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COUNTERING INFLATIGH / v

Faper by tue Secretary ’

Thiz note discusses in very summary fora

(a) tne four mein problems to wulch some ind of solution
nas to be found if we are to master inflation;

{t) our progress to date in developing a set of policles
to deal witi tiese problems in Cie longer term;

(c) tie specific Lssue of wual our position saould be
in 1977/8;

{c) issues wilca merit particular attentlion or sLress
in public presentatilon.

Tae need for orevity means that it is wery .mca an aide-memeire.

TdZ inAIN PROBLELS

Adapting very slightly tae analysls sel out In Frofesser 3all's
peper for tue 3fml's Econoiic and Soclal Affalrs Comulttee, we aave
to figat inflatlion on four separate fromts:

{a) the pressure of demand iust not e excessive;

(b} we must minlimise the impact of externmal shocks to the

srice level, such as tae rise in tire cost of lmported
compodities corrently stemmdng from toe fall in value
cf sCerling;.

(c) expectations of future wage and price increases wmust be

held as far as possible $o what Ls feasible and desirable;

{d) cefects in the lLabour market wiilch tend to favour

inflacion must be remecied as far as possible, particularly
tixose walcu affect toe maximua level of employment walca
can be safely sustained and the generation of unstable

or Inflation reinforelng expectations.

It becomea clesrer and clearexr Enat in tials contexi Ehe
argument for or against iicones pollcy' is not easy to reconcile
with tae resolucion of tae four Ernbl&m$ set out above, {n some
occaslons we seen to be referring specifically to the question of
tive wvsa of statutcryy powers and an apparatus of Boards and
Gomnlssions in the traditional manner, Toe argument for or
against sachl an approcia is e relatively narrow one and tends to be
aolely concemmed wlth weans. The danger, however, arises tnet -
in discussing thls partlcuThr means we fail to recognise the wider
purposes walcn this forr of counter-inflationary policy must,
like any other, satisfy; tie caloing of expectations and
aininisstion of vefects In tne labour warket. To conclude that
ﬁ
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pne is sgalnst a statutory or higaly institutional policy iz not
to Lnply that the objectives widca it Is deslgned Lo meet are
{rrelevant and can be left to solwve taenselves, There is &
strong case Lor abandening any use of tue temm "incomes policy',
Just ag stroag a one for stopping talking about "reflation' or
“deflation",

Part I1

PROGRESS WITH A LONG-TERM POLICY
Prassure of Demand and level of unemployment

The discwssions we have had about Fine—tuning and the rest
combined with the likelihood of a proionged pericd of high
unenployment mean that there is no great risk of our erring on
the wrong side in our attitute to unemnployment. There are some .
secondary technical questions of great complexity that have to
e answered 1F it should be Felt necessary to attempt a
redefinition oF what is the highest miastainable levei of
unemployment.  There are palicy issues of considerable
importance when we come to ask ourselves what obstacles there
are to increasing the maximum sustainable level of unemployment.
But these are nct oF central importance at the moment.

Although we have committed oursclves clearly to a policy
of monetary targets and dthough such a policy has now been
welcomed across a very byead Ffront, there remain a number of
difficult questions whose implications we need to exfbres even 0
if no attempt is made to find definite answers.  How swiftly
is it sensibkle to attempt to reduce the rate of inflation? By
how muck chould the monetary target “bear dosm™ on the inflaticnary
momentum existing in the economy at any point in time? To what
extent should we follow the example of other countries and
ensure Qur targets are to some extent adaptable to unarticipated
and wmavoidable differences between the actual growth oF prices
and what had previously been anticivated, What must be done
to improvre the data base related to the momey supply To what
extent should we allﬂg'nuﬁaeivgs to. be quided by the concept
of the Fall Emplnymentldefigif - and can 1t be reconciled with
some oF the systems of monstary targets that have been discussed?
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Expectationsg

The problem of inflationary expectations decomposes into
soveral clements. The First is simply the rate at which
people expact prices to grow in the Future. The second is the
rate at which they seek to increase their own spending and real
wATS, The third is the influence of the system or systems
by which wages are negotiated angd determined, We have already
developed policies to tackle most oF these compleX l3sues. A
target, however rough, For the reduction in the rate of inflation
will be an increasingly important element in effecting
expectations as people adjust to it. lhe reduction of public
expoadi ture and the transfer Of resources Jrom public into

private conswiption will make 1t easier 1o sugtain an

acceptable rate of growth of real private income and consumption.
Furthennore, our proposals for reshaping the tax system may

help considerably in as much as we can raize the tax threshold
and lower tax rates for higher incomes. However, we have not
got very Far yet in developing a position on three important
matters which greatly affect exprctations and the level of

wage settlements:

(1) How are we te tackle the excessive growth of wages and
calaries in central govarmment?  Can a way be Found
quickly? what do we do about pay research? Can we
remove somg of the absurdities of the determination of
public sector pensions without provaking a revolutiont
How will cash limits be determined in relation to ceatral
government pay negotiation?

{2} Are we satisFfied with the determination of pay in local
avthorities? ‘The current system OF national negotiation
has the effact of generalising Meiropolitan salaxy levels
{1ess London weighting) swiftiy round the cowniry
regardless of the gate of labour markets locally. On the
other hand wvere wa to move Lowards local negotiations
there would then be the risk that the big unions would
pick oFF key authorities one by one.

{(3) e have not asked ourselves whether we should consider
any change in the detvermination of pay in the nationalised
industries. Hoer has the policy group which is concerned
vith the Govarvment?: relations with these industries.
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It is not clear that a policy of cash limits and target
rates or return will be sufFficient to give management
the defences behind which to defend the Government
of the day from highly politicised dispute about wages.

One of the chief methods we have adwocatad For aFfecting
gxpectations and achieving the greatest possible understanding
af the imposzibility of living as a nation beyond our means
for a sustained pericd of time is the institution ofF a
concerted action body (CAR}.  The proposal f such a body
in the Right Approach has been well received on the vhole.

The “urther work which is being undertaken to analysge

vhat might be involved in it shows clearly that there are many
important altornatives open to us. They will require a lot of
carsful concideration as soon as oupr proposals can be Fully
drafted (which should be in the early new year).

Imported Inflation

45 Jim Ball makes clear, a proper fiscal and menetary
policy skould minimise the likelikood of our suffering from
girations in the exchange rate as avoidable and damaging as
those which the Labowr Government have mposed on us in the
last two or three years. If one assumes that there will be
no great problam of over all exchange rate stability, we
ars left with the issue of cur attitude towards certain specific
commodities where import Costs are OF great importence.  The
chief ones are energy and Ffood. We havz not asked osurselves
yet whether policies in either area need to be tailored to the
requirements of a counter=inflationary pelicy. But the
implications of our thinking about policy across a broad front
is that we should almost always allow prices to rise to market
levels and operate to cFFzet any consequent hardship on the
incomg side to ths extent that this can be afforded.

The Labour Markeot

We have not given mach thought for some time now to
changes which might be desirable in the labour market and nor,
it appsars, have others. Howvver, the CBI have lauwnched a
major study of the matter which iz due to be Finished by
February and we will no doubt be able to draw on that. Severzl
decisions willi hava to be made at some point about such matters
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as the certification of uniorz, the role of ACAS, what can be
done about synchro—pay (if anythingl and whether we Cam ensure
that collective agreements last for at least 12 months.

Part 111

THE_SHORT-TERM PROBLEM

The Govermment will shortly be considering how they can

roconcile & Purther reduction in inflaticn with a tolerable
level of amployment, continuing growth and freer collective
bargaining. We shall need to develop our owh view, and it
mast carry real conviction at a period when an election is
becwning more and more likely.

(1}

(2)

(3)

The following conflicting issues have to be reconciled:

infiation has settled down at an annual rate of increase

M
af 15E ar SJ. There are =still considerabple fears that

it will accelerate, iF the opinion polls are to be
trusted. Even on the Government's most optimistic
Forecasts the rate is not likely to decline very much till
the middle of 1377, @Fiven the noraal time-lags, pecple
will not perceive clearly any deceleration till quite

some time after it has begun.

The money supply target adopted ane pursued by the
Chancellor has become increasingly tight, even if one
assumes that henceForward the wages policy "works? and
orher costs keep within the bounds expected roday. IF
we: have to keep to the targets now laid dowm but costs
and prices increase in the event faster than currently
expected, then the clash betpesn the {wt will lead to

yet another stagflationary liquidity and profit squeeze
af the 1970-71 kind. The damage this would do to
conFidence and the prospects for investwent and long=term

recovery could well be withouwt precedent.

There is a 1ot of ﬁlapamssﬂd wage Wlﬁ'ﬂﬂ; n working in

the labour market The congolidation of successive

Flat-rate pay supplements alone = which the wunions will not

bhe able to delay for long = is one reason. The correction
'ﬁ
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of differentials is a second. The re-establishment
of tfaditional eriteria for comparability 1s 2 third.

{4) These pressurss are reasonable and waderstandable, IF
they are suppressed still longer, the consequences for
incentives, amnigration, morale, industrial relations
and production will be very serigus and could well be
catastrophic. The system must be allowed the 1latitude
it needs if some oF the grosser distortions are to be
allowved to sort themselwves out.

(s} The Labour movemeant at shop—floor level must be facing
increasing difficulties in sustaining a pay limit, and
the union leadership must be losing patience with the
suppression of their traditional bargaining role. It
could be argued that an explicit attempt 1o achieve .
further restraint{particularly if dictated or dominated
by the Gowernment) would well provoke an even more
extravagent and comprehensive breakdown of the current
atmosphere of restraint than would take place if no
replacement were sought For the current “phase 117,

(&) Howsver, some optimists would say that the suppressed
wage inflation in the systsm would not be able to work
itgelf through much or, perhaps, at all in a period of
such high unemplayment as we have antered on.

(7) If there iz to be another period of restraint shaped by .
a Govermment-TU. deal on the lines of the last twn, one
a*co has to bear very mach in mind the price of that deal,
both in terms of new legislation and further distortions
of economic policy. Tha wealth tax is the most obvious
price some of us might have to pay.

In an mncertain world the best strateqy may well be to
choose that policy which minimiszes the "downside" risk. This
ia what Frofessor Ball recommends in advocating his transitional
redime., Always a that ole cah be devised which is
flexible encugh, it is likely tc be valuable iF a strong
resurgence of wage costs is otherwise inevitable and harmless
iP it is not. On the other hand a free=for-all could permit
a very damaging and irreversible wage eplosion, which would,
o the criterion propused, malke 1t tha less good strategy to Follow.
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Presentation

rinally we meed to think a little about presentation.
My Gilbert's note makes some important points about this. In
brief it seems that

[1) We probably should not "knock” the Social Contract tao
viclently, It contains the zeeds 0F 1ts own decay.

{2} While there are 3till seriouws differencas of view
about the relevance of a statutory, institutionalised
"incomes policy™ of the old kind, there is a clear,
new synthesis of doctrines about the causes and remedies
for inflation round which we can unite. T do the
latter may require little more than semantic changes.

(3) We must recognise and, probably, warn clearly of the
difficulties next ysapr will bring us. Furthermore
we must prepare & clear vigw of our oWn on the matter
af what shonld happen after Fhase IT ends.

Consexvative Rezearch Department, ANR/VA
24 O0Ld Quean Strest, London, SWY 15.12.76



