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THE ECOROMIC OUTLOOK meeting

at CRD, January 9th, 1975. . Y
“Guests: F. Blackaby WIESE
. : P, Ormerod
P. Neild Philips & Drew
T. Burns London Business School

For some time it has been normal CRD practice to arrange
an informal discussion with the NIESR economists responsible
for the econcmic Porecasts in the Institute's Review.
Latterly Paul Neild and Terry Burns have joined us and their
copbined Forces assure an illuminating debate. The latest
meeting was of more than usuzl interest. This note records
the main points made by each participant in hig asgessment of
the ocutlook; some general conclusions which emerged; and
gome of their wider economic and political implications.

Paul Neild began by expressing optimism about the
Governmentls counter-inflationary policy. A Stage II could
.. be feasible with B-10 per cent annual growth in average
“s.earhings (including drift) and there mighi well be scope for
increasing living standards in 1377, though after a period of
further austarity. The economy would start to turn up before
long, though destocking {in the short run) and the certainty
of another year of feeble investment would ensure that the
upturn was later and less vigorous than Ministers are suggesting.
Although no=-one could claim that the public sperding declsions
1ikely in the next Few weeks would be compatible with the degree
of monetary restraint which is desirable, there was no serious
1ixelikocod of an early or violent inflationary upsurge. 197;
would look better than 19%6. In all probablity histery wOul
time reve at the lationary pressures might not emerge
£111 1978 unless some unforeseen revolt againgt the Govermment

occurred.

The most Frightening problem was the balance of
AYTENtS . Even alleowing For North Sea oif, & chronic trade
%:EIE:'% Gf £1% billion or more seemed likely for several years.
. e Pirst problem would be to borrew mere Foreign exchange.
IF, &8 Neild fears, cur needs will outrun the funds available

on acceptable terms, ther the pressure for import controls
wuld mount to unheard of leve%s. o ~ -

Blackaby and the NIESE take a distinctly gloomler -
central view of the courze of the domestic economy and of the
Talance of payments, but stress that the margin
surrounding forecasts of the latter are 50 vast that a dramatic
improvement could not be totally ruled out over the next year
or tw. They guspect that the Foreign exthange we need can
probably be cbtained somehow or other, but that the economy
will kave to hold to a much more modest growth path in the next



,:\ emplaoyment which the Govermment can scarcely give whether the
o\bargauu.ng takes place tomorrow or im the autumn.

wpsving than in the past, whatever it may be capable of, since
the trade deficit will otherwise be unacceptable large,
%ﬂckaby and Neild are both keen that the axchange rate

1d depreciate fully to maximise our longer term changes
mde balance. Howaver, the time-lags batween
exchange rate changes and subsequent B of P improvementz are
?2-4 years, which make it very late to 4o much about 1976 or
1977_] Bven if the balance ¢f payments can somehow or
otheT be Ffinanced, the NIESR believe the Govermment Face grave
problems in their §elatmns with the unions. The cause of it
will be a2 combinatiohi of the high level of unemployment
experienced In 1976 and the Ffear ~ correctly Felt ~ that little
can be done to get the level down to any marked degree in 1977

or later., The Chancellor will have difficulties over the
tiﬂing of the negotiation of Stage II. He will want it tied
up before the Budget both so that he knows where he stands and -
.80 that he can use the measures he introducas m the Budge: ]

*some commitments From the unions. All g
i t

burden via tAresholds & Yet the unions will vant £o
Bargaint as Iate as poss:.Ble, and will want assurances about

NIESR believe - drawing, I suspect on their official
centacts - that the Price Commission is certain to have to
police Stage IL ir the same way as Stage I, and that if
agreement can be reached aver pay norms, these will involve

an "£X + Y ¥" Porwmula operated for large groups of workers such
as plants or fivms. .

Blackaby (who is a staunch anti-monetarist) prophesised
that 1976 would be a year in which PSBR and money supply disputes
would dwindle inte insignificance.

) T%_f'rz Burng did not disagree Pundamentally with the .
other outsiders, Dut put Forward a nmumber of more Fundamental
propositions about the way the economy behaves and is likely to
develop. The IBES have recently been analysing the longer—
term outlook (indeed they will publish some of their work in
the Sunday Times Business Mews bafere very long). Two key
propositions emerge. K

Unemployment is likely to reach at ;Lga;;"hag million
(&8, s. adj.] thHis ve i i To fall much below
1.2 million i . On almost any set of assumptiions about
Gy 1t will stay atr gver 3 million throughout the next
economic ¢ %ﬁe Balance of trade 1s llkely to be worse
76 than m 1975 and to remain chroaically in substantial
ic Furthermore, it is not obvious that & latter

problem can be dealt with by allowing the exchange rate to
Fall, For beyond the ghort temm the ingreases in domestic
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prices consequent upon higher import prices will, when allowed
to work themselves out freely {i.e. iF there is no effective
incomes palicy, or if the wage norm is allowed to adjust to
higher prices as under the s¢cial ¢ontract), lead ultimately
t0 a commensurate increasé in home prices whick totally wipes
out the initial restoration of competiveness. If, on the
other hand, there is some kind of incomes policy, then that
will be undermined as old Stages II and III were by rising
jmport prices cutside our control. 8¢ whatever assumpticas
ong makes about counter-inflaticonary pelicy, the econom

appears to the IBS to be "locked in® with a frighfenim
baganceg g %Ss wegess. The LBS stated g? thelr last
PUblIZheE T a damentally, the problems of
wnemployment and payments deFicit are d;mm:nl_cnes. They

will not be changed by f£iddiing arcund with the instruments of
wacro-economic policy”. B .

Iwvo wider issues .

Our visitors came extremely c¢lose to agreeing that the
structurs of the economy had now evolved toward a _pathological
state in vhich conventional reflation has become Nearly

. impossible under normal circumstances. As Terry Burng put it,
Loour i ropensity is now zo great that adding to demand

. " increases imports bY as much or more than it stimulates cutput.

~.Given this truth, or one of the many overlapping versions of it,

then a chroni high level of unemployment emerges ag an .
inevitable consequence and Drospect FOr years Lo come. Frail
and unbalanced economy Iike the BYFitish one <cannot get back on

the road without some major repairs. a4 W“M .

{’ An explanantion of the underlving structural problem

It is ali very vell to diagnose "structural® weakness in
the economy. But to leave the matter there is as unhelpful
a9 when a doctor attributes an unidentifiable infection to*a*
virus. One needs D9 know something about why the situation has
arisen and vhat, if anything, can be done sbout it. My own
explanation (I should add that I Ffind the diagnosis is pretty
persuasive) which our visirors seemed to accept, is on the
Following lines.

) The combination of mlz.i_a:mm ayervalued
! te, stop-qo, monet I e, price control and
e oil/col 5 has led to the well=imown
ill:enomenon of declining profitability in industry, particularly
the interndtionally competing sector, which is, essentially,
manufacturing industry. Since retained profits are the central
determinant of capital expenditure, both on new plant, product
development and marketing, each of these areas oFf activity
suffers. Furthermore, when the average rate of return ig
diminished, the whole distributive curve of profits is lowered..
High profit activities earn an average profit; average profit
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activities become marginal; and marginal activities move -
into the red, The firms which plan wisely respend to this
profit squeeze by withdrawing From marginal and unprafitable
activities and product lines, thus preserving their viability
but depriving the country of export or impurt-substitgting
capacity. Foolish firms carry on regardless, often in
ignorance, and end up in liquidation or are taken over and
raticnalised (i.e. slimmed down). This managerial response
exposes the domestic conswmer to more import competition and
leads to the withdrawal of our exporters From pverseas markets
{e.g. British dand volume cars no longer sold.in the USA).
Host though mot a1 OF THe v ehirel ahereeeld in the U

focussed on older products and activitias,

The shortage of cash for capital expenditure and
roduct development will in a similar w2y reduce the Plow of
gmmvations. new products and inroads on new mavkets.

The maintenance of our international competitiveness
in the fullest sense depends not merely on ensuring that our
prices stay in line with thoss oF our cicmpetitcrs, but also
that the Flow of new products from our internationally competing
manufacturers should match and, perhaps, exceed the decay and

-withdrawal from sale of old products, IF this does not happen,
“then though we may sell what we produce at & profit at home

and overseas, there will simply b . pieg
Importers will have much of the f£181d to themselves, exporters
will be few and far between and we shall kave a chromig trade
deficit. .

L
Tt will alsosdoliov that, though thesoverall

ductivity trend in inrernationally competing manufacturing
mgﬁtry may well rise {since the activities and products
discarded will tend to be at the less efficient end of the
spectrun) the qrowth of production may Falter and erpiovment
is 1%@;3: L0 contragt.  The political consequences of this

obvious. nemploymant rises. The Government then
expands its actlvity €o Fill the gap. This activity has,
before long to be Financed, and the diminished private sector
is Paced with a risin + And at that point the
cycle can repeat itself.

The Political Economy of the next few years

The discussion with the Fforecasters and the hypothesis
built up From it, which is outlined above, suggest a number of
important political possibilities, . )

The First is that th no_very immediate risk of
an outburas of Laflstion if ope aeiohr R seciate TSk of
BOVEITment Can Cling on to 2_kind of effective incomes .
po end of Stage II some ndeed,
even on eithar a money supply or,t e judgement that a large

explesion 1s Likely in 1977, prices are unlikely to get
seriousiy ¢ut of hand till 1578,
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The second is that unemployment, long term énd short
term, is goulg 0 _appear the Diggest and most Fundamenral
economic problem For some time, The Govermnment will be under
TOWing Pressure tou reflats or "take action”, This must make

a far From foregone coenclusion that the union leaders will
believe that they can persuade their members to accept a
stage II, however desirable they may beliewe a moderation of
wage claims to be. §iage III muat be mora speculatiye still,

sfla and the zsswnotion

-l tate of the balance of vpayments
wlli create immensely powerful pressure for 1mport ccnt"o?s
and/or a more active tndustrial Dolicy au Y at
reve;;gmg Sur balance of payments wegkngzses. There will, of
churse, De Strong pressures ih any case for a massive stimulus
to profits throughout irdustry, but a growing Pear/regognition
that this might bring about results too slowly in balance of payment
ayments terms and, a fomiori, far too slowly for employment to
e restored to a tolérable level within a telerable time scale.
If it is realised that a generalised stimulus to profits will
only take serious effect over a timescale of 4 years or more, if
it is clear that the alternative is indefinite stagnation and

w than 1 million, neither
€lectorate nor workers will be content with a purely macro=
economic strategy.
Timing of the next election

flaere are two conflicting arguments which suggest
themselvers. Cne is that the latter half of 1977 will be the
best pertnd to go to the country by normal ecénomic standards.
The upswimg will be well under way; unemployment falling, even

if not quiickly: prices still growing very slowly in comparison
with 1975; and investment turning wp.

e other argument is that the long-term divection of
the UK ecomomy is unprecedentedly frightening, and the longer
one delays the clearer this will be to the public and the
greater the problems of preserving a clean record in Government.

On this basis one would choos to Fight an early "gpportunist" ';‘ -3

. election in the classic Wilson style.

The signs are that the Chancellor and his economic
coelleagues believe their own propoganda about the recovery
and are convinced that they can ultimately win at the polls.
But can one be sure that their counsels will prevail?

\ﬂ;\r.ﬁ_ .
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