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NE The Cabinet discusased the nogotiationa with the International . N
. GOTIATIONS Monetary Fund, Their discussion is recorded separately. 5
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LIMITED CIRCULATION ANNEX
CM(76) 35th Conclusions

Wednssday 1 December 1976 at 1(, 30 am

The Cabinet had before them four papers on the alternative courses
which ware opan to the Government - a ypemorandurm by the Chancellor
of the Exchequer (CP(76) 123), a memorandum hy the Secretary of
Stats for Foreign and Commonwealth Affairs (CP{76) 118), a
memorandum by the Secretary cof State for Energy (CP(76) 117} and

a memorandum by the Secretary of Stata for the Environment

{CP(?76} 124); together with three memoranda by the Chancellor of

tha Exchequer (CP(76) 111, 122 and 125) and a note by the Central
Policy Review Staff (CP{76) 114) which were algo relevant,

THE PRIME MINISTER eaid that the formal position of the United
States and West German Govermments wae that the negotiations aver
the loan wore for the International Monatary Fund (IMF'} to handle;
and although no doubt they both had their contacts with the IMPF, it
seemed that they were nat prepared io bring presaure to bear on the
Fund on the United Kingdom!s account. The West German Chancellor
wag, however, impressed with the gravity of the situation, and
fearful of the poasibility that the world might start moving down the
trade reatriction route. He reminded the Cabinet that the loan
negotiations were only omd clement in the gituation, arnd there were
good grounds for believing that others might be negotiable, eg an
international arrangement to cover the eterling balances. Without an
agreernent with the IMF over the loan, thare was however no question
of covering thoee halances, and no question of any other bilateral
borrowing. He had talked privately and separately to Mr Len Murray
and to Mr Jack Jonse but there were difficylties in any wider
consultation with the Trades Undon Congress (TUC)in view of the need
for complete saecrecy. He suggested that at that day!s mesting thay
ghould concentrate on the broad strategic optiona open to the
Govermment, leaving more detailed consideration till their maeting the
following day.
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THE SECRETARY OF STATE FOR ENERGY said that the Cabinet had ]]
to reach a political judgment on the aityation, The West Garman If
Chancellor hed ahown himself unsympathetic; the pre pent Urndied
S@ates administration was a larme duck; and President-elect Carter
was an uwkrown quantity. All of this peinted to the need for self-
reliance. The country was in the dapths of a siump which wonld g
deepen. With 1} million unemployed the Governmesnt must go for |
reflation in order to move towards their target of getting woemploy-

ment down te 700, (0 by 1979, They must expand the manufacturing

base; and they must safeguard social sscurity benefits. The Cabinet -
had to choose betwoan two alternative strategies; that which he '
proposed, and thit which was put forward by the Chancellox of tha l,
Exchequer whick, with its defiationary impact, wes & departure from, 3
not a ¢continuation of, the axisting strategy. In his view deflation waa :
unficcepthble, The expansion which was needed could only be achievad |
through protection, which was logal both under the Gensral Agreement '
on Tariffs and Trade (GATT) and under the rules of the Evropsan :
Economic Community (EEC). The Government should sesk jnter- |
national support for a protectioniat strategy which would involve both ;
import controls on manufactures and, at least for an interim period, :
exchange controls to check speculative outilows ang facilitete B
differsntial rate of interest for official heolders of sterling, together ‘
with control of bank advances and rederve powers to introduce planning
agreaments. Not to have even Attempted to agree such & pet of
policles internatiooally would be inexplicable ta the Labour movement.
I the Government deflated, undermined the industrial strategy, cut
back sorial security benopfite 4nd accepted intsrnational control of the
countryls economic affairs, thelr political stance would be impresible.
Under bhis proposals the Government would be aeen to be defcnding the
national interest, and in his view in thias situation the IMF might well
be preparod {0 make tha loan available; but if they did not, the
Govornmant would have a tough eelf-reliant strategy to fokllow, He saw
no prospect of survival for the Goverument if they aliowed unamploy-
meat to lacrease in order to meet the demands of lnternational
bankera, The effect of the pelicies he proposed would be to bring
about & mare rapld recovary of employment than the other proposals
before Cabinet,

THE SECRETARY OF STATE FOR THE ENVIRCONMENT agreed that
the cholce hefora the Cabinet wag deflation or aome altexvetive 7
stratepy. The Chancelor of the Exchequer was propoaing &
reduction of £1 billion in public expenditure {n 1977-78 - which would
increage unemployment - to be followed by & further cut of £1 billioo
in 1978-79. Thir would be & palitical tomb for the Governmant,

In response to such measures the IMF would iseuve the loan in tranches
{0 enable them to police the United Kingdom's economic behaviocur and
would require A Latter of Intant ruling out import eontrols, In his
view the heart of the country's present problems was that we ware
running a deficit on our current account and had exhayatad all

poesible sturces of hborrowing. It whs tharefors amenssdly to close
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tha trade gap a2nd get into aurplus &» quickly as possikble, and the baat
and speediest way of doing this would be by Impaosing controls on
imports, Ho did nat sharc the views of those who wantaed such controic
for A prolonged poriod, since he did not balievye that British industry
would achieve the necessary rageneration behind protective barriers.
ALl he wanted was to get into current balance 2d saon as poseible,

It had Lesn objected to this coursa that it would provoke retaliation:
but he pointed out that under Article XII of the GATT, paragraphs 1
and 2 {a) (i) and (ii} of which he quoted in extensdo, such Action by the
United Kingdom was fully justified and there wiz no provision for
retaliation by other members (unlike the position under Article XIX,
which dealt with eelective coantrols, and which dld concede such a
right), The trade pledge entersd into by members of the
Organpigation for Economic Co-operation and Development,

which the Goveroment had twice reaffirmed, coatained the resorvation
that it wae dependent upon tha surplns countries hehaving in such & way
ag to stirulate world trade, and the failure of the surplus countries in
this respect removed any inhibition cn account of that pledge, I was
true that thore wae some risk of ernulation by thoss in a pirmilar
position to the United Kingdom. Italy would undoubtediy follow euit,
and just possibly France and perhaps such countries as Auastralia,
New Zaaland and Canada, who were all in belance of payments
difficulties; but the major purplus countries - the United States, West
Germany and Japan - would have no right to do 8o, In his view it
should be poasible to adopt impoxt controls &nd to persuade otber
countries that it waas senaible for us to do o, This would lead to s
surplus of £4 billion on current account in 1378, Admittedly there
remained the short term problem of obfRining the necessary financial
assistance to cover the Immediate period of difficulty, but it should

be possible to bridge this gap, perhaps by introducing import depoaits,
Tha IMF could not afford to refuse belp to 2 mbjor democracy, but if
thie shonld happen one altarnetive posaibility would be to seek to roll
forward to a later date the rephiyment of the shart term standbhy credit,
at present due to be repaid on 3 Decembar. Another posaibility
would be to arrange for the mobllisaticn of the country's capital assets
and arrange for thoir crderly relszse until the current account deficit
woe closed.

THE FOREIGN AND COMMONTELLTH SECRETARY said that
neither of the astratcgios proposed by the Secretary of State for Energy
or the Secretary of State for the Environment wars nocessary on
aconomic megrit. The Government's pregent economic sivategy wan
working and the cape had not been made out either for import
restrictione or for a further deflation of £1 billion. In his vew
expenditure cute on such & scale would be disasptroun. If the [MF
pushad tha Government that far, it would become nacessary for the
Prime Minieter to atate publicly that the only alternative to such a
courae would ba & slage aconomy. The reaction to such a threat
would be that the United States and Germany would ensure that the
IMF would act in such a way as to avert that posaibility, The question
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wag: what deal would be tolerable with the IMF. In his view it would ‘|
be aceeptable to eut the public sector burrowing requirement {PSBR)
by &1 billion as long as this was done mainly by non-deflativnary 3l
measures, such ag the sals of the British Petroleym sharas, (Cuota 'l
rostrictions would be wholly inconsfetent with the IMF /g attitude; but '
it might be poseible to de something sbout import deposite. Taken -
with £1 billion of other cuts, the PSBR would go below £ 8% billion in |
1977-78, &nd this would appaar the more acceptable as being part of
a larger strategy, The doflationary effects of iimpoxt depoaits were
very much lees than those of comparable sxponditure cute. When

the annoancerment of an agreement with the IMF was made, the
CGovernmeant shogld at the same time announce the cuis which they had
rocently agreed but not yet made public - although he acceptad thut

thie wae a presentational point only, asince the cuts were policy changes
needed to keep expenditure within planned lirnits,

In the course of disacussion the following peoints were madae;.

&, [twas by no means clear, given the Hinited scale of the

United Kingdom’s foreign exchange reserves, that if a policy

of irnport controla were adoptad it would be poasible to _
finance the exterpa)] deficit, which would inevitably pexaiat |
for some time, without having to resort to such steps as '
draatic rationing., It might be, as the Sacretary of State for :
the Eovironment had suggested that, faced with proposed N
actlon under Article XII of the GATT, the TMF would make the :
loan avallable; but if this proved wrong the country could be

facing & bankrupt situation. It bad been argued that it would

be neceasary to impose exchange controls at the same time aa
import controls in order to stop & capital gutflow; but it wae

pointed out that tha United Kingdom ie fact enjoyed a net infiow

of capital, sincoe much of what was acored as an outflow wag in

fact capital inveastment overseas from retzined profits,

b. It waa suggested that if, as part of the price of a loan,

the IMF required an undextrking that import controls would not -
be introduced, theén a decialon Against them now gould not be |
reversed: but it was pointed out that the Letter of Lntent would
only apecify the need for prior consultation, The IMF woeuld
wish to monitor the United Kingdom's progress over a two-yoar
pérlod and they would propase to spread the relsase of the

loan ovor thet time - although it waa hoped to get a larga part
of the loan &8 soon &8 the agresment was signed.

1

c. [Itwould be a mistake for those who regarded it as of great
importance that the United Kingdom ehould have the loan to
underestimate the negotiating power which this need placed

in the I]MF's hands, Fuxthermore, the IMF view wag that the
presant exchange rate was too high rather than too low, ao ;
that they might well be prapared to go to the absolute limit in i
negotiation, i
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‘ d. There must he daubt about the Foreign and Commonwealth |
Secretary’s proposal that, if the IMF pushed for large
sxpenditure cuts, tha Prime Minlster ghould state publicly
| that & seigs economy was the inevitable alternative. Such &
move could lsad to a collapse of confidence which made it an
extremely risky procedure.

a. A go-it-2lone policy wae not viable, since the country
would bhe unable to Hnance the needs of her basic irdustries.
Impoxt depeosite woare not & painleds alternative, and it wan e
recalled that the import surcharge 8cheme of 19564 had '.
provoked atrong opposition in the countriee of the European !
Free Trade Area and & withdrawal of their co-cperation in '
wider fielda. Acton on imports was contrary to tha
interesta of a country which, like the United Kingdom, traded i
woTld-wide. The reaction of the SEC would need to ba i
coneidered, particularly on such otherwise unrejated jasues :
as the Green Poouwd, through which the United Kingdom wae at
present enjoylog a subsidy of some £500 million a year.

i

f. Rlsing unemployment was {nevitable under apy of the j
policies before the Cabinet, The rationaljsation of indystries |
such aa shiphuilding, aircraft and the motor car Industry, as |
weoll ap conl and steel, wae all aimed at improving productivity |
and thus - at least in the short term - increasing unemploy- 3
ment, It had to ba remerabered that, thanks to the Labour !
Covernment, tha worsat of the misery had been taken out of :
unemployment by the payrment of reasonable levels of benefit.

g. It would be important te avoid making the mistake of

doing too little - even if that were osnough to get the loan - and

then baving to do more and worse At a later atage. It was by

no means c¢lear that £1 billion off the PSBR by rmesns which

wou'd not affect employment would czreate the nocessary market
confidence; while irmport deposits involved grave disadvapntages
in the second year when their effects wera reverged. '

h., If it proved posaible later to redyce personal direct -
taxation, this would releage & conmiderable fund of goodwill '
among Labour Party supporters, It might be worth considering !
the posweibility of differential taxation in favour of thoée who !
worked in specified sectors such as mAnufacturing induatry, ‘

More immediately, the pogaibility of an increase in Valne
Added Tax should pot be ruled out, since the effocts of thig on
the retail price index would probably be loss damaging than
that of a fall in the value of the pound,
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in common: firet, the derirability of obtaining the IMF loan
if this were possible; sacond, the need to cut imports,

whether by controls or by higher unemployment; and third,
the survival and improvement of British induatry, These )
three ends would be best served by adoptian of the scheme put 1
forwazrd hy the Secretary of State fox the Environmaent, -

i. Al the main scheames put hefore Cabinet had three aims ‘II

jo It was argued that although the marals of the Party wes
very low, it wauld hold together to put through tha Chancallor
of the Exchequer!s proposals, Against thia the view wos @mkan
that it was too much to ask the Government's supporters to
stomach a third package in a year, including cuts in the s-..cial
security fleld which reguired legislation.

THE CHANCELLOR OF THE EXCHEQUER, said that the Cabinat rnust
decide which of the courees before them was the least disagreeable,
His proposals bad been condemuned as doflationary, but he reminded
Cabinat that the jarge PSBR in praospect waa inflationary and a cut in
it would simply modify tho degree of inflation, The undex use of
capacity in the country was part of a world phenomenon. In his view !
the right adjustment to make to such a sitnation muat take full ascount
of the monctary and financial factors and the effect they had upen the .
real econotny, The FSBR had to be cut because it was imposeible to .[
finance it at the prospective high lsvel save by printing money of '
maintainirg axceanive interagt ratea, Without the \MF loan the i
external deficit could not be financed, there would be no safety net |
for tha starling halances, no acquiescence by other countries in a !
scheme of import deposits, and no bilateral lending. He rominded |
Cabinet that if, in the event, the PSBR looked like belng lower than
now forecast, it was always possible to feed demand into the economy
through cute in taxation in the Budget, a course which would prove
extremely popular, Iahis view failure to reach agreement with tha
IMF would cause uoernployment to rise very rapidly, A siege
economy of the kind envisaged by the Secratary of State for Energy
implied alse & command economny, which waa contrary to the
maintepAnce of tha mixed economy to which the Govarnment wag
cormanitted, The Secretary of State for the Environmentls Alternative
would not cut unémployment, and baing 2 short term policy designed ’
to lagt anly until the balancae of payments was io surplos, it involved !
all the short term disadvantages without any of the longer tarm
prospacts of immprovemeant, He rerminded Cabinet that effectively
action had already been taken on imports since the depreciation
which had taken place in the cchange rate mince 1975 had bean
oquivalent to a tariff of 25 per cent,

&
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THE PRIME MINISTER, summing up the discusaaion, said the |
Cabinet had now reached a point at which it should he possibls to i
roach a conclysion on the gensral econornic strategy to be adopted. |
It waa clear that the majority were not in favour of adopting a strategy |
which would inveolve gquota restrictions on imports; and that they
would support the continvation of efforts to reach agreement with the
IMF on the ioan - aithough some memberd of Cabinet who favoured
this courea would wish to reconsider the alternative, protectiornist
strategy if the termas of an IMF loan proved to be too Arducus.  No
agreemant had however yet been reached on the question of the pine

or compoeition of the package which the Cabinet would endorse either
on ite own merite or in order to obtain the loan, At thelr meseting

on the following day they would need to decide the amount by whica

the PSBR. ahould be reduced, and, in very broad terms, how such a
reduction should be Bchieved, Further dedailed discussion would of
couTse he necessary subsoequently in order to settle the precise make-
up of tha package; but the Cabinet needed to settle without further I
delay what proposal to put to the IMF., Ha indicated that he would be ‘!
geeing certain members of tha TUC that avening and wauld listen to !
their views and infarm them, as far as he properly could, of the |
situation. He obseryed that in his view the state of the Lahour Party !
was not, perhaps, as bad as some had auggestad, and that there wha a ‘

growing understanding of the sitvatior which had to be faced and an
incrensing will to come together in o closer unity,

The Cabinet -

Took note, with approval, of the Prime Miniataris S
summing up of their discuseion, |

Cabinet Office
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