially where the mass unions run across firms and
industries and where matching the "going rate" becomes a virility symbol for the
negotiators concerned., This does not mean that the Government need interfere

in detail. It does, however, place a good deal of importance both on maintaining
the necessary financial discipline and on efforts to create the right climate

of expectations in which bargaining takes place.

4, The real problems for Government arise in the public sector. The

Government needs to set cash limits for next year in advance of Rnuwfﬁg the
outcome of pay negotiations and, in some of the nationalised industries, faces
the additional problem that, because of their monopoly or guasi-monopoly position,

management and men can jointly bleed the consumer, In addition the same problem
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arises in the public sector as in the private where large unions bargain with
a number of publie sector employers in ecircumstances where the results of one
negotiation read across to the others (the classic chain being gas, electricity,
water but there are a number of others). And this yvear the unions co-ordinated
their approach over the whole NHS/ Local Authority field.

5e The bardest problems are likely to revolve around cash limits, In the
short run it is perfectly possible to set the limits on The basis of an expected

outturn and to correct for any under-estimation by reducing staff numbers and

-
services, But in the longer run this process, especially when accompanied, as it

will be, by a separate and spvti}ic drive for economies, risks facing the
Government with the choice of breaking its cash Iimits or accepting reductions
in services below the levels which it wants to provide. This is an area where a good
deal more thought is required, I suggest, before a fully workable and acceptable
gystem can be devised. Clearly little can be done for next year. Cash limits
will have to be set in the normal way and at whatever fipure the Government feels
to be justified, and the consequences accepted. But we really ought soon te begin
to examine whether there are ways, eg by a better co-ordination of the timing of
public service pay negotiations with the processes of setting cash limits, the
Rate Support Grant and so on, which would enable a better fit to be made between
forecast and achievement. It may also be that the uncertainties are such that
we should be thinking of budgeting for a larger Contingency Reserve, especially
to cover pay based on comparability, in order more readily teo accommodate
financial control with the bargains actually struck in the market place, (This
would mean, on a technicality, putting the Contingency Reserve on a cash as
opposed to a resource basis.) And in all this you will find your problems
reduced as the size of the public sector shrinks and as the identification of
options for cuts in functions creates a hidden "Contingency Reserve",

6,  But for this year — the year of transition - I suspect you will have to

improvise,

HANDLING

i I have bracketed these two papers together on the Agenda, and I think

the discussion will best be handled as a single item. You might start by

asking the Chancellor to introduce his paper, which I suggest i= a better

framework for discussion, and then ask the Secretary of State for Employment

to supplement it. The other main speakers at this stage will probably be
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Secretaries of State for Industry and the Environment. Then I think you might
R ]

——
take the Committee through the main headings of the Chancellor's paper

T,

— " e,
(which incidentally covérs most of the same ground as Mr Priors) and pick up

the remaining points from Mr Prior's paper at the end. In that case, the main

topics are these:

(a) the remainder of this round, The real risk is of 're—opening'! past

settlements. Now that you have decided to maintain the Clegg Commission,

at least for the existing reference, the danger is reduced., Most

probably the remaining public sector claims can be fitted into the
pattern already established. There are a few difficult ones. Much
the worst is the local authority APTC grades (covered by NALGO), The

issue will be whether to refer them to Clegg. You will not want a

snap decision at this meeting. You might therefore ask Mr Heseltine to put
a paper to E(EA), The same procedure should apply to any other

difficult cases - for example probation officers whos=e pay problems are
already the subject of Ministerial correspondence,

(b) Rate Support Grant — 1980-81, The Chancellor suggests that the autumn

negotiations should take their tone from the Clegg findings. It will

not be quituhsu simple as this {Elﬂgg will not tell us what next year's
IR Ll
pay outcome will be) and the RSG will have to include an estimate

- g __‘
which will alse in part determine the pattern of next year's wage round,

Ministers cannot therefore wholly avoid taking a view about a desirahble

rate for settlements in the following pay round and they may want to

take a preliminary look at this problem before the summer recess (there

will be a relatively little time at the end of September to do so before
the negotiations begin in earnest).

(c} Public Services. You will also need to take a preliminary view on the

desirable level of settlements, eg in the NHS, as well as the Civil

Service, well before setting cash limits for next financial year — and

this means tukiﬁE_a view not much later than Christmas. If the
Chancellor agrees to this timetable, you might ask him to bring forward
proposals  towards the end of the year,

(d) Nationalised Industries. The Chancellor proposes a general review of

pay, prices, financial targets and efficiency. I note from Mr Lankester's
E —

letter of 29 May that you want to reserve judgement on how to organise

the review which the Chancellor proposes. This needs to be related in

some¢ way to the general review of nationalised industry policy which

l( Sir Keith Joseph has set in hand, and on which you have promised to arrange

a general discussion in E when he has produced a revised paper. At this

=
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stage = with no major industry pay settlements outstanding in the present
round - you might =simply note the problem, and say that you will write to the

Ministers concerned when you have decided how thizs i= to be resolved. 1
S0me
can then let you have/suggestions,

(e) The Longer Term and the 'Forum', The Chancellor floats a number of

suggestions here, which are also touched on in Mr Prior's paper. You
yvourself have floated the idea of a '"Council of Economic Advisers', but
I understand that by this you only mean some relatively informal and
infrequent gathering. You may have a clearer idea, from your talks with
Mr Murray, of the sort of reception you might expeect from the TUC to
such proposals,

(f)' Comparability. You asked the Chancellor te include more specifie conclusions

on this point (para 13 (iv) and (v) do this). May E_Huggest that any
review of comparability should cover not only PRU and the review bodies,
but also the future of schedule 11 of the ﬂnﬁT:;;:;t Protection Act and
of the Central Arbitration Committee? These last can have guite an
important effect on the public sector where there are direct analogies
with the private sector (Road Haulages a good example} and make it very
difficult to aveid extending 'the going rate' into parts of the
nationalised industries,

8. Turning now to the remaining points in Mr Prior's paper which have not been

covered above:=

industrial relations reform to E in about three weeks, It will be

h?Eﬁ3?THht_Hﬂt‘tﬂ—TETT_tﬂﬁ_ﬁﬁEEEEH these changes to influence the next

pay round in the private sector. Even if legislation could be

(g) Procedural changes. Mr Prior plans to bring forward his proposals on
(—

introduced and aected in time, the changes proposed are relatively
modest, and will not of themselves greatly influence unions' attitudes.
They may have some part to play in weakening the strike weapon, but the more
they are seen to be designed for this purpose, the more bitterly they
will be resisted by the unions,
(h) Monitoring and information. Mr Prior suggests that sponsoring Ministers

should keep in fairly close touch with the course of public sector

negotiations, and that his own Department should continue to monitor pay
movements in the private sector. While you will want to aveid any
impression of intervention or structured pay policies, I'm sure that both

of these proposals are sensible,
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CONCLUSIONS
9. Subject to the course of the discussion, I think you may be able to

guide the Commiti®e to agree to the five conclusions set out at the end of the

Chancellor's paper, and in addition -

(vi) to invite the Secretary of State for Employment to come forward

with his proposals for industrial relations reform as socon as
—
possibles ;

(vii) to agree that sponsored departments should maintain elose

liaison with public corporations on pay negotiations;

(viii) to agree that the Department of Employment should continue
informal monitoring of private sectors. You may also care to
suggest that thought be given to the technical problem of
improving the pay forecasts on which cash limits have to be
set; and of any changes, eg in the timing of negotiations which

would enable greater realism to be achieved,

R

(}:{ JOHN HUNT

31 May 1979
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Qal4128

To: MR STOWE

From: SIR KENNETH BERRILL

PAY

I. Cabinet Committee E is due to discuss pay policy against the
background of papers by the Chancellor of the Exchequer(E(79)5)
and the Secretary of State for Employment (C(79)6). I understand
that the discussion will only be a short one but the Prime Minister

might like to read the attached note by the CPRS. It does not

address itself directly to all the points raised in E(79)5 and C(79)6

but attemnpts to look fairly generally at the fundamental issues in

the pay area now confronting the Government,

2. Iam sending a copy of this minute and attachment to Sir John Hunt.

K8

31 May 1979

Att
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A Note by the Central Policy Review Staff

This note looks at the actions which need to be taken bty the Government
in the pay area in the period between now and the end of 1979. It attempts
to set these short=term requirements in a longer-term, strategic context.

It goes without saying that containment of inflation is at the heart of
the Government economic policy. Failure in that field would mean not only
rising social discontent (and defeat at the polls) tut continued low
industrial investment and increased unemployment.

Strict fiscal and monetary policies are essential ingredients = and the
ingredients most readily under Govermment control., The Government intends
to be strict both in the general and in the particular (less help for lame
ducks, less employment support schemes). But in the circumstances of the UK
this will not be enough; basically because the forces in our labour markets
are unbalanced and incapable of providing "responsible free collective
bargaining" (in the sense of achieving wage settlements at levels which are
reasonably related to prospective increases in output), And there is every
evidence that things have been getting worse rather than better = with the
balance of forces in the labour market becoming even more one—sided,.

The Government will go into the pay round next autumn against a back-
cund of an increased rate of inflation (15%), and large awards for particular
public sector )groups. The traditional trade -union approach will be to get
compensation for the past year's inflation plus something on "special cage"
grounds. Can anything be done apart from fiscal and monetary discipline?

What should be the Government's objectives in the pay field? Possibilities
include the following:

i. The aim is not pay restraint, but higher pay for higher effort.
p——— This is a more positive message, "= _—
—
The object should be to try to make the labour market work better.
This is easier said than done, We have gob use
rates and existing relativities, irrespective of Bupply and demand -
or differences of performance,

C 11l have to come gradually. There is no way of imposing
change excep public consent to what is regarded as reasonable,
Some measures can be taken to redress the balance over powers

and immunities of the unions but a policy of widespread direct
confrontation will not succeed.

Public opinion must be mobilised, Wherever possible the
consequences of "excessive" pay settléments should feed directly
and obviously through to prices and/or unemployment.,
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Preparations should be made to withstand strikes., If a
change of attitude 18 To be acEIEveE, there must be some
successes, This may need contingency plamning,support for
employers etc, Ome camnct rule out a state of emergency

and the use of troops. Even a statutory pay policy should
be kept in reserve, (It is likely that, to achieve a sharp
reduction in the rate of inflation, there will need to be at
least one year in which earnings rise less than prices; and
it is certainly not clear that this can be achieved by
voluntary means ).

There is little scope for a change of direction during the remainder
of the current pay round. The most difficult outstanding cases have been
referred to the Clegg Commission and this reduces the likelihood of industrial
action. There is a lot to be said for treating this as a "clearing-up"
operation, which should remove the main outstanding sources of grievance =
after which it would be legitimate to change the rules of the game, This
would suggest honouring inherited commitments in the public sector, but
without prejudice to future treatment of the groups concerned. Nationalised
industries and local awthorities who have still to settle should be encouraged
to follow the pattern which has already been set for the round.

Private Sector

Strict monet olicy is a necessary, but not a sufficient, ingredient.
The message to get across " c O ee collective bargaining
will be pursued., This means that some companies will be able to afford big
increases: others in the same industry will not. Rewards will depend on
profitability. National wage rates and maintenance of existing relativities
are irrelevant to this approach. It is the policy the unions have asked for
but they must be prepared to live with the consequences,

So far as Govermment is concerned the policy requires that there should
be no bailing out of companies which get into difficulties by paying wages
they camnot afford. It is worth considering whether employers can be mobilised
to withstand strikes. BEmployers will need to take their workers into their
confidence about the effects of pay settlements on the future of the company.
Thie implies some form of worker participation, though almost certainly not
at Board level. It will be necessary tc persuade the work force that resocurces
are required for adequate investment; and that there may well be a trade—off
between pay and employment.

In the light of all this what can be done between now and the end of 1979
to improve the coperation of our labour market; +to begin to restore the balance
of forces — or at least make pecple think that the balance is shifting.

FPossible Improvements

The first possibility is a ( tripartite) "forum™ to help educate trade
unionists and the public generally on the realities of the increase in resources
likely to be forthcoming in the year ahead and the level of wage increases

likely to be compatible with containing inflation.
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Education is always important because what people know and believe has
a major influence on the way theéy act. And even unpalatable realities
finally sink in. There is increasing public awareness of the parlous British
performance, = especially in mamufacturing industry and increasing acceptance
of the fact that if productivity is likely to go up by 2% a 10% wage round
will mean both price increases and unemployment (probably more of the former
than of the latter).

But it would be a mistake to expect a great deal from a forum — especially
in the short run. People can accept general propositions about inflationary
wage claims while feeling, understandably, that whatever the going rate is
they should get it and if a "pay anomaly" has developed that should be
rectified too — no matter what the consequences for inflation and employment.
(Even if over time employment in their own industry falls the chance of them
personally being made compulsorily redundant is small.)

Factse about a Dispute

A measure of public education in addition to the "forum" which might be
useful is for the Govermnment (or some independent group of institutes) to
publicise the basic facts at issue early in an industrial dispute. Extremely
misleading "facts' are put out by both sides in a dispute and the media give
prominence to the most extreme figures. Independent publicity of basic facts
such as average weekly earnings (and fringe benefits) of those involved, how
much is at issue between the two sides, how long it would take a striker to
get back the money he is losing by being on strike etc., could help.

Trades Union Organisation

It is perhaps a paradox that redressing the balance of forces in the
labour market and restoring conditiomns for responsible free collective bargaining
could mean in some respects strengthening Trades Unions., That is to say
strengthening the power of the trades union leadership at the centre to
discipline local irresponsibles,

The inadequacies of our trades union structure have long been recognised: =
the fragmentation of unions; +the competition for membership which limits
the ability of the centre to discipline local wildcats; the wealnesses in
the selection, training and tenure of their officials etc,

Some improvements have been made = the number of unions has fallen, more
money is spent on research, and full-time officials have a better pay and
career structure and better qualified people are being attracted to the Jjob.
But much more needs to be dones One line of approach is to provide money -
money for secret ballots (for election of officers, for calling strikes) money
for training and research (as is provided now for courses on the new Health and
Safety at Work Act).

Another line of approach is to require change as a qualification for
being a recognised trades union with the legal privilege enjoyed by trades
unions., The requirements might cover (i) that the union constitutions covers
certain broad eléments = including secret ballots and the power to discipline
local members for acting without the authority ofthe union. (ii) withdrawal
of recognition if the trades union failed to honour contracts and procedures
it had entered into or failed to discipline any of the members who so acted.

3
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Such changes in the law would meet wvery strong resistance from the trades
union movement and there would be real difficulties of definition and
enforcement. A quick look at material on the practice and experience in
other countries in this field could be useful.

Picketing

Many cases of industrial action do not involve picketing to be effective =
the go-slow, the work to rule (teachers our day), the sm I
roup (computer operators, Leyland toolmakers), the 'solid' big group
ﬁhgine Drivers). But last winter's experience has concentrated attention on
the picketing issue and it is one which must be tackled,

What has happened in picketing in the UK is not so much that the law
has become more favourable to the picket but that the practice has moved in
his favour and his weapons of intimidation have been strengthened. The
practice has changed in that increasingly he has come to be granted the right
to obstruct. (to put barriers across the entrance to plants or hospitals,
to put braziers on the footpath to keep warm.) And the police seem to have
adopted the policy of regarding their main objective as keeping the peace
rather than keeping the road and footpaths clear,

But perhaps the main problem is the increase he closed shopj
of the black—leg label, There always was, and always will be, genuine
reluctance to cross picket lines for a whole mixture of motives = many
admirable., But the fear of the possible consequences seems recently to have
increased quite sharply. A world In which a camera Became the picket's main
weapon of intimidation poses great difficulties for the police and the law,
and makes it all the more important that the unions'own disciplines also be
directed to members who act contrary to agreements and directives. Changes
in the law have a part to play but what is needed is less a change in the
law than a change in the practice. Employers, government, the police, have
become so afraid of "confrontation' or 'provocation' at the local lewvel that
they have allowed practices and attitudes to industrial disputes slowly to shift.
It will not be easy to push the tide back and change the attitudes and practices
but it must be done.

Taxation and SunE1Em9ntarE Benefits for Strikers

Another instrument which might be used to help shift the balance of
forces in the labour market is to make it financially more painful to strike
by taxing short—term supplementary benefits (as are long~term benefits) and
in the calculation of the supplementary benefits making an assumption that
reasonable strike pay is being received.

The logic of this is clear enough. Short~term benefit should in eguity
be taxed like long-term. The question at issue is "is it worth doing now"?
Is it worth it in terms of the large number of civil servants which, until
PAYE is computerised, it would take to deduct tax? 1Is it worth it in terms
of the number of workers it will deter? The evidence is that when a strike

is.called most sirikers do not anticipatea long strike, and most (over three—
quarters) do not in the event claim supplementary benefit but make do inside

the total family budget and by being late with reni, rates, hire-purchase, etc.
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Industrial Democracy

It is sometimes argued that industrial democracy or profit sharing would
make trades unionists more responsible in their collective bargaining. This
must remain an open question and a long—term one. At the moment profits in
British induE?ry are so low in relation %0 IRe Wages bill that an offer to
share in them would in the short run be very small compensation for a low
wage claim. Industrial democracy of the "workers on the board" type seems to
excite little interest. Something on the scale of the individual plant
and office to which the worker can relate (the workers' council) might be
more promising — at least the German experience would suggest so. But these
are long=term questions and not something which the Government need make
rapid moves on before the end of 1979,

411 the above has been concerned with what might be done between now
and the end of 1979 to begin improving the UK pay bargaining position across
the board. But the public sector has its very particular problems and
consideration of what to do there is no less urgent and no less difficult.

The Public Sector

A Public Services: qugarahilitg

The Chancellor recommends in his paper that the whole question
of comparability (including the future of the PRU and the review
bodieag should be examined with particular referencetn its effect
cen inflation. This is clearly unexceptionable, though there is
a much greater need for urgency in conducting any such review
than his paper implies. BUT It should not be imagined that a
review would reveal any easy alternative. There has been a good
deal of heart searching by successive Governments over this
question, and the present system has survived a fair amount of
hostility. Some of the considerations are as follows:

i. For certain groups (eg armed forces, civil service,
National Health doctors and dentists) there is po market—
determined rate. The Government, as paymaster, is n
subject to the constraint of profitability. There is no
measurable "output",

The Govermment's objective must be to p 8 adequate to
maintain the services at the level they require, but certainly
no more. THis can be regarded as "fair" both to their
employees and to the taxpayers.

There is much to be said for a system which seeks to attract
a reasonable share of talent for the public sector by paying
rates comparable to those which might be earned elsewhere —
taking full account of conditions of service, job security,
pension rights and so on. And it is very doubtful whether
the system could be jettisoned without a degree of disruption
which could be very damaging indeed.
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But this still leaves very important questions to be
answered., Are the comparisons sufficiently rigorous;
and whether fEE_EEEEEEEFFhIE sufficiently independent.
It would also be legitimate to consider whether the
price for this system should be no=strike agreements.

What needs to be checked is (a) that comparability is

genuine (job=for—job comparisons, wherever possible) and

that the review bodies should not suffer from cliemt—
orientation., This is less likely to be a problem with a
single Commission than with ad hoc enquiries, and

(b) that the system allows for market forces — labour shortages
or surpluses — to be taken into account, In many cases this
will be reflected in the pay scales of private sector
comparators = but not always, particularly if there is a
conscious decision to reduce the public sector,

The gquestion of coverage also needs to be examined,

Should comparability be restri

covered in this way or is it sensible

public services generally? “Should the traditional Minkages"

be Sacrosant. Should more allowance be made for regional variate
ions in labour market conditions and private sector earnings.

Local Authorities/NiS

It would be unrealistic to assume that the Government will stand
aside from pay bargaining by the local and health authorities.
As the main Paymaster it will have to take a view on what can be
afforded in determining cash limits, And it cannot ignore the
likely repercussions on other groups.

M1 past experience suggests that where the Government has influence =
as it does in these areas = it will want to use it to the full to
reinforce its general stance on public services PEY .

This may well be an argument for including these groups under the
umbrella of disciplined comparability faute de mieux. But this
needs further and rapid examination,

Nationalised Industries

The public trading sector presents perhaps the most difficult

and undiscussed problems of all, Here, there is a great deal of
industrial muscle capable of wreeking havoc in the rest of industry.
There is a measurable output, tut no free market, Most nationalised
industries enjoy a degree of monopoly which cannot easily or rapidly
be reduced. Many are highly capital intensive and a high pay
settlement is much cheaper than suffering industrial action., The
techniques for influencing pay bargaining are clear enough - financial
targets, cash limits, some control over investment and prices, But
there is still the problem of how much to btuild in for pay settlements,
and on what principle. This needs considering in the context of

the discussions on the future relations with nationalised industries
which Sir Keith Joseph is leading.

6
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Conclusion

To sum up the Govermment's strategy in the pay area across the board
should be to restore the c itiopa i "responsible ive
barﬁgining" within a framework of fiscal and monetary discipline can result
in low inflation and rising investment and employment., This means eginning
t0 SHITT Balance in the labour market. But when the next wage round
begins the fiscal and monetary discipline can be in place but other background
conditions will be adverse — especially the rate of inflation. What can be
done by then to make people believe that the balance has Eegun to shift back,
The areas to look for are: (i) the forum (ii) publicisin? the facts on

L

objectives  (iii) the legal perogative of trades unions v) the law and
practice of picketing. In the public sector the most urgent needs are for a

study on (i) whether there is alternative in practice, to cogparability,
or if we are stuck with comparability, how it can Ee improved (iii how do we

deal with nationalised industries?
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PAY IN .THE NATIONALISED INDUSTRIES

1 am afraid that I shall be unable to attend the Economic
Strategy Committee tomorrow. May I however express my broad

agreement with the Chancellor's paper on pay. I think the

conclusions recommend a sensible and cautious step-by-step

approach.

I particularly welcome the Chancellor's conclusion in 13.2
that a detailed study should be set up to consider how to

handle pay/price questions in the nationalised industries

particularly those which have a monopoly power. Paragraph

5(e) may slightly exaggerate what can be achieved througt

our new competition policy. As you know we intend to reform
the MIMOPOITEs Commission but its impact on these pay/price

questions is likely to be limited. Whilst it may be possible

it to be used to examine efficiency in the nationalised

1e8,; 1t will need to build up experience in t!

field. We foresee that in the early days it will primarily

be concerned with examining specific anti-competitive

which are brought to its attention. It is not intended
of course, that it should involve itself in the wider que

of financial objectives and cash limits.

I am copying this minute to members of E Committee and to

S8ir John Hunt.

Department of Trade
51 May 1979
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Martin Hall Esqg

Private Secretary to

The Chancellor of the
Exchequer,

Treasury Chambers,
Parliament Street, I\#

London EW1P 3AG
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PAY: PAPER FOR E COMMITTEE.

29 May 1979

Iy Secretary of State has now seen the
draft paper for E Committee which you

copied to Andrew Duguid and a cof

your letter offiifﬁéﬁ to Tim L er.
My Secretary of State is broadly content

with the paper but would like to suggest
one amendment to paragraph 8. At the
beginning of paragraph 8 he would like to
delete the words "The guestion is " and
replace it by "The questions are whether
such a process is not so likely to throw

up a figure which will be considered a norm
that it is too dangerous to launch and,

on the other hand,".

I am copying this letter to Tim Iancaster
and Ian Fair. e S B C@,%
Pexe.. i

Feter Stredder
Private Secretary
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From the Private Secretary 28 May 1979

Pay: Paper for E Committee

.

The Prime Minister nas now considered the draft paper for
E Committee which Martiz Hall sent under cover of his letter
of 24 May.

In the Prime Minister's view, the draft does not provide an
adequate basis for Ministe to advance their thinking on pay
matters very far. She th ore feels that the E Committee
discussion next Friday can only be brief. The Prime Minister

has the following specifi

(i) She does not think that paragraphs 1-3 contain sufficient
"principles" to warrant coaclusion i in paragraph 13: she
suggests that this conclusion be deleted.

(ii) Likewise, she considers there is insufficient substance
in paragraph 5 to warrant conclusion ii in paragraph 13, and she
would like this deleted also. Furthermore, she has questioned
the statement in paragraph 5 (c) that "the local authorities
would themselves be left tc negotiate without interference",

The Prime Minister's view is that the Government must bring some
influence to bear upon lccal authority negotiators since it is
the Goverment which pays much of the local authority wage bill.

(iii) As regards conclusion iii, the Prime Minister does not
doubt that a study of how pay/price questions in the nationalised
industries should be hzndled is needed. However, she would

like to consider further the question of who should co-ordinate
the preparation of this study; and therefore this should be left
open in the paper. She has also commented that before the study
gets under way, Ministers will need to have more details of what
it is proposed the study should lock at.

(iv) As regards conclusion v, the Prime Minister does not think
that it is possible to await completion of the current round of
references to the Clegg Commission before the whole question of
comparability is considered. She understands that the reference
on teachers pay will not be completed until early 1980; in
her view, it will be necessary to take a view on the future of
Clegg well before that. She also thinks that Ministers will
need to take a view on the future of PRU and the review bodies
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. before they start working on next year's pay round; and that
this consideration will need to take into account the possibility
that - at some stage - PRU, the review bodies and the Clegg
Commission should be brought together. The Prime Minister has
therefore suggested that conclusion v should be amended to read
as follows:-

"To agree that further action on the Clegg Commission
be reserved until the first five references have been
completed".

sShe has also suggested that this should be followed by two
additional conclusions:-

"That any consideraticon of public sector pay policy
must include consideration of the future of PRU and
the review bodies”

"That comparability be considered in relation to its
effect on inflation".

The Chancellor will wish to be aware that, to help
Ministers in their thirkizg on pay and other economic issues, the
Prime Minister has it in mind to set up a Council of Economic
Advisers as soon as possitle after the Budget; she will of
course wish to discuss this with the Chancellor. The Prime Minister

also intends that the CPE:Z should contribute to the further work
which is needed on pelicy ir relation to pay.

I am sending a copy of this letter to Ian Fair (Department of
Employment), Andrew Duguid (Department of Industry) and Martin Vile
(Cabinet Office). .

Tony Battishill, Esq.,
H.M. Treasury.
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PRIME MINISTER

Chancellor's Paper on Pay

I attach the draft of the Chancellor's paper on pay

which you wanted to see before it is circulated.

On the whole, this paper seems sensible. However,
D S
I do not think conclusion v.on the question of comparability
— —
is satisfactory. It recommends that "the whole question

of comparability for the public services as a permanent
feature should be left open pending the outcome of the

—

present round of references to the Clegg Commission"

This won'%t do because the present round of references,
culminating in the teachers, will not be completed until
early 1980, And yet, there may be suggestions well before
then that additional groups should be put to the Commission.
In my view, it should be possible to reach at least a
provisional decision on the long term future of Clegg

when the first five references have been completed (by

the early autumn). A further argument for looking at the

iong term future of comparability in the autumn is that the

Government will have to take a view on the PRU and the
be e —
review bodies Jﬂgloﬁérate in the next pay round. A case

can very well be made that PRU, the review bodies and Clegg

should - at least at some stage - be brought together, so

that the same comparability principles are used throughout
the public services. By putting off the review of
comparability until next year, any such bringing together

is effectively ruled out until then. (Indeed, it is 3

rather odd that there is no mention of PRU and the review
bodies in the paper.)
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Treasury Chambers, Parliament Street, SWIP 3AG
O1-233 3000

24May, 1979

I attach a draft paper on Pay for E Committee,
which the Chancellor has approved. I “Should be
grateful if you could let me know whether the Prime
Minister is content by mid-day on Tuesday 29th May.

am copying this letter to Ian Fair and Andrew
. The Chancellor would also be grateful to
if their Secretaries of State are content.

by gt
Me

(M. A. HALL)

Tim Lankester Esq,
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Ref: A09581

PRIME MINISTER

The Way Forward on Pay

When you get to Item 7 I suggest you say something like -

| —

"] want to postpone discussion of the Secretary of State for
Employment's paper until Cabinet next week. This is partly
because we have a very long agenda today: but also the
Chancellor of the Exchequer has the main responsibility for
incomes policy and ought therefore to have a chance to put

his own views forward.

/f
bex

Juhnvﬁ/unt

17th May 1979
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Ref. AD9571

PRIME MINISTER

The Way Forward on Pay
(C(79) 6)

BACKGROUND

In C(79) 6 Mr. Prior points out that the level of settlements is now around
13 per cent and rising and that nearly half the settlements for this round are yet
to come. He says his recommendations are aimed at creating a climate for
responsible collective bargaining through a variety of ways which he considers
are compatible with the Government's general approach on management of the
economy and pay. They relate not only to the rest of the current round but also
the round starting this August. However some of his proposals, if they find
favour, raise sensitive questions of handling and presentation which are likely
to require further consideration and discussion,
HANDLING

2. You will wish to invite Mr, Prior to introduce his paper and then seek

general comments from Sir Geoffrey Howe, Sir Keith Joseph and other colleagues.

3. Thereafter it would probably be most convenient to work through
Mr. Prior's specific recommendations in paragraph 7 of his paper,
4, Paragraphs 7a., b. and c. build on the Manifesto Commitment to "open

and informed discussion of the Government's economic objectives .... so that
there is wider understanding of the consequences of unrealistic bargaining and
industrial action'"; and on the TUC agreement with the previous Administration
on a target of reducing inflation by 1982 to below 5 per cent, They would require
discussions with the CBI and the TUC but also a more broadly aimed educational

effort. Mr. Prior specifically envisages "development of the economic forum

approach'., Clearly further thought needs to be given to the mechanics of any
such operation, The nature of the forum? Who takes part? etc. How will
the talks be presented publicly? Who should conduct them? And how should
the proposed wider educative campaign be orchestrated? It would be desirable

to clarify issues of this kind before any final commitment. The simplest
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solution would be to ask Mr. Prior and the Chancellor to put a more detailed paper

on these matters to the Ministerial Committee on Economic Strategy (E) for

circulation at an early meeting.

5. The recommendations in paragraph 7d. on monetary targets and cash

limits are the subject of other items on the agenda and no separate conclusion
is needed.

6. The recommendation in paragraph 7e. on the Comparability Commission

falls to be considered separately in the meeting in the context of the joint paper

on the Commission's future (C(79) 3). As to the continuation of Civil Service Pay

Research and the Review Bodies you will want particularly the views of

Lord Soames and the Secretaries of State for Social Services and Defence. But

all of these Bodies have a long history and for the moment you may prefer to
leave them in place and concentrate on detailed improvements. You could, if you
wished, commission a review by officials of the mechanics of these bodies to
provide a basis for later discussion (in E or E(EA)).

T The recommendations in paragraph 7f, concern mechanics but also raise

some important questions of principle. The previous Administration required
the nationalised industries to clear all pay offers with them before they were
made. But this was in the context of a tight pay policy norm. Your Manifesto
stated that "in the great public corporations pay bargaining should be governed
by what each can afford'". But the public utilities are, by and large, able to set
prices at whatever level is necessary to achieve profitability. The decisions
taken by E on Monday to strengthen the investipative powers of the Office of Fair
Trading and provide for it to make references to the Monopolies Commission as
part of a more active competition policy will obviously help to impose a price -
and hence a pay - discipline on the naticnalised industries. But will it suffice?
This again might provide the opportunity to commission a review by officials on
the complex problems of seeking efficiency in the nationalised industries - with a
future report to E or E(EA),

B. The question of repercussive effects raised by Mr. Prior in paragraph 7f.

is also important, Apart from the more generalised concept of the ""going rate"

to which many trade unions have regard in their negotiations, there are also long

established relativities e.g. between electricity, gas and water manuals (where

el
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the unions overlap even if the employers don't). Itis desirable that these are
taken into account by management in making offers. You do not want to continue
the interventionist approach of the last Administration but you may nevertheless

want colleagues to consider whether there should be arrangements under which

the Government is notified by the nationalised industries of major pay offers

before they are made and to be given the chance to comment on them.

9. The recommendation in paragraph 7g. (that the Department of Employment

should monitor private sector settlements on a voluntary basis and co-ordinate
information for Ministers on the pay situation)is sensible and would provide
Ministers with a guide not only to what was happening and pay settlements
generally but also important settlements ahead. The previous Administration

received a monthly report and Mr. Prior might be asked to continue this in less

detailed form and to circulate it to the Ministerial Sub-Committee (E(EA)), of
the Ministerial Committee on Economic Strategy.

CONCLUSIONS

10. You will want to record the Cabinet's conclusions in each of the
recommendations set out in paragraph 7 of C(79) 6; and, subject to the
discussion (especially on (b) and (d) below) to commission -

{a) A joint paper from Mr. Prior and Sir Geoffrey Howe for consideration
by E amplifying the proposal for early talks with the TUC and CBI to
influence the pay climate; and the options for other long term steps
which might be taken to the same end.

(b) A report by officials (to E or E(EA)) on the scope for improvement in
the present arrangements for determining Civil Service Pay through
the Pay Research Unit and the pay of doctors and dentists, the armed
forces, and top salary groups through the Review Body system.

(c) A paper from Sir Geoffrey Howe for consideration in E (or E(EA)) on
arrangements for enabling the Government to comment on pay offers
in the nationalised industries before they are made.

(d) A monthly report from Mr, Prior to E(EA) on pay settlements.

b
(John Huht)
16th May, 1979

o




MR. HOSKYNS

We spoke about the proposal for a
future Cuabinet discussion of the Government's
overall strategy, and the need to focus on
key issues of policy which cut across the
whole Administration.

You agreed to draft, incconsultation
with Sir Kenneth Berrill, a minute from
the Prime Minister to members of the Cabinet,
in which she would ask for a more considered
note about the major issues folling on each
of them, We envisapel tiee circulation

of
with
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e
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11 June,
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I attach a copy of Ken Stowe's minute
the Frime Minlster about this, with
coples of the short replies prepared by
each Cabinet Minister for the Prime Minister
last week,

15 May 1979
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From the Private Secrelary

MR. VILE
CABINET OFFICE

PAY AND CASH LIMITS
Sir John Hunt sent the Prime Minister with his minute of
11 May & draft "annotated agenda" for her to circulate to
Cabinet.
The Prime Minister has considered the draft, and has now

decided that she does not want an "annotated agenda" of the

kind which Sir John had in mind, discussed in Cabinet.
Her comment on the draft is as follows:
"Discussion on this paper in Cabinet would be futile -
and on any other paper which raises such enormous

questions and supplies so few answers, 1t would

weaken our hand - not strengthen it."

T.P. LANKESTER

4 May 1979
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In my introductory brief on this subject, I suggested that you might want

to have a general discussion in Cabinet, for which purpose we could produce an

"annetated agenda' for you to circulate to your colleagines. You apgreed to this

suggestion. We have therefore prepared the attached draft, which you may care

to consider. If you approve this, or any amended version you prefer, it might

then serve as the basis for a general discussion in Cabinet next week to precede

discussion on related subjects (e. g, cash limits in 1979=80, the Standing
Commission) which your colleagues will be bringing forward for decision, It
may also be a useful background to subsequent discussion in the relevant

Committees on particular cases.

‘/'

) O T R - SR ‘{%‘;/

. JOHN HUN
2 fyv o- LAl lM:'_‘-‘}" : H-C

ok M Pape L Hanns
U rwletLA =
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PAY AND CASH LIMITS

Memorandum by the Prime Minister

We face a series of decisions over the coming months on pay and
related cash limit problems. It may help if we first have a more
general discussion. This note is intended to focus such a

discussion, not as a vehicle for decisions about individual cases.

The Private Sector

2. We aim to leave this to the companies and workers concerned.
As the Manifesto put it, "'nc one should or can protect them from

the results of the agreements they make'. But:

a. the attitude of both sides and particularly of management ,

will be influenced by our monetary policy and in the short
el e

term by the state of company liquidity (which is not
particularly tight at present). We cannot yet forecast how
companies will aect in the next wage round. It will depend

on the general situation at the time as well as on the
circumstances of individual employers. But we can generate

a climate through our policies and actions and through informed
public debate. The case for enlightened self=interest in

pay matters should not go by default. In this connection we
will need to carry forward our Manifesto proposal for

"more open and informed discussion of the Covernment's economic

objectives". I return to this below.

b. Our policy depends on 'striking a fair balance between
the rights and duties of the trade union movement'. We are
committed to three immediate changes in trade union law,
after discussions with the unions. If this is to affect the
197980 pay round, the legislation must be introduced this
summer. Can this be done? Are there other aspects of trade

union reform which we should be considering on a contingent basis?
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¢« We mast withstand demands for Covernment funding from
companies which run into difficulty by granting excesaive
pay increases. How best can we make this clear in advance =
if posaible before the first case hits us? And do we need a

working definition of 'excessive'?

The Public Sector

Ja

Our policy is for pay bargaining in the public corporations

to "be governed by what each can afferd" and in central and local

government to "take place within the limits of what the tax payer

and rate payer can afford". However in our first year of office:-—

4.

Ba We have inherited cash limits (:et out in Cmnd T51ﬁ}
which make insufficient allowance for the promises our
predecessors made but which we have to honour. Frequently
these promises relate to the 'catching—up' of pay in the
public sector which follows inevitably from three years of
rigid pay restraint. To this extent they represent a
temporary rather than a permanent problem. Do we accept that
we mist act within the limits of the possible this year and
consider each case on its merits and subject to our prior

commitments?

ba The most important of these commitments relate to the
armed forces and police where we have already taken our
decisions which require expenditure going beyond the

provision made by our predecessors.

c. During the election campaign we deliberately exempted

certain parts of the public sector (eg the National Health

Service) from major cuts. We must nevertheless seek

vigorously for sensible economies.,

Within this general framework we will need to consider several

different categories of public sector cases:—
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a, Nationalised industries: The circumstances of individual

public corporations vary widely and different considerations
and issues arise on each. Thus the "public utility®
corporations (electricity, water, gas and the Post Office)

are able, within limits, to set their prices at whatever level

is necessary to achieve profitability. Are we prepared to

(E;"“ leave them this freedom? If so, what steps are open to us to

impose other disciplines which will provide the necessary
incentives for efficient operation? Then there are industries
such as British Rail where it is unrealistic to expect their
{__*-ch3r593 ever to cover their costs. Obviously cash limits impose
a useful discipline but our decisions on BR financing will
effectively set the limit of pay increases they can grant or
the volume of services they can provide. The problem of
unprofitable railways which nevertheless provide an essential
service (eg for the London commters) is common throughout

the world. How far are we prepared to leave decisions of this
kind to the Railway Beard alone? The heavy basic industries,
such as steel and shipbuilding, form yet ancther group.

They face, in common with thelr overseas competitors, very
depressed markets and are inevitably passing through an
expensive phase of contraction. Here, too, we will need o
strike the right balance between the long term and the short.
Next, in a category of its own, comes the National Coal Board,
which ought to be profitable — the rising price of oil
benefits it as much as OPEC — and whose product is of
considerable long—term importance to our energy supplies and
the balance of payments, but which appears to be heading for
serious deficits. Do we ask them to take the whole strain on
prices, investment and pit closures? Or do we seek some
intermediate position knowing that this will inevitably draw
us into the industries' management decisions? Finally there
are the mainly manufacturing public industries ranging from
British Aerospace to British Leyland where ocur basic cash
limits doctrine can probably be applied without very great
difficulty. Ministers concerned must investigate the situation
in the industries and corporations for which they are
responsible. Our basic aim should be to minimise the outflow
of central Govermment funds to the nationalised industries and,
where appropriate, to maximise the inflow.

S g
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b. Local Government: The last Government made various promises

about pay and Rate Support Grant which will take expenditure
this year beyond the published levels. We cannot go back on
these and we have added our own promises on police pay.

But many local authorities seem to have budgeted for quite
large cash balances, and we should not accept that any further
pay settlements should automatically attract RSG support.

If necessary they can draw their balances down, or trim their
services: and they must be made to take responsibility for the
consequences of their decisions. Looking ahead, we may well
want to trim the level of RSG support we offer for next and
subsequent years in order to encourage the authorities to
exercise restraint in their expenditure. We will alsc need to
consider what other means are available to us to promote
economy and efficiency in local government services, some of

which are extravagant and wasteful.

s The National Health Service: The CGovermnment finances
virtually the whole cost of the WHS. The Health Authorities

were told by the last Government that their cash limit would

be increased to finance this year's pay settlements for nurses,

NHS ancillaries and ambulancemen (and some other related groups):

and we confirmed in the election campaign that it was not our
intention to look for major cuts in NHS services. We need
nevertheless to find ways of improving the cost—effectivenecas
of the NHS where we are likely shortly toc face even bigger wage
bills following the Report of the Doctors and Dentists Review

Body.

d. Central Government: The main settlement for the non—

industrial Civil Service, based on pay research, was reached
Just before-the election. The existing cash limit covers only
about one—third of the cost. A research-based settlement for
the industrial Civil Service is due in July; it is likely to
put further pressure on cash limits. Other settlements to
come = for the Prison Officers and the TSRB grades — are likely
to be of less significance in cash terms. None of us is fully

satisfied with the operation of pay research, and we will need
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to look at it again. DBut detailed improvements in the pay
determination mechanism are not enough. We will need

substantial savings to offset at least part of the cost.

Of course the 'catching—up' element in present pay settlements
poses a once for all problem this year of exceptional magnitude.
Once we are back to a cycle of anmual settlements the scale of
our task will be reduced. Nevertheless, it is clear that we
need a sustained and contimuing effort to cut out waste, find
more cost—effective means of carrying out our policies and a
strong operation of priorities in Government expenditure.
Departmental Ministers must give this effort the impetus it

needs.

B ﬂnmnarabi]itz: We inherited a growing system for determining
pay in the public services on the basis of comparability. For the
non=indugtrial Civil Service the system has its origins in the

Priestley HRoyal Commission of 1953=1955 and has evolved into a

structured arrangement with the Pay Research Unit (PRU) to provide

data; a Pay Research Unit Board (of which Sir Derek Rayner is Deputy
Chnirman) to provide independent supervision of the PRU's activities;
and complex pay agreements between the Civil Service unions and
management governing the pay negotiations which are based on the

FRU evidence. Do colleagues agree that, whatever view we take on
the subsequent spread of comparability beyond the non-industrial
Civil Service, we should not overturn this structure: and that our
efforts mist be concentrated on improving it on the lines set out

in our Manifesto?

6. Similarly would it be counter-productive to seek to change the
three Review Bodies (Armed Forces, Doctors and Dentists and Top
Salaries) which have existed for some time and which have gained a
wide measure of acceptance? In the longer term we may need to
consider some rationalisation but it is of great value to have
authoritative and independent means for determining salaries in

these areas = including of course the salaries of MPs and Ministers.
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T Extending the comparability system through the Standing Commission
on Pay Comparability is however a different matter. It can of course
be argued that comparability provides a useful tool for determining

the proper 'rate for the job' in the public services (not the

trading corporations) and applying it by a means which minimises

the possibility of industrial disputes. And clearly there are a
namber of groups — nurses for example — where independent assessment
of pay is necessary and an experienced Standing Commission may have
advantages for this purpose over ad hoe inquiries. The danger however
is that like will not be compared with like and that a system,
apparently fair, will in fact become an engine for inflation.

We will need to consider cur attitude to the Standing Commission
separately on the basis of a paper which the Chancellor of the

Exchequer is circulating.

8. The Bargaining Climate: Our counter—inflation policy rests

heavily on the restoration of firm monetary policies, including
cash limits, and on a new approach to trade union power. But we
want to encourage responsible collective bargaining, and ocur
Manifesto therefore provides for 'open and informed discussion of
the Government's economic objectives ... 80 that there is wider
understanding of the consequences of unrealistic bargaining and
industrial action's This will require a resumed dialogue with both
sides of industry as well as in Parliament and more widely. 1In the
case of the unions should we seelt to hold them to the target they
accepted jointly with the last Government of reducing inflation

below 5 per cent by 19827 Or do we have a different approach?

Conclusion

q, We do not want to Tun an interventionist pay policy but we hawve
general responsibilities for the health of the economy and specific
responsibilities in the public sector. The main lines of our policies
are already clear. We must now work to apply them in detail =0 as to
achieve our common objective. I hope that the general discussion we

are to have in Cabinet will help us all in this task.
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ECONOMIC STRATEGY

al I attended this morning the Chancellor's first discussion on economic
strategy with his colleagues and senior officials. A number of
interesting points emerged in the subsequent discussion, of which the

most important are noted below.

2. Public Expenditure and the PSER

The PSBR, as you know, is presently reckoned to be around £10bn. However,
x e 3 N
it is not entirely clear whether this figure makes full allowance for
recent revisions in the estimated cost of existing policies or for

A _
the consequences of public sector pay settlements likely to arise from

the activities of the Comparability Commission. The Treasury are

investigating urgently to see how fully these factors have been allowed

for in their estimate, and we shall no doubt know the answer beforelong.
I am not myself satisfied yet that the £10bn figure reflects accurately

—

the true present position.

3 Timing of Income Tax Changes

There was some discussion of the very important issue of whether one
could in some sense bring reductions in income tax into force part of
the way through the present financial year. The Inland Revenue stressed,
as might be expected, the difficulties of doing this. They are, no
doubt, very considerable, but it will be interesting to see what they
amount to. 1 understood the meeting to conclude that the Revenue would
be producing a submission on this matter, which I believe Tim Lankester
has already been investigating at your request. From a policy point of
view, there seemed to be enormous advantages in starting the cuts half-

way through the year, if it can be undertaken without undue techniecal
difficulties.

4, Charges

You will remember that the Chancellor was inclined not to push too hard
with increases in school meal or prescription charges if there was to

be a substantial increase in VAT. Clearly, this is a matter on which it
1s not essential to make an instant decision. My impression from the
discussion is that there EE a very strong case for moving on both fronts.
After all, the previous Secretary of State for Education had proposed a

1
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10p increase in school meal charges last autumn, and prescription charges

have not been increased for many years. When the exemptions are taken

into account, the impact on the needy does not emerge as the Serious
issue which many feel it to be.

5. Capital Gains Tax

As I intimated to you the other day, there are a number of very serious
problems inveolved in indexing or tapering Capital Gains Tax. In terms
of the burden on what should be a short Finance Biil, dealing with CGT
could well turn out to be unjustifiably onerous unless a simple method

can be found for the time being. This the Chancellor is keen to do.

i _‘_"—'—-—-___,___‘

[+ The RPI

There was some discussion of the possibility of supplementing the RPI
with an index which takes into account cuts in direct taxes. Such an

indpx'ﬁ%ﬂ]d. as you know, come very close to being an index of the
standard of living. The Treasury pointed out that to compile such an

Tndex accurately is not likely to be easy at the moment, since the
present index of fhe RPDI is produced quarterly and in arrears. The

Treasury will shortly be given some paﬁg}s which we did on this issue
while in Opposition. My own instinct is that we shall not get very far
with this in the short run, and that the best way to proceed in
presenting the effects of the budget to the public will be to prepare
tables for specimen families showing the overall impact of price and
income tax changes attributable to the budget .

T Taxation of Short-Term Benefits

There was insufficient time to discuss this issue more than in passing.

The initial judgment was that it would be a matter for year two. The
technical complexities involved in this operation are, by any standards,
ery considerable and Lord Cockfield will be examining them with the

Revenue in the near future.

8. General Observation

Some quick jottings on the back of an envelope suggest to me that, even
if the £10bn PSBR forecast proves to be correct, the greatest difficul-
ties will arise on the expenditure side. For that reason, I would

e —

advise extreme caution in the very shu;i run before taking any decisions
which involve increased expenditure over and above what we have committed
ourselves to in the Manifesto. In particular, we should be cautious

2
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iz.zstahlishing the preliminary guidelines for the revision of Cash

Limits to deal with pay and price increases. 1 understand that you and
the Chancellor felt yesterday that it would be appropriate to "squeeze"
Cash Limits by about 2%. I would recommend that, if it is not too late,
no final decision be made on this until the basic budgetary arithmetic
iz a little clearer than at present. It may well turn out that, almost
regardless of the apparent practical difficulties, a slightly tighter
rein may be needed.

V. @

ADAM RIDLEY :
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10 DOWNING STREET

From the Private Secretary

MR. VILE

- PAY AND CASH LIMITS

The Prime Minister has now read Sir John Hunt's brief of
4 May on the above subject. ©She has made the following comments:

(i) On teachers' pay, she thinks the previous
Administration were quite right to oppose
the teachers' request that their comparability
study should be no more than an up-date of
Houghton. She thinks the previous Administration
were quite right to insist on "an honest
comparability study done with full weightgiven to
the non-pay terms and conditions of teachers
service".

On PAR, she has commented that the PAR studies
were well nigh useless and took up a lot of time.

On paragraph 7, the Prime Minister agrees that it
would be highly desirable to conduct early reviews
of local authority expenditure and NHS expenditure
with a view to identifying - and getting rid of -
waste. I will be commissioning reports from DOE
and DHSS respectively on these; but no doubt

Sir Derek Rayner will also have an important role
to play here.

On comparability, the Prime Minister cannot confirm
that comparability is the key to establishing
public service pay. (She has of course already
commented on this - see my note of 6 May.)

/The Prime Minister
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The Prime Minister agrees with Sir John Hunt's conclusion -
that Ministers or Ministerial Committees will need to be asked
at an early stage to produce papers and proposals on the wvarious
issues touched on in the brief, but she would first like to have
a general discussion in Cabinet, and with this in mind she would
be grateful for an annotated agenda which could be circulated to

colleagues.

i

P.S.

As regards the reports from DOE and DHSS ( (iii) above)
I would be grateful if you would let me have drafts of the
commissioning letters for me to send.

— o
S
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PRIME MINISTER

Summary and Timetable of Urgent Economic Issues

This brief summarises the most urgent economic issues which the
Government will need to tackle in the next few months. They are:~
(a) The Budget. The last week of May and the first week of June are

not available because of the Bank Holiday and the recess for the
European elections, Present Treasury thinking is that the best
date is 12th June. A Budget before the European elections would
be too soon for the new Chancellor to prepare and for colleagues
to take any related decisions. But to leave matters much after
12th June would leave too little time for the passage of the Finance
Bill. I am giving you a separate brief on the broad issues which
will arise on the Budget.

The CAP Price-Fixing. Negotiations will reopen in May. The

p———
outcome is important, among many other reasons because it affects

the net payments we will make to the Community Budget over the

next 12 months.
T ———————————

The FPiblic Expenditure Review. Decisions on the current year

will presumably be taken in the Budget context. You have more
time in which to re-examine the inherited expenditure plans for

later years. The annual PESC review of expenditure from 1980-81
e

onwards has already begun at official level, But this is a policy-
_—_.__-

e—- neutral exercise, confined to three questions: what can be afforded

within the already published totals: what adjustments are inevitable

—

for demographic reasons; and what options are available for

increases or reductions. You will clearly want to set new guidelines

for this operation, and I know that Treasury officials will have draft

proposals ready lor the Chancellor to put to Cabinet very quickly,
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If the spending agencies are to adjust their policies in good time

for 1980-81, you will need final Cabinet decisions in the autumn -
R,

and perhaps before then. The PESC exercise is carried out in

'constant price' terms and there will be a separate and difficult job
of setting cash limits for 1980-81, This will be particularly
important in the local authority field - see below.

(d) Rate Support Grant. The annual fixing of Rate Support Grant for

local authoritdes takes place in the autumn. The grant {ove_r
—
£9 billion in 1978-79 always has to be based on assumptions about

local authority pay and has important implications for both central
and local authority expenditure. Because you will be relying on

cash limits as an important element in controlling public sector pay,
S —————

you may want to give an earlier indication than usual this year of the

assumed, !
sort of pay increases to be asmewneed. This points to a decision on
e ——
the level of RSG for 1980-81 before the summer recess.

- Pay., The " d" end 31lst July. h iginal
(e) ay e "current pay round' ends on 31st July. The origina

White Paper governing the round ("Winning the Battle against

Inflation - Cynnd 7293) is presumably no longer operative but

31st July nevertheless represents a watershed., A number of key

problems will arise before that date. In particular:-

(i) you will want to consider how the Manifesto idea of "more

open and informed discussion of the Government's econormic
objectives' is to be pursued. The previous Government had
made a start on similar lines through bilateral talks with the
TUC and CEI but had not got very far when the Election intervened,
If any new exercise is to have an influence on pay bargaining

after lst August a very early start will be necessary;

your Manifesto had a clear line on pay bargaining in the public
corporations but still leaves detailed application to be worked
cut, e.g. some public corporations, such as British Gas, are

highly profitable and can "afford" substantial pay increases and
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others, e.g. British Rail, are permanent public pensioners
and cannot, in a strict sense, "afford" to pay wages at all,
Moreover pay settlements in some nationalised industries
inevitably read across to others, e.g. for manual workers in
the gas, electricity and water industries where there are close
historical links stemming from their common 'municipal’ past.
Luckily most of the public corporations' pay bargaining this year
has been completed., (The main outstanding case is the Post Office
where the offer made has just been rejected by a ballot of the
employees.) The reflection of these issues in the Government's
financial arrangements with the nationalised industries will
require quick examination if a coherent and disciplined framework
is to be embodied in the Government's public expenditure plans;
Similarly your own approach to pay bargaining in the public
services will have to be worked out in detail before cash limits
for next year are set.

A fuller brief on public sector pay and cash limits is being submitted

separately.

Immediate public service pay issues, You will be faced almost

immediately with the need for decisions on five public sector pay
issues: the pay of MPs and Ministers (on which the Boyle Report

should be available very shortly); the pay of doctors and dentists

(where the Report of their Review Body is to hand); the pay of other
e

"top salary groups' (covering e, g. judges, nationalised industry
chairmen, generals and senior Civil Servants) where the TSRB Report
is just available; teachers, where negotiations were postponed

because of the intervention of the Election (and where the Government

has a direct interest through RSG); and the broad mass of local

authority white-collar employees whose settlement date is 1st July.




SECRET

(g) Energy. I have sent you a separate brief covering the energy sector
where a number of difficult issues are outstanding. Among the most
urgent of these are:-

(i) Measures to cut oil consumption next winter in order to meet

our IEA and EEC obligations. Decisions are needed before

the summer recess,

(ii) Linked with this is the question of coal. The NCB is heading

for a major loss this vear and carries a fringe of heavy loss-

making pits in politically sensitive areas like Wales and
= — == L= e

Scotland. Early decisions on these could help reduce losses -
—

next year if not this. You will also need to consider how far
you are prepared to pay for extra British coal next winter to
replace oil or whether we should import more coal,

(iii) The reorganisation of the nuclear supply industry. By common

consent the present system will no longer serve and
reorganisation is long overdue., Delay will mean setting back
completion of the next batch of stations.

(h) Industrial Issues. There are a number of difficult industrial issues

which are bound to come up in the next few weeks., You may care
to note the following check-list of the more sensitive of them:-
(i) The future of the shipbuilding industry (badly hit by the world
shipbuilding slump and very expensive to maintain).
(ii) The equally expensive problem of the steel industry.

(iii) The almost certain early financial collapse of the Port of

London Authority.
(iv) Possibly the financial problems of Dunlop.

(v) Constraints on industrial development caused by planning

procedures (the CPRS are conducting a study) - with Moss

: e
Morran as the current leading case.
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(vi) Regional development with heavy expenditure, doubts about
the cost effectiveness of some of the techniques, but
continuing pressure for more money. This links with the
future of Government support for industry in general and in
particular the operation of the Industry Act 1972.

(i) The European Council. The next regular meeting of the EEC

Heads of State and Government is at Strasbourg on 21st-22nd June.

The quality of these meetings and the importance of the decisions

to be taken varies. But this will be your first appearance and the
proceedings are likely significantly to influence at least the
atmosphere, and possibly the direction, of EEC policy over the years
ahead. We are now the Community's largest paymaster but its third
poorest member. There is a lot to play for in terms of redressing
e

this imbalance. Iam sending you a separate brief about European

matters.

(i) The Economic Summit. This is scheduled to take place in Tokyo

on 28th-29th June. The attenders will be President Carter,
President Giscard, Chancellor Schmidt, the Prime Ministers of
Japan Italy and Canada, Mr. Jenkins as President of the EEC and
yourself. The Summit will be particularly important this year
because the international financial situation is still shaky (and has
not been helped by the larger than expected rise in oil prices).

The Summit provides a good opportunity to urge our partners to
react in a sensible manner,

(k) UNCTAD V. This triennial meeting starts in Manilla on Tth May and

may go on untl early June. With the MTNs more or less under
control and the framework of the Common Fund already agreed,
UNCTAD V could create less of a trauma for North/South relations
than did UNCTAD IV in Nairobi in 1976. But representation in the
final stages is normally at Ministerial level and there will be a good
deal of interest in the attitude of the United Kingdom Administration

to North/South issues in general and to aid in particular,
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CONCLUSION
2, There is a great deal to be done in a short time on these issues
(and inevitably others will arise in the normal course of business). The most

immediately pressing is the shape of the Budget and associated matters like

the money supply target, On these you will no doubt wish to await the

Chancellor's specific proposals. But close behind in terms of time, and

ahead in terms both of intrinsic importance and inherent difficulty, is the

development over the months ahead of a strategy for public expenditure.

And such a strategy will take you and your colleagues deep into a complex of

related issues such as relations with the nationalised industries, the finance
g —

of local government and the difficult realities which lie behind the adoption

of cash limits for central Government. One essential concern of the Cabinet

Office is of course to ensure that the work which clearly needs to be done,
and which Ministers wish to be done, is tackled in an orderly fashion and in
good time so that the Ministers have a sound basis for decision-taking. This
in turn relates to the structure of Ministerial Committees on which I will let
you have recommendations when you have made your main Ministerial

appointments,

l'-l-.[r:,""
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John Hunt
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PRIME MINISTER

PAY AND CASH LIMITS

This note seeks briefly to summarise the main features of the pay scene
and prospects at the outset of your Administration. In the light of your Manifesto
itis largely concerned with pay in the public sector.

Pay determination machinery

2. You have inherited five formal pieces of pay determination machinery.
They are:-
(a) The Civil Service Pay Research Unit and Pay Research Board.

(b) The new Standing Commission on Pay Comparability,

(c) The Armed Forces Review Body.

(d) The Doctors and Dentists Review Body.

(e) The Top Salaries Review Body.

3. The first three of these base their recommendations on "comparability"
(i.e. the systematic assessment of the going 'rate for the job'). The last two
are influenced by comparability but their recommendations, e.g. on doctors or

Members of Parliament, also have a judgmental content. The PRU and the three

Review Bodies have a long history and well-established procedures and
techniques. The Standing Commission is new and reflected a decision by the
previous Government to allow a substantial extension of the comparability

principle into pay determination in the public service in its widest sense, i.e. in

all of the public sector excluding only trading bodies like the nationalised industries,

Although new, the Standing Commission already has a number of remits to fulfil
extending from local authority manual workers to nurses. You will wish to
consider at an early stage whether to accept the continuation of these various
pieces of machinery and in particular whether to seek to cut back on the Standing
Commission or to continue to leave it available to any public service group in the

non-trading public sector where both sides agree to call on its services,
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4. The previous Government had already begun the process of secking to

establish an annual economic assessment with the TUC and the CBI to inform

future wage bargaining. You are committed to a rather similar idea in your

Manifesto. If progress is to be made an early start is needed. The idea has
long been advocated by the CBI and you should find a ready acceptance by them.
The TUC, on the other hand, may seek to claim that the understandings they had
reached with the previous Government were specific to that Government and that
all bets are off. Such an attitude is however more likely in relation to their
commitment to achieve a reduction in the rate of inflation to below 5 per cent by
1981 (where the TUC would in practice have found it very difficult to agree on the
specific implications of honouring that commitment) than to taking part in a joint

assessment of the economic outlook, The trouble of course is that no economic

= — —_—

assessment can be divorced from policy on taxation and public expenditure, where

views are influenced more by political judgment than by cold analysis, so thata

tripartite agreed analysis is probably not attainable. MNevertheless the process
of education is valuable in itself as is the impact of discussion on expectations.
German experience is particularly relevant here. You will need to arrange for
early thought to be given on the best way of proceeding.

FEarly public sector cases which will require Government decision

. 5. Large parts of the public services and the nationalised industries have
already concluded their pay negotiations for this year but there are a number of
outstanding issues and negotiations still to be settled. The most important of
these are likely to be:-

(a) Armed Forces. You are committed to increase the pay of the Armed

Forces. The Review Body's recent report giving their recommended
full rates of pay for lst April 1979 is available and its implementation
need cause no difficulty in itself. There would however be some
problems of overlap given that the pay of senior serving officers is
handled by mthcr than the AFRB. Without special action for

1 -
them inverse pay differentials would result from the full and immediate

implementation of AFRB report, e.g. Brigadiers would be paid more
R —

than Major Generals,
=
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(b) Doctors and Dentists. Like the Armed Forces the Doctors and Dentists

Review Body (DDRB) produced a report last year which showed that yvery

substantial pay increases were needed to bring the Doctors' and Dentists'

—

pay up to date following the period of pay restraint. The then

Government agreed that these increases should be paid in stages -
—

10 per cent last year, half the balance on lst April this year and the

remainder on lst April next year - with both this year's and next year's

stages being updated to current levels, The DDRB report on what those

current levels should be on 1st April 1979 is now to hand. The

presentation is complicated because the report also deals with the new
contract for senior medical staff. Early decisions will also be needed
on:=

(i) Whether this year's updating is acceptable to the Government.

(i1 ) Whether the cost of introducing the new contracts is acceptable
to the Government.

(iii) Whether, like the Armed Forces, the outstanding payment due
next year should be brought forward to this so that the
acknowledged anomaly is fully corrected at the outset of this
Parliament. So far as I am aware, the doctors have not yet
argued for this but it would be surprising if they did not press
for parity of treatment,

(c) The "top salaries" groups. The Top Salaries Review Body covers a wide

range of senior public appointments ranging from Members of Parliament
and Ministers to senior civil servants, senior officers in the Armed
Forces, judges and the Chairmen and Board members of nationalised
industries, These groups, too (with the exception of MPs and Ministers),
had a report last year recommending substantial increases in pay as a
catching up operation. The then Government accepted the proposals in
principle subject to staging over this year and next but with an important

— ——
difference as compared with doctors and soldiers. This was that the

Government expressly deferred a decision on whether the recommended

— — —

——
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pay rates should be updated in 1979 and 1980 to take account of

" developments since the main report was produced in early 1978, The

"TSRB has however now reported on what it believes the updaﬁg should

—

be for 1979. The Government therefore needs to decide whether it will

accept the proposals for updating included in the latest TSRB report.

You may also care to note that, as with the Armed Forces, there can be
problems in Civil Service pay structures arising from the fact that grades
up to Assistant Secretary are handled through PRU and more senior
officials through the TSRB. The particular problem here is that the
TSRB's latest report recommends salaries for Under Secretaries below
those which PRU evidence suggests for Assistant Secretaries. This has
happened before and has been met by cutting back on Assistant Secretaries'
pay. Buta conscious decision will be needed.

Members of Parliament and Ministers. The TSRB report on the pay of

MPs and Ministers is in a different category because it is the first report
on their pay for many years. The Government will therefore need to
decide ab initio:-

(i) Whether it accepts the recommendations of the report.

(ii) Whether itis prepared to implement them at once or to provide

some form of staging for implementation over a future period.

In handling all of these cases, other than the Armed Forces, you and your

colleagues will need to balance the case for getting rid of old anomalies quickly

(including the political case that any increase for the higher paid arouses
opposition and that staging therefore prolongs the presentational agony) against
the immediate cost of full implementation and the repercussions on other groups,
e.g. the police, the nurses, the non-industrial Civil Service, who have accepted
varying degrees of staging for their outstanding claims.

(e) Local Authority non-manual employees. The local authorities' white-

collar (APTCS) grades, largely represented by NALGO, are due for a
pay settlement on 1st July, Although they have traditionally sought to
strike their own bargains without reference to "comparability" (and may

have done rather better from this than they would on a strict "fair
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comparisons' basis) they may well this time press for "comparability"
and a reference to the Standing Commission. The problem with local
authority pay settlements is of course that they involve an underlying

i
battle between Government and local authorities about who should pay

the cost. On recent form the local authorities will only make an offér
m::y_have a Government assurance that Rate Support Grant will be
forthcoming because otherwise the cost of any settlement above what is
already allowed in RSG falls on the rates. This question is part of the
wider issue of the control of public expenditure by local authorities and

the drain on central Government resources represented by the RSG to

/’r which your Government may want to give a good deal of attention in the

public expenditure review.

() Teachers. Negotiations on teachers' pay continued up to a late stage in

the election campaign and were then deferred at the Government's request

until the election was out of the way. The basic issue dividing the two
sides was that of the terms of reference for any comparability study.

O.%The teachers saw the purpose of a new study as up-dating the Houghton

report (which was particularly generous to teachers) and wanted terms
of reference framed accordingly. The management side (including the

Government) wanted an honest comparability study done with full weight

f{ given to the non-pay terms and conditions of teachers' service. If the

n:g_cﬁaﬁons do not lead to agreement the teachers enjoy a statutory fall-
back right to arbitration which they have so far been reluctant to

exercise. Negotiations will have to be resumed very quickly now that

—

the election is over.

(g) Post Office. At a very late stage in the election campaign Post Office
employees rejected by ballot the terms of a pay offer made to them in
negotiation. The negotiations must therefore be resumed at an early
date. The Government will need to decide what guidance if any should

be given to the Post Qffice,
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Cash limits
6. Cash limits are central to your approach to the contrel of public expenditure,
and indirectly of pay levels in the public sector. There are however two points
to be made:-
(a) The degree of control exerciseable through cash limits varies depending
on the particular part of the public sector in question. The key

distinction is whether the Government itself is the sole paymaster or

one among several. In central Government and the NHS the Government

is the sole source of finance. If you set cash limits here, and stick to
them, excessive pay increases (over and above those for which you have
allowed in setting the cash limits in the first place) will inevitably and

necessarily result in a reduction in the number of staff employed or the

volume of goods and services bought. In the case of the local authorities,

6l per cent of expenditure in England and Wales is met by the RSG and

—

684 per cent in Scotland. A decision to set a cash limit on the amount

of RSG provided, therefore, puts the burden of adjustment, whether

through rates, charges, alterations in balances or the volume and quality

of service provided, on the local authority concerned. In the case of the

nationalised industries, the proportion of Government finance provided
to them varies from industry to industry. The balancing factors are

prices, employment, investment and the quality of service. Moreover,
— —

with the nationalised industries, the nature of the "cash limit" varies,

In some it will be a limit on their borrowing from the National Loan
il e

Fund. (Though the British Gas Corporation, for example, is a net

repayer of Government borrowing.) In others it will relate to specific
subsidies (e.g. those to British Rail and some of the payments to the
National Coal Board). In yet others it will relate to deficit financing,
whether described as borrowing or not (e.g. British Steel), This does
not mean to say that the concept of cash limits is inappropriate to these
industries. Butit does mean that the financial arrangements with each

will need to be tailored to its particular circumstances.

27T
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(b) Cash limits are not a painless instrument of financial control. In central
Government, for example, the application of a cash limit to a
Department can have three quite separate and distinct effects:-

(i) Itintensifies the search to cut out waste in administration, And

it must be true that in any organisation as large as the Civil
Service there will be waste in some areas. The real problem

is to carry through the detailed and searching enquiries needed

to bring waste to light. There is of course already a substantial

apparatus of staff inspectors etc. who carry out detailed surveys

C—-—-- but the real problem is to motivate the line managers. Many

are cost-=conscious and do their not inconsiderable best to

economise. DBut top management is generally too involved with

policy and the needs of Ministers to get deeply involved and itis,

unfortunately, very rare indeed to find a Minister who takes a

personal interest or is willing to devote time to the detailed,
e

and in personal political terms unrewarding, work required.

You have I know your own ideas about how the 'war on waste'
should be conducted.

(ii) Itintensifies the search to find ways in which the objectives of
policy could be achieved by less expensive means (the Treasury

have expenditure on housing in their sights as an example here).

Success here depends on a lively and imaginative input by
Ministers (the Programmes, Analysis and Review arrangements -
PAR - have tended to wither precisely because Ministers react

o Y against the disturbance and interference with their own parishes

b
et : 4‘ hﬂ" hich can result), The possibilities are nonetheless worth
L b

systematic identification.

(iii) Finally, it causes Departmental Ministers to rethink their priorities
50 as to identify the functions they are prepared to drop in the
interests of economy., Politically this is the hardest of all.
(Every expenditure and every policy has its own lobby.) And

of course it is here that Departmental Ministers most hesitate
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to act because they are at the receiving end of the pressure
groups' attentions, But no serious programme of cuts in public
expenditure and no serious intent to hold to cash limits can
succeed without a realistic assessment of priorities, Again you
will need to decide whether some external 'input' would help
Departmental Ministers.

T. Of course central Government expenditure is most subject to your control.

f But many substantial sums of public money are spent through the local authorities
|

| and the NHS in both of which, by common consent, there is a good deal of "waste'.
Local authority expenditure is particularly difficult to control - and attempts to do
80 mﬁ lead into very difficult areas of relationships with independent-minded and

elected authorities. The prize however could be substantial, The NHS is in an

intermediate position. Itis wholly funded by Government but enjoys a good deal

of autonomy and is riddled with difficult characters (especially the professionals)

besides being a political minefield. You will want the responsible Ministers to turn
in quick and thoughtful reports on the possibilities.

Looking ahead

8. Given your Manifesto commitments, your administration will escape the
treadmill of private sector cases which took up so much of the time of your
predecessors. You will however still have an inescapable responsibility for pay
in the public services. The main issues to which you may wish to direct
attention are:-

(a) Do you confirm that 'comparability' (properly carried out) is the key to
O « ke~

L

stablishing public service pay?

b) If so can improvements be made in the machinery and techniques for
carrying it out? In particular do you want to work towards the merging
of the present five Boards, Commissions, etc? And what can be done to
improve the methods used to determine true comparisons? This is an
area in which you might like to commission an early report by officials

to serve as the basis for Ministerial discussions,
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Conclusion

9. There are a number of specific decisions which you will have to take
quickly, mainly relating to specific pay cases; you will need to launch quickly a
national debate on the economic outlook and this involves deciding how, wiir_eiand

iy B L~ L e e —_—
with whom the debate is to be conducted; you will need to begin the process of

settling cash limits for 1980-81 and to settle the level of RSG, before the summer
Recess; and you will need to begin quickly a searching examination of public
expenditure, including in that examination a search for areas where, and the
techniques whereby, waste can be eliminated, new and cheaper ways found of
achieving agreed objectives, and priorities established so that functions can be
jettisoned to lighten the ship. In all of this you will inevitably get drawn into
questions of pricing, investment and employment policies for the nationalised
industries, the whole difficult area of local authority expenditure, efficiency and
finance, and the question of charges for services at present free or higher charges
for services at present provided too cheaply. At the same time you will be
concerned with redressing the balance in pay bargaining by the various means
outlined in your Manifesto and you may find that you have to go on to consider
more fundamental questions like the structure and organisation of the British
trade union movement. And you will want to think through the machinery for
public service pay determination.

10. The handling of these issues within Government will depend partly on the
decisions you have yet to take about the Committee structure and possibly wider
machinery of Government issues. Nevertheless itis clear that at an early stage
you will want to give a series of remits to Ministers or Ministerial Committees

——— ——

to produce papers and proposals on the sorts of issues touched on in this note.

You may also want to precede the issuing of specific remits by a general

discussion in Cabinet., If you wish we could readily produce an annotated agenda
e

for you to circulate to your colleagues,
Q""‘-l-__

o

(Johfi Hunt)

q!)r




PEE?GHAL & CONFIDENTIAL
HM Treasury

Parliament Street London SWI1P 3AG

DiectLine  01-223 3016
J B Unwin Swwichboard 01-233 3000

Undar Secrelary F 19?9

T P Lankester Esg
10 Downing Street
LONDON SWl

(]

I enclose on a personal basis copies of the two
general briefs on the economic outlook and the
Budget that we are giving the new Chancellor.

2. If you have any queries, please give me a
ring (or Margaret O'Mara if I am not available).

AN

PERSONAL & CONFIDENTIAL




CONFIDENTIAL

OVERALL ECONOMIC OUTLOOK
Note by the Central Unit

This note summarises the economic prospect facing the UK over both the short and medium
term. It does not make any policy recommendations but is intended to set the general
background to the major policy decisions the Chancellor will need to take in the next

few months, especially those which concern his Budget (see brief A2). Separate briefs

and submissions will be available on individual subjects and policy issues,

THE SHORT-TERM PROSPECT

2.  The forecasts on which the assessment below is based contain a number of policy
assumptions which broadly reflect the position from which the Chancellor is starting and
imply no judgement about the policies he may himself wish to adopt. On taxation they
assume the indexation of the main personal allowances provided for in the recent Finance
Act but no increases in the specific indirect tax rates. On public expenditure they assume
the plans of the previous administration broadly as set out in the last Public Expenditure
White Paper (Cmnd 7439), together with the Chief Secretary's Statement of 23 February

on the operation of cash limits in 1979-80. The forecasts are necessarily uncertain and
subject to significant margins of error but will provide some indication of the likely develop-
ment of the economy during 1979-80. Revised and more detailed forecasts will be submitted

in 2-3 weeks.

(il Earnings and prices

3. Pay settlements in the year ending July 1979 are likely to lead to earnings increases
averaging 13-14 per cent with the public and private sectors faring about equally. In the
absence of major policy initiatives pay increases in the economy as a whole may well

remain at about the same level in the 1979-80 pay round. This assumes that comparability
agreements are extended to some further public sector groups and that as a result earnings
in the public services rise by 18% which is significantly more than in the rest of the economy.
This represents a bunching together in 1979-80 of a "catching up" process covering large

parts of the public services. Prices will probably be rising faster this year than last.

Even with no increase in indirect taxation, the RPI will probably rise by around 10-11 per cent
during 1979 and by a similar rate during 1980.
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(ii) Growth

4, Although the economy grew by around 3% in 1978, growth is likely to be around
only 1% per cent in both 1979 and 1980 and will probably be insufficient to prevent some
rise in unemployment. The main problem is the failure of domestic industry to match
growth in demand by increased production - in 1978 consumer spending rose by 5% per
cent while manufacturing output grew by less than 1 per cent. Company profits are likely
to remain low, reflecting a depressed domestic economy and an uncompetitive level of
labour costs, but because of a low rate of stockbuilding and a downturn in the level of

investment no widespread liquidity problems are foreseen.

(iii)} Balance of payments

5. The current account of the balance of payments should remain in approximate balance
in 1979 though it seems likely to move into deficit in 1980, largely as a result of the loss
of competitiveness. In addition the capital account is likely to be weakened by a reduction

in inflows by foreign oil companies to finance North Sea oil development.

(ivi PSBR

6. On unchanged policies, the Public Sector Borrowing Requirement (PSBR) is expected
to rise from just over 5 per cent of GDP (£8}% billion) in 1978-79 to some 5.3 per cent
of GDP (£10 billion) in 1979-80.

(v)] Domestic and External Monetary Policy

7. Continuation of the 8-12 per cent target range for the growth of EM3 has been assumed
for 1979-80. Achievement of that target with existing fiscal policies would almost certainly
require a rise in interest rates from the current levels. The recent upward movement

of the exchange rate is likely to continue throughout most of the current quarter but then

to be reversed in line with the deterioration in the balance of payments referred to above

and the prospects for the money supply and inflation in the UK compared with other countries,
The consequence of this would be an effective rate of around 60-62 by the end of 1979-80.

8. From this summary of the short-term prospect, it is clear that the economy faces

two major and inter-related problems: a rising rate of inflation and slow growth.
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9.  The projected rise in the rate of inflation this year is largely due to high growth

of earnings in the 1977-78 and 1978-79 pay rounds. Control over the rate of inflation

is a precondition for sustained economic expansion and higher growth. Higher rates of
inflation tend also to be unstable. They create uncertainty and reduce the willingness

of companies to invest, particularly as they are inevitably accompanied by high nominal
interest rates. The value of personal savings is eroded and this makes consumers less
willing to spend. The effects of domestically generated inflation also tend to be reinforced
from the external side. The balance of trade and output will be adversely affected insofar
as there is a loss of competitiveness through the exchange rate failing to respond on the
lines described above,

THE MEDIUM-TERM PROSPECT

10. Attempts to predict the course of the economy further into the future are even

less certain and also subject to large margins of error, Recent trends in the international
environment and in the UK's performance give no grounds for expecting a rise in the sus-
tainable rate of growth in the early 1980s or an autonomous decline in the rate of inflation.
Only a substantial improvement on the supply side of the economy is likely to warrant

expectation of a significantly better outcome.

(i) Productivity and Growth

11. The underlying growth of productivity has declined in recent years and on present
prospects there is no reason to expect any early improvement. The fall in productivity
has more or less offset the contribution that the rise in North Sea oil output and the faster
growth of the labour supply have made to the economy's productive potential. In time,
faster growth of output could lead to a recovery in the growth of productivity but until
inflation is contained and competitiveness improved there is little prospect of achieving

a sustained increase in growth. Lying behind these trends is a long history of industrial
inertia, inefficiency and lack of innovation, and on present prospects it may well be difficult
for the economy to sustain growth much above a rate of 1-2 per cent over the next few
years. Since about half of this would represent an increase in North Sea oil output, the
prospects for the rest of the economy, particularly manfacturing, are extremely worrying.
Such slow growth may well lead to a continued rise in unemployment but it is difficult

to predict the increase with any accuracy.

(i) Competitiveness and trade performance

12. The adverse trends in Britain's trading performance in manufactures have also been
a major factor depressing the economy's growth. Exports of manufactures have risen
at less than the growth rate of world trade (though there has been some improvement
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in performance in recent years) and imports of finished manufactures have risen much
faster than the growth of the domestic economy. UK labour costs have risen at a much
faster pace than our main competitors' and this has been compounded recently by the
appreciation in the effective sterling exchange rate, reflecting in part the direct and
indirect effects of North Sea oil and of domestic monetary policy. As a result large parts
of British industry have become uncompetitive - over the past two years, UK labour cost
competitiveness has probably worsened by about 10 per cent. The benefit that North
Sea oil has brought to the balance of payments has been largely offset by a deterioration
in non-oil items. Though the current account has been close to balance in the past two
years, and may not be far from balance in the years ahead, this has to be seen against
the background of a generally depressed economy and a major contribution from North

Sea oil.

(iii) The PSBR and Monetary Prospects

13. An important implication of the poor growth prospect is that, on present public

expenditure plans (which assume a 2% annual growth path, which is higher than the prospect
for the growth of the economy as a whole) and unchanged tax rates, the PSBR would increase
both in absolute amount and as a percentage of GDP. In consequence, even to contain

the growth of the money supply, substantially higher nominal interest rates could well

be required. A reduction in the PSBR would reduce the growth prospect even further,
o

at any rate for the First year or two.

B

WORLD ENVIRONMENT

14. The problems of high inflation and low growth are common to the majority of indus-
trialised countries, although the UK suffers more than most. They are likely to be intensi-
fied in the short-term as a result of the loss of a substantial proportion of Iranian oil exports.
Over the medium-term too there is little sign of a return to the trend rates of growth

in world trade experienced in the 1960's and early 1970's and on average, GNP in the indus-
trialised countries will probably rise by only 3 per cent a year, compared with an average
growth of 5-5} per cent in the decade to 1973. We cannot therefore rely on the expansion
of other economies to extricate us from our own difficulties, In a number of international
fora - IMF, OECD, EEC and the seven power summits - a lot of effort has gone into the
negotiation of international programmes of concerted action, These are helpful as an
assurance against a major world recession; but they should not be expected to improve
more than marginally the outlook for the UK, as described in this brief.
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15. Most outside forecasters share the above gloomy assessment of the problems in
the medium-term. There is little consensus, however, about the effects on the economy
of major policy changes. The main issue for macro-economic policy, in the immediate
future, is how far to press anti-inflationary policies, such as strict fiscal and monetary
policies, with their probable damaging effects on profits, output and employment in the

short-term at least. The major problems in the economy may be helped by successful

macro-economic policies to some extent - for example, lower inflation and reduced expecta-

tions of future inflation would encourage investment. But these major problems seem
to stem from deep-seated attitudes and rigidities in both management and the work-force

and require fundamental improvements on the supply side of the economy,
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General Government Account and public sector borrowing reqiurement

(Positive sign = receipt)
£ million

General Government receipts 1978-79

Taxes on income 22555
Taxes on expenditure 18713
National Insurance contributions 10080
Local authority rates 5996
Gross trading surpluses 219
Rent dividends and interest 6421

Total current receipts 63984

General Government Expenditure

Final consumption =33505 -38667
Current grants -20345 -24387
Subsidies -3714 -4Z11
Debt interest -7655 -8720

Total current expenditure -65219 -75985

Current surplus =-1235 -1434

Investment and stockbuilding -4630 -5411
Capital grants -1861 ~-1973
Taxes on capital 938 1015

Net acquisition of financial assets -6788 -7803

Net lending to public corporations -1513 -Z899
Other net lending -396 -47
Other adjustments -9 =366

General Government borrowing requirement -B706 -11021

Public corporations' borrowing other than from general
government (Positive sign = repayment) : +248 +912

Public Sector Borrowing requirement -8458 -10109

Note: Showing figures to the nearest £1 million does not imply accuracy of this order. Error
margins for PSBR forecasts are normally considered to be in the region of £2000 -
3000 million.
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BUDGET
Note by the Central Unit

This note assumes that the Chancellor will wish to introduce an early substantive Budget

(a separate submission will recommend 12 June as the appropriate and earliest feasible

date) and its purpose is to draw attention to the main policy issues on which urgent decisions
will be required. It is to be read in the context of Brief Al which summarises the overall
economic outlook; and more detailed briefs on the specific tax and other policy issues

referred to will be available to the Chancellor separately as he requires them,

Money Supply and PSBR

s As we understand it, the Prime Minister and the Chancellor will regard a progressive
reduction in the rate of growth of the money supply as the main priority in the task of
mastering inflation. The Budget, and the fiscal policies contained in it, will therefore

be structured to give effect to this intention.

3. In the Budget the Chancellor will be expected to announce the monetary guidelines
for the 12 months to mid-April 1980 and he will therefore need to consider the desired
growth of the money supply over this period. At present the growth of the money supply
is expressed as a target range for the growth of EM3, which has been rolled forward for
a 12 month period at six monthly intervals. The current 8-12 per cent range applies to

the year ending mid-October 1979,

4. In setting a new target a judgement will have to be made on two closely related
questions: the main influences on £M3, and the effect on the economy of different target
ranges for the growth of the money supply. The main policy decisions that affect the

growth of £EM3 include - the size and structure of the PSBR; external policy, in particular

the possibility of any substantial intervention to influence the exchange rate; the acceptability
of the prospective level and pattern of interest rates; and direct controls on the banking

system (eg, through the use of the S5D scheme).

5. On existing policies (which include the indexation of the main personal allowances

as in the April Finance Act at a full year revenue cost of about £1 billion and the implemen-
tation of the petroleum revenue tax increases estimated last August as worth about £140 million
in 1979-80) the PSBR in the current year is forecast at around 5.3 per cent of GDP (about

£10 billion). Attached at Annex is a table showing the main revenue and expenditure com-
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pt‘m.i On any view of its composition, some reduction will be required to keep the

money supply within the existing 8-12 per cent range during 1979-80 and to allow some

further reduction in interest rates, let alone achieve growth within a lower target ranpe
1 E &8 E

should the Chancellor decide on this for this year.

6.  The PSBR is thus one of several factors to be taken into account in assessing how

to achieve a desired growth of £M3, but it has assumed a special importance in view of

its direct effect on market expectations. The previous Chancellor was committed to

keep it to around £8.5 billion in the current year, However, its composition is in many
respects as important as its size both in terms of its direct monetary effects (eg, the

extent to which there are offsetting changes in bank lending) and in its effect on market
confidence. For example, increases in the PSER resulting from income tax reductions

are likely to be more acceptable to the market than increases resulting from public expendi-

ture changes.

Fiscal Options

7.  To give the Chancellor a preliminary view of the implications of the main options

he is likely to want to consider, a rough guide to the effect of some different possible

tax changes is provided in paragraphs 10 and 11 below. More details are given in the
separate tax briefs. It will also be possible to provide "ready reckoner” estimates of the
effects of these and other tax changes on output, prices, the PSBR and other economic
variables. (In relation to these it will be important to bear in mind that the PSBR cffects
of individual changes are not strictly additive; and that they do not bear a constant relation
to the full year revenue effects, some being more PSBR 'rich' than others.) However,

a full analysis, taking account of all the interactions, will require a more complete forecast,
This will enable us to provide the Chancellor with some indication of the change in interest
rates that could be necessary to keep the money supply within the desired range given

the other elements of policy referred to above. We shall also be able to give an indication
of the likely effects on the economy, including the short-term effects on demand and
employment, of PSBRs of different size and composition, in combination with different

interest rates, within the monetary limits on which the Chancellor decides.

8. In addition to the achievement of his monetary objectives, the Chancellor will also
want to make an immediate start on the manifesto commitment to reduce direct taxation.
In order to pay for this, both public expenditure cuts and increases in indirect taxation

will be necessary.

(i) Public Expenditure

9. Decisions on public expenditure, including cash limits policy and this year's social

security uprating, will need to be discussed with the Ministers concerned and will therefore
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havegto be pursued very quickly if they are to be announced in the Budget, The Government
wil (¥ any case want to hold a major review of the medium-term public expenditure plans,
but for the Budget it will be necessary to concentrate on those things which will have

an immediate impact in the current year. This limits the field, but a significant contribution
from public expenditure cuts is desirable, both to avoid putting undue weight on increases

in indirect taxation, and as a first step towards the desired shift in the share of the public
sector in national resources. The possible candidates for early cuts, including possible

sales of assets, are described in brief.

(ii) Indirect Taxes

10. In considering indirect tax increases the Chancellor will wish to take account of

the effects on the RPL. As a very broad rule of thumb, each £1 billion in additional full-
year revenue raised from indirect taxes will add about 1% to the RPI. For example, raising
the standard rate of VAT to 121% to bring it into line with the hizgher rate would add

about 2.1% to the RPI while bringing in about £2,250 million in a full year. (Because of

the late date of the Budget, however, and the time lag in collection of VAT receipts the
revenue in 1979-80 would be only about £1,200 million.) Increases in the specific excise
duties would be likely to add rather more to the RPI than an increase in VAT yielding

the same revenue, depending on the composition of the package.

(iiif) Direct Taxation

11. The scope for making a start on the manifesto commitment to reduce income tax
at all levels will depend on the size of the income tax package which the Chancellor judges
would be compatible with his other objectives, including the possible increases in the

indirect taxes referred to above and the resultant level and composition of the PSBR.

The best means of dealing with the poverty trap through the income tax system is to raise

tax thresholds. Each £10 added to the single allowance and £20 added to the married
allowance cost together rather over £100 million in a full year. At the top of the scale,
to cut the top rate of tax on earnings to, say, 60 per cent and to restore the value of the
bands to their level at April 1973 would cost about £1 billion in a full year, If in addition
the Chancellor wished to make any substantial reduction for those on middle incomes
this could be done only by a reduction in the basic rate: the revenue cost of this in a full

year would be about £} billion for each penny taken off.
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