The Rt. Hon. Terence Higgins, M.P.
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As you know I have argued throughout the series of
Articles I have sent you over the last three years or so
that a monetary policy can only be effective if the
Government takes a firm and coherent line over public
sector pay. Otherwise, since pay is almost 50% of the
expenditure covered by cash limits, the PSBR will rise
and the money supply can then only be controlled by the
use of a very high MLR and other interest rates.

At present we still do not have what I have described
as a "true" monetarist policy based on a low PSBR which
only requires low rates of interest to control the money
supply but a "phoney"monetarist policy with a high PSBR
which demands high interest rates to control the money
supply. This is difficult to distinguish from a real
old-fashioned deflation.

I am glad the importance of this crucial difference
between the two ways of controlling the money supply now
seems to be generally understood, but unless we get a grip
on public sector pay, attempts to get our policy right will
fail. T thougnht, therefore, I should send you this copy
of an article covering related points which I wrote a short
time ago.

I understand that both Geoffrey and John accept the
criticisms I make in the article about the present system of
cash limits and public sector pay. In addition a further
device for circumventing effective control has now emerged.
We are told that Civil Service pay increases of more than 20%
are to be brought within the cash limits by delaying the
starting date for the increases. This is a dangerous
subterfuge. TTTRer 1t ralses the base on which next years pay
increases are calculated, when we are getting closer to the
Ceneral Election, or, alternatively, if we continue with pay
research and tight cash limits the gap between the two will
get larger and larger and increasingly difficult to defend.

Although some of the arguments I have put forward are now
understood, I remain gravely concerned about the apparent lack
of coordination of Government opposition to inflationary public
sector pay claims. We are continuing to fudge the issue and
pile up problems for the future. When we were in Government
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before, no one contributed more by way of example to the
"N-1" or "De-escalation" policy (which halved the rate of
pay and price increases in less than two years), than you
did as Secretary of State at the Department of Education.
But I fear I may have been mistaken in thinking you knew
all the details of how this policy worked from an over all
point of view. There are a number of vitally important
lessons to be learned from our experience then,which are
of immediate relevance to our present situation, and I
shall be glad if we could meet to discuss them.

/Avy Ll s-e (,

The Rt. Hon. Mrs M. Thatcher,
The Prime-Minister,

10, Downing Street,

London SW1.
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