BG/10/75
ECONOMIC RECONSTRUGTION GROUP

Hote by the Chairman

1. The task of the Group ie to establish an economic strategy for
the Party both for the present and the future, For cbvious,
reasons we have for the Yime being concentrated on a small
number of issues of centrel importance. This note sebs out
the ispace we heve considered,indicatss the directicas in
which: the Oroupfs thinking ie developing end suggests priorities
for further work.

FOUR MAJOR FROBLEMS

2. There are four related problems which dominate ecoromic policyi
{e} Inflation;

{b) Imbelances in the way national output i allocated, in
particular the excessive sizs of the and the
consequernt downward preseure on exportS, eatment and private
spending and the rate of cconomic growbh;

(o) Imbalances in momet ry policy - above a1l stemming from the
encrmoue public Eector deficit,

(d) Defects of the lebour merket and collactive bargaining,
We have devoted moet of our ettention to inflation.

NFLATION

1. The current inflation has Dely teuses-- unions, their mﬂmgoﬁi
power and milibtancy, excasse femand, mone ary poiicy, expectatitns,
and the size and growth of the pubiiu sgctor, Each factor is

& necesmary condition for inflation mad the presence of all
or several of them la sufficient %o ensure thet the situstion
will continue to deteriorate. Each needs to be givan careful
consideration in analysing what has happened in the past,
Policies to deal with each are needed in any programme to
master inflation today and tomorrow, If soge of the causeca
ere ignored or aggrevated, the programme will be ineffective
oand may sow the sced of ite own destruction.

4+ The acceleretion of wages end rrices under this Government
has been go abrupt that the Group came to question ar imvortent
* sepéken promiee of past sounter-inflationary policies, thet the
programma should suppress inflation by sustzined and relatively
mild de—esealetion over & mumber of « It also boeore clear to
ue that there wowld be Ihmensc proEIems gnvolved in mastoring
inflation Whatever approach was adopted migni“icart end by
post war standards unprecedepted deflation 48 ineviteble in the
short run, This fadt end ?Ee PRTEICUIEr poiiciea adoptadwould
#train the bounde of comsent to the 1imits, and conmstitube e
a standing challenge and open invitation 1o stback from the
militant left. Thesa lines of thinking emerged from an
agpesment of some of the alternatives dpen to ue,



. Alternetive Policles

A _ferafualiot® monotaryy aporoach

5, As proposed by Professors Friedman, Farkin, Laidler and others,
ons would fyllow for four or five years a programme of steady
reduction in the rate of growth of the monay supply. The target

for monetary growth would b set at a lower rat
af increape than that of cef. The policy ear
wn on rather —@coommodat e wage and price increases. The

Group tended o the view that there would be severel ssrious
preblens invelved in this course of mction. A wvery high level

of ‘unemployment would probably be requirsd for, y four or

five yemra. In the private sector capital expemditure, confidence
and growth would be damaged. The noed %o sustain the pelicy
shroughout the life of a Parliament would raise obvious political
diffiowlties.

——

6. 4 drametic monetery approach

If a greduelipt stretegy is ruled out because it would be too

plow and too peinful to sustein, one might instead consider
» nelting the growth of the mensy supply abruptly in order to get

t+he nec~sserily messy cems of killing the inflation over

quicklys Tha Gzoup 2014 {hat not mercly was this steategy

politieally impossible, but also Lhat it would 49 lasbing

and probably uneccaptable economic damage to the economy.

There would be eppalling dislocation in the publie mector

and spimultanecus ¢rises in finencial inetitutions, the stock

exchange and productive indusiry.

7+ Indexation

Systema of indexation have been propoRed both ws ways of making
1% possible to adjust cur economic and soelsl life to the con=
tinuation of high rates of inflation, and as a device for restoring
confidence and efficiency to the market place in a way which
would bring the rate of inflation dewa. Neither alteymative

has much attraction in the present conbtext. In the firet

ocasa the basic objective is unecceptable. 1In the second case
there are grounds for deubting whether indexzation will of
iteelf be an effective wey of dealing with the many causes

of iaflation referred to warlier. Indeed there are grounds

for arguing that in this country it might make inflation worse
rether then bettsr. As normally proposed, wage—indexing would
qnly bLbring results alow;;g gt begt, perhaps teo plowly to meet the
urgency of our current aituation, We felt that this appreach
necded further sxamination befere ona oould conclude that it
might have a useful role to play. _

———

B. ip ‘idepl! prosgamme

The chief Aiffieulty with the sclutions so far mentione@ is that

all of them imvolve dsmpening the growth of inflatiorary

expectationa t¥rough the indirset pressures of %he maricet

mechaniam, Meny of the deVices Buggestod ars slow to teke

effect and ell are politicelly painful and ecomically costly.

When expectations of inflation are as firmly embedded ae thay

are today, the etraine and coets of such policies become

exvespive, It follows therefore that some means must be found

of opereting directly on octations ns well, We were therefore

lad to0 ask whether thaﬁ%‘ﬂ!ﬂi‘which one could reduce

the toeta end ineressc the feamibility of such policies by

e K <o gn to v pxnachs : t was Auggested
here might A cfse for doing A0 a8 of 8 wider

packege of policies, which might teke the following faorm.

dire




{b) fiction to red ic sector's financial d. t in the .

Y

B 7(d) Abolilion of price controls, de facto if not de jure;

10. The consequences of a programme such as this would be:

@ ,,"A scheme to ensure that much of the resources released frofn the
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,(;) mmuch téghter monetat¥ gol!.cy with tQ growth of money supply

educed to a rate consistent with no growth in money wages;

hort run and the level of pul g, 1n the longer run,
o release resources for exports, investment and private spending

public sector are transfered into profits, investuent, _!obs and

(c) Labour marlket reforms te blunten militancy to restore sowme of
the order to collective Largaining which has been destroyed in
vecent years.

()5 A total wage freeze lasting for at least one wage raund. L:\-
e e
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(a) The inevitable shert-run deflation would be reduced e & minimm
and offset before long by investment and export led expansiong

(k) The company sector would be strengthened rather than weakened
by the counter-inflationary policy and the foundations would be
relafd for resumption of a hipgh rate of econonic growth.

(¢) After 6 months of acute difficulties, the second six months
wotild see price Iinflation almost diminished and inflatiomsry
expectations severely checked, both before the psychological
advantage of the shock tactics adopted has worn off.

Of all the alternatives considered this appears to be the
quickest to achieve results and least Lmpossible to pursue.

THE GOVERMIENT?!S ATTACK ON INFLATION

11. The Group has not had the opportunity to form a systematic view
about the Government's new pro{oeals, but a number of basic
weanesses in it are imnediately apparent over amd above the
obvious inadequacies of the #6 flat rate pay limit and the
semantics of the status of the policy:

{2) The objective of 10 per cent inflation in a year may be too
medest and the Govermeent's proposals for a pericd of sustained
controls lasting several years follow necessarily., Dut the ‘
pursult of a policy of extended restraint will expose the Govern
ment to dangerotis and powerful challenges before Inflation has
been adequately checked. There are alse profound political
objections to the indefinite continuation and extension of the
wide range of controls and Interventicn on wiich the Government
will have to depend.

(b) The Government has still shown no sipns of having any strate
i ~try to an extende: deflation and stapnation of
unpredictable severity end duration.

(c) The Chaucellor's limited, belated and vapuely spelt out intention
to reduce public spending in the lonper term, wgile doing little
about the public sector deficit in the short term exposes the
economy to three 5;.5!:5: B
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i) T -t b - ™ el b
;(!rzperab&:m-ﬁ:s = ehare 15°1ifwely Eo' Ba"8E o rion of
near liquid agsats which could well magnify and dmfarous],y
mz];dmto eny natural or Government-induced expansicn of

(44) To the extent that the public sector deficit is covered
by proper borrowing, the money thus cbtained will be diverted
from investment in 1ndustry and heusebuilding with socially
unpleasant and economically harmful consequences.

(111} To the extent that private ngeendin{; is depressed in
favour of public, imdividuale will epuarred on o greater
militancy in wagé-barpaining.

PUBLIC EXPENDITURE PRICES POLTCY AND THE LABOUR_MARKET

12,

. (a)

(v
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e have briefly discussed a rumber of problems which stem from
es of the 1ot and the weakmesses of the
amework for collective gainings

Any cmter-infhtimmr{ poli.cg is likely to pwovolke militant
challenges. The authority of Govermment and Parliament will be
questioned in confrontatioms either when it reastablishes control
over Llic apendi.ng and the m¥ luﬁgly through existiug laws,
executive or court decisions or, 1f tl g::‘lfom partj;f the
programms, over statutory powers to tegulate wages BOINE WYy
How best can these challangas be met? How far can tbgy be
localized and defcated by mtingency plerming. How far can an’
should we aim to curb the collective or indl 1 rights of
strﬂ:zrs?and the financial support they obtain from social
asscurity

To aveid the recurrence of Inflation in the future, is it mneces~

sary to construct an instituticnal frameworl which e
¢laims are negotia = ) a;ﬁrmisat o1,
of pay settlemémts and & contractual basis for bal en
unions ar<d employars. e ————

We have not yet formilated definite anewers to these questions.
In addition We shall naturally need to keep in close touch with
other groups which are considering the same problems.

The working out of strategies for taxation, resource allocation
mgld reduction of 11ic ex tur& &% Baen 5

[} £ Sp on groupa, whose prelimins:
reports are alveady circulated. (\:Iem not yet K:d time Por
give ceneideration to either). Since colleaguas involvad in
other policy groups will need to lmow the basic econcmic
asoumptions and tavpets with which thelr own propoaals must be
reconciled, it is my intemtiem to provide them with the neceagery
guidance as soon as poseibla.

We hava briefly ccrsiderad & mmber of aspects of prices policy.
In peneral terms e are agreed that de facto price control

should be eliminated as quickly as possible. However there are
gbvicus political problems involved in ch tetal aboiition of
machinery concerned with prices. Pruthermore we recepeise the

case for bodies concerned with meopolies, restyictive practiees,
and the information and g.mg;eim of the consumer, In particular
we have Atecussed and rill ther consider the case for a body
afting In the consumer interest in relation to MNationalised
Industries.



PRIORITIES FOR FURTHER WORK

15,
(a)
@)

(e)

@)

Dur priorities ave:
Te further develop a coumter-inflatisnary policy.

To lin!: that more closely with pelicies for restoring the
tealth of the company sector, )

Te consider in grester det:sii mmry. policy both in its owm
right and in xelation to a and b, -

Te establish a strategy for the labour market consistent with
our other central ecomomic policies. .
\fe shall also need to give some thought to what line we take
in public on these subjects at this year's Party Conference,
in the cominp Parlismentery year and next summer,
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