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IMF : 1979 ARTICLE IV CONSULTATION

On 7th June the Chancellor sent a minute to the Prime
Minister about the annual Consultation with the United
Kingdom on Article IV of the IMF's Articles of Agreement.
He thinks the Prime Minister may now be interested to see
the "concluding remarks" made by the head of the IMF
Mission, Mr Finch, to Treasury officials at the end of
the discussion.

The Chance saw Mr Finch himself, but only briefly,
just before leavin or Tokyo. The Financial Secretary
and the Minister S . (Mr Rees) had a rather longer
talk with him.

The Chancellor thought that the Prime Minister would
be interested in Mr Finch's commendation of the policy
underlying the Budget, and his stress on firm monetary
policy. It is also useful tao have an indication ol What
most concerned the IMF's representatives - e.g. the possible
path ol public sector pay and its copnsequences. It
would not ha been proper for the IMF to offer prescriptions;
but theére is perhaps room for doubt whether Mr Finch could
in any case have offered serious practical alternatives
to the poli s the Government have chosen, in the areas
where he exg 3sed doubts.

The Chancellor was on the whole pleased with the
outcome of the consultation; he understands this state-
ment is one of the more favourable ever made by a
representative of the Fund about UK policy.
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

19th July 1979

IMF 979 ARTICLE IV CONSULTATION

At the Prime Minister’ suggestion, 4the Chancellor
has asked me irculate for the information of his
Cabinet colle: s the ncluding remarks of Mr. Finch,
head of the Iif Ifs‘*-; which recently came to London
for consultations with the Government on Article IV of
the IMF's Articles of ngcemoht I also enclose a

copy of my lj;fer im Lankester of 10th July.

I am copyin
to other M—"'cwg
Minister of Transp
Tim Lankester.

(M.A. HALL)

J.A. Chilecot, Esq.,
Home Office
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United Kingdom--1979 Article IV Consultation

Concluding Remarks

On previous occasions I have remarked on the difficulty of writing a
closing statement. This time, however, my task has been greatly eased. The
recent budget specech by the Chancellor has set forth the principles of a new

. strategy so effectively that there is no need for me to paraphase our under-
standiég of the policies. And your answers to our guestions on the main
elements of the immediate prospects have been so clear and consistent: that

ve have little need to repeat them. Consequently, these remarks can be brief.

The economic situation faced by the U.K. authorities at present involves
- — S ——

much more ser-_ous hazards than we had expected when planning for our visit.

While the balance of payments situation is manageable, given the strong reserve
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position, and North Sea oil will insulate you from much of the immediate impact
of the energy crisis on the external accounts, the other aspects of the economy

are guite unfavorable. The immediate outlook for growth and employment is very
- i e i b h

depressing, due quite directly to the legacy of ithe last winter and the top

B

priority which the authorities properly attach to breaking the new momentun
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given to inflation. The recurrent strong wage pressures have their roots in
———————— - 4 3

vie low growth of the U.K. economy over past decades and frustration arising

from the consequent growing income gap between British and European workers--in
other words, in the supply problems of the economy which are so correctly

identified in the Chancellor's budget speech.

/ o rr‘r.'_a,_‘. l'..




)

We welcome the clear acceptance by the Government of the challenge of
redrossing these long-standing weaknesses. The intention to achieve more rapid
gr;wth in the future by undertaking to apply policies of enhancing incentives
and easing supply constraints without being diverted by the short-term costs
and strains of these policies is undoubtedly one which we can wholeheartedly
support. We are convinced that the persistént losses of market shares of U.K.
manufacturérs both at home and abroad, and the associated recurring payments

difficulties, were mainly the result of the entrenched supply weaknesses in the

economy .

Equally, we believe that many of the elements of the new policy are well

chosen to achieve the objectives. In particular, the commitment to restraint

on public sector cxpenditures is clearly most important if resources are to be

released for private investment and growth--growth which over time will enable

public sector services to improve over present levels. The emphasis on tight

financial policies is also appropriate in our view. It is now widely understood
#__
that fine tuning financial policies to deal with immediate areas of slack in the

economy can achieve only short-term gains in output and are incompatible with
inflation control and sustained economic expansion. We also accept that in
present coﬁditions, efter a long period of direct wage restraint, financiel
policy has to assume primary responsibility for checking cost and price increases
at this Lime;

Our task here is, however, not to catalogue our support for the policies

undertaken——the 1list would be long and would includ: many that were previously

in place. Rather, it is to look as closely as possible into the future to see

vhere the difficulties may arise and to note what might be done to lessen the
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dangers. Following this plan, we intend to focus our remarks on one difficulty

with the design of the strategy which comes largely from inherited commitments,

and then to make a few comments on some aspects of implementing the main lines
of the fiscal, monetary, and exchange policies.
The strategy adopted to reduce inflation--namely, to restrain demand so
that prices and costs fall into line with the Government's objectives-=is eritically

dependent on wage determination being responsive to these forces. Unfortunately,

in the area of public service pay the determination of wage levels is shielded

from such forces by the dccisfon, largely taken by the previous Government, to

determine pay levels on the basis of comparability exercises. It is our under-
..—-—-—-—-——--_-_-___.-_._.——

standing that largely for this reason wage rates for the public sector encompassing

over 20 per cent of the work force may rise almost 4O per cent in the two-year
period ending in December 1980. Such increases, even with efforts on a heroic
scale to reduce pﬁblic expenditure programs, would meke it very difficult to con-
tain adequately the borrowing necds of the public sector, while implementing the
intended further reduction of the tax burden on individuals. Moreover, they
inevitably create further pressure for high pay settlements in the private sector,
adding to the cost of breaking the inflationary spiral and increasing the delay
before the needed recovery in investment and growth. We would therefore lope thaf
every possible effort will be made to moderate the pay awards in the public sector

in the immediate future. Of course, fair relativities must eventually be met,
but it is most important that they occur when growth in the cconomy's available

resources provides the needed margin.




There are various ways to feature the strain c}oated by wage developments
currently in prospect but attention might focus on its consequences on monetary
policy. The rise in the general price level now projected for tﬁe two-ycar period
is estimated to be of theé order of 34 per cent; with such a rise in prices, the
desire to hold money balances can only be held dowvn to the planned growth of

about 23 per cent by maintaining interest rates throughout the period at uncom-
o g S s ]

fortably high levels. Such abnormal interest rates necessarily dampen the level
'-‘——-—_._______-_-—_‘__—

of investment--the projected reduction of 15 per cént in manufacturing investment
by the end of 1980 from the levels of 1978 seems to us realistic but also most
unfortunate. The abnormal level of interest rates also strengthens the exchange

’

market, both directly through capital flows and indirectly through lower domestic

demand; the resultant further weakening of competitiveness of U.K. industry will

severely limit export growth and encourage import penetration. Due to the lagged
reactions, the resulting pressure will increase over the next several years—-well
into the period when it is hoped that incentives will be promoting a recovery in

roduction. We therefore believe that every effort needs to be made to achieve
P 4
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the turnaround ir inflation more promptly than is now expected.
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In reacting to your plzns for reducing growth in the short term to conquer
inflation, we have been aware of the background of depressed world conditions
consequanﬁ on the energy crisis. We regret thet your struggle is concurrent with
tha£ situation but we accept without reservation thelpriority you must give to
domesiic stabilization. However, from all points of view, we hope for early

success so that your ccontribution to world growth can soon be resumed.
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Turning now to more specific points related to the implémentation of policies,
we would first reiterate our support for the flanned release of resources by public
expenditure cuts. We concur equally in the importance you attach to firm adherence
to appropriate cash limits to ensure that those increases in real levels of pay
that cannot be avoided are compensated substantially by reductions in the level of
employment and economies in the volume of other expenditures. We feel that there
will also be advantage if actions are £aken to show that puﬁlic enterprises are
under the same discipline as the private sector. Thus, the individual elements of
the nationalized industries may need to be made more subject to the danger of
closure arising for private sector firms when they fail the standard of market
viability.

As regards monetary policy, we welcome the willingness shovn at the time of

the budget to raise interest rates to ensure that the monetary targets are met.

This demonstration of your ﬁnderstanding that firm monetary policies are synonymous
with interest rates fully responsive to emerging market pressure was absolutely .
essential. Unfortunately, the continuing rapid growth in bank lending to the
private cector and the immediate large needs of the public sector may well require
further demonstration in the near future of your commitment to this principle. As
-—

the expsrience of recent years clearly demonstrates, reluctance to allow such
flexibility quickly undermines the credibility of the authorities' willingness

to accept the unpleasant short-term consequences of their monetary objectives. On
a related matter, while we understand the reasons for the maintenance of the corset
at the present time, we welcome the assurance that it is not a permanent instrument
of control as it seriously &istorts the financial system and over time makes the
stﬁbility of M3 irrelevant to judging the attainment of monetary policy objectives.
For a sirategy so strongly based on limiting growth in the volume of money to pre-

determined target zones, this distortion must be unacceptable in the medium term.
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On the exchange rate, the siress on flexibility and the desire to avoid
vweakening other policy objectives by support of rate levels either against

appreciation or depreciation seems entirely appropriate in present conditions.

Ve note the reqognition'that the rate is unduly appreciated at present but we
accept that there is little that can be done to return it immediately to a level
more consistent with the growth ohjectives. Ve suppor£ the policy of reducing
exchange controls on capital outflows and believe that the conditions are now
appropriate for terminating the investment currency-market. On a smaller issue,
ve note that the previous way of acquiring the foreign exchange nceded for debt
amortization--namely, through resisting from time to time pressure for apprecia-
tion--is largely precluded with the new emphasis on exchange rate flexibility
and would suggest that consideration be given to acquiring the désired exchange

steadily quarter by quarter, so giving the market a stable basis for its judgments.

We welcome the clear stand against import controls which might create some

temporary incree in employment but by & method diametrically opposed to the new
policy strategy with its emphasis on medium-term supply improvement guided by the
market. The pleas that some will raise for exceptions as declining competitiveness
and growing unemployment cause special industry difficulties must be resolutely
opposed. With the enhanced emphasis on_market guidance, we hope that the United
Kingdom will do all in its power to encourage EC action to reduce common restric-
tions on trade, notably on textiles and agricultural products. Progress toward
sreater integration of the world economy fo enhance tﬁe ability of developing
countries to emerge from poverty can be critically aided by the trade policies

of this single most important community of nations in its period of cconomic

ascendency.
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Many of our members will regret the reduction of aid programs made in the
(4 28

budget, even though the reduced plans still allow for some incrcase in the share

of-resources devoted to development a:sistance.. The United Kingdom has an important
role to play, together with other industrial countries, and as the recipients are
currently entering a period of severe strain arising from the repercussions of
the energy crisis, their needs are very great.

In closing, I would return to our main theme. The courageous decision of
the Goverrment to act to improve productivity performance of the U.K. economy,
whatever the short-term cost, is an essential step toward avoiding the recurrent
payment.s difficultiés of the past. The task undertaken is tremendously difficult
becausb fundementally its success will depend on winning the support of the mass
of the population for new attitudes toward productivity. But it is a struggle

vhich can be won if the right policies are pursued with persistance ard consistency.




