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I have only now finished ohecking the attached note
of the discussions I held a couple of week's ago about the
osntral issuss of egonomio policy. It may seem a modeat
outpat from an alleday discussion but it did help to clear
our minds and you may find it useful. I a3 sending a copy

] %o Teith Jossph as well as to David Howell, John Kott and
Bessarch Departummt,

The vbviously missing part of the argument {which we
disoussed inconolusively because we were near the end of
the day} is what, if anything, should be done towards
alter she effective balante of power as batwesn Oovernsent
_qd solleotively organised labour. This will have to be
one of the main subjestis for disousaion in our central
socnomio policy study group.
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The A%. Hon. Nargaret Thatchex MP -




HOTES OM AN ALL-DAY DISCUSSION CN ECONOMIC FOLICY

HELD AT 61 FPEMTIMAN HOAD on SUHDAY 1Bth MAY 1975 j‘_\
Cr
Present; Geoffrey Howe ~”
— David Howell ", L
John Nott e
Adam Ridley

Michael Hiblock
Anne Bulloch,

1. Recognise the necessity for living with a floating
exchange rate, not least because it would be Impossitle
te replace 1% with any other system in the foreveeable
future. Moreover it is technloally desirnble.‘ut it does
not solve any ef the underlylng domestle pelitical problems,
It makes thelr solution more urgent and sarrica the threat
of adding to them if they are not solved, It brings them
to the surface more quickly., For example:

a. It posus the threat of higher intercst raten,with
the consequent difficulty of "denling with" the
mortgage sltuation,

.‘ It wakes plaln, but not plain enough, the impact
of vontinuing devaluation ol living standards
BuL

| 8 Does net prevent the wrong pecple protecting

themaelves agalnat the consequences,

4 The fmct that the exchange rate Ls floating will
not exclude the necessity of day-to-duy deciplons
being made gfto the kind of money that you had to
upe to support the rate.

[ A The floating rate regime does make the crunch -
g therefore the moment of nacemgary declslon = °
50 wuch lems likely that it is extremely unwiee
to expact such an event to preduce n manifest
oooasion for action. It should be one of our main
rolitical teaks to try to focus the conseguenges
into suoh a moment.



4.

Probably the moat important political and practical
conatraint on monetary pollcy, perticulsarly in the
context of a Amting rate, is the housing mortgage
market. A stabllisation scheme that would have the
effect of ineulating this ias an essential concept to
bave on hand. In order for this to march alongside
housing policy generally, it needs to be sdective.

It should best teke its place in the context of increasing
"prl.vnlutlon'ot the housing market. The gueation arizes
whether this twoetler interest rate structure peedd to be
extended in other directions.

¥e are against balancewofwpaymento=-type regulation of
imports whether ln the form of specific contrels or
subaidies or surcharges or quotas of anything of that

kind. On the other hand, we recognise the legitimacy

of anti-dumping sction;but ahould vonfine that to importing
which is not merely painful but fair, but manifestly
painful and unfair,

Proper monetary contral involves, for the privat sector,
exposure of that sector to the impect of higher interest
rates, Insofar ap that involves a high cost of borrowing
notebly for industry, compensation can only come from
allowing industry to charge the cost of such borrowlng,

in mddition to such control &hrau;h the mechanism of the
price of money)of the private sector, one should need to
have aveilabls at least ageuncles 1ike hire purchase control.
There is @ need to consider whether other epecial controls
might be necessary,including the corsetjand re-exsmination
of the overdraft ayatew.




5. The problems of managing monetary pelicy in the private
seator are made infinitely more difficult by the current
condition of the pudblic mector. This ham got to be tackled
by reduction of the PSER, This must 1tself be lmplemented
againet the background of a sensible flow of funds analysis,
There are really two objectiveai=

1.

i1.

To reduce the underlying weakness of “a government
1living beyond its income®,

Te secure & switch of the resources currently being
gver=borrowed intc essentially the corporate sector.
We want to make it clear that this long=tersm
reduction of the PSBR can and should be achieved
ohly over a p-erl.od of several years, The pbjective
could be attractively presented in terms of getting
baok towards s situation where we may balance our
budget, Insofar as the immediate consequences of
rapid reduction in the PSBR — without further
consideration of the conseguences — can be
unacceptable unemployment, the scale and manner

of reduction must be adjusted in light of plausible
expectations as to where the reascurces should and
would fliow in the alternative.

6. The need to out the PSER ~ two compismentary argumentsy

1.

11,

If the PSER continues to grow, we will be moving
further and further towards the Waimar mechaniem
of hyperinflation.

In order tangzve a geneible monstery policy, you
have to/EB0"FUb11c sector's cutsise borrowing
requirenent,
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7‘ Qut the real level of public spending

1. We have to 4o this first because we are living
beyond our means and we have t¢ reduce the total
of resources consumed domestically,

ii. We have to get the allocation of the resources
we do consume domeatically right as between the
different sectors, public and private, Investment
and consumptlion, exports and home, -

Social Ccntract

' ¥We can nelther cut the PSBR nor do much about the real
level of public epending il we continue with the most
cbnoxious feature of the social contract which ls its
gutomatic compenestion for price and tax inoreasea.

1. Cutting the PSBR should and would involve the elimiration
of subaidies, Insofar as that contributes to a rise in the
RPI, it should aot be allowed to deflect us from that
etrategic course. There may, however, be a case for regulating
the timing of subsidy elimination sp as to prevent it all
tﬁm; Place in one provooative peak,

10 The dominant problem 1s the reduction of the level of pay
settlements. Thie probdlem must be tackled moet directly in
the public seotor. A literal freepe of incomes whether or
not acconpanied by & fresgze of prices is unacceptable; beoauss
it could not work smve for a very short tite‘and would cnly
defar the resl problem, Anything resembling a fresze of
prioces or tightening of price control ia wholly unacceptable
becanse of ita impact on profitebility, unemployment and
naticnaiised induatry deficits and so the PSPR.
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The posaibllity of across the board indexation of pay
eettlenents deserves consideration as a policy nbgectlve.
It 48 in fact a mensible identification of what should

be the next step to a 2till lower level of pay settlements.
Statutory enforcement even of this would be unacceptable
becaune of the consequent rigidity and scope for
institutionalived confrontation,

The gethod of gohleying such downward indexatlon would be

two=fold1

i.

i1,

Willingness to dlecuss in such bodies as a souped-up
Hm@r ather 2arly consultation with the world at
hrge)tha prepositions that real living standards
would have to be reduced and that pay increases

¢ould not subatantially compensate for more than

the rige in prices of esmentiala, Prom such discussion
a more r.allstlc understanding of the economic
peaition should emerge by way of replacement of

the misleading esocial contract,

By the metting of canh limits for the growth from
Year to year of public sector budgets,at an overvall -
percentage figure significantly below the current
rate of i.nﬂntinnivithi'wm.ch pay and job bargaining
in each sector would have to take place, This approach
would not involve dieplacing the measurement of pay
parities along something like Prleatley lines but
would slter the consequences in terme of actusl pay
settlements and Job security because of the need

to reconcile the etrict comparabllity with the strist
linite of oash available, It is worth conaidering

the poseibility of meking capital sume availabdle
within the public sector, specifically designed to
enocurage pecple to move out of employment in that
ssator{by early retirement or the notive voluntary
aseking of other employment {the golden guill-shake)



¥hat has been asid 80 far makes clear our policy preference
in rdl ation to freeses of verious kxinds, We should certainly
not proposs such thingejbut should be prepared to display

& constructively soepiical willingness to consider such
proposals,wall illustrated by the practical constlarations
set out above.



