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/

I, During our discussicns last week some of our colleapues doubted the,
wisdom of maling any substantial messure of fiscal adjustrent in 1977-78 «
and ptill more in 1978-7% - on the lines which I have advocated in general
terme, The decislons which we have to take are among the most important,
and most difficult, which a British Govarnment haa had to face $n many years,
1 am anxious that those of my colleagues who are disposed not {0 accept my
advice should fully understand the case for the adjustment and the
cousaquencesn, in terms of alternative policles to the ona I put forward, of
not making it. In this memorandum I met cut the arguments for an
adjustment, my recommendation on #s quantum and my judgment of the
options opon to us - and thelr implina.ﬂmm = If my advice is not accepted,

Z. The canse for a fiscal adjustment (or, to put {t more blunily, a cut in
the prospective Public Sector Borrowing Requircment {PSBR) in the two
financia) years 1977-78 and 1378-79 is not simply that this is what the
International Monetary Famd (IMF) require as a condition of a standby
credit, important as that 1a 35 an argurmnent; there is a more fundarnental
reason, which would apply even if ws did not require the Fund's money both
to repay the $1, 6 billlon swap facllity due to our Central Bank areditors on
9 December and to finance our extarnal deficit over the next few months,
The argument is partly about finance, and particularly external finance, and
partly about the geaeral direction of the economy aml the pace at which it 1s
progreasing to uur declared goals,

1. The external finance argumnexnt la this. We have, certaimly on the
bapls of our econamic forecast and to 2 more limited but still aignificant
extent on the basis of Indopendant forecasts, a continuing substantial deficit
on current Account, After an encouraging recovery in the first half of 1976,
we have had several monthe of deficits each over £200 million, giving an
annual rate of about £23 blillon, To the finance required t¢ cover this we
have to add & requirermnent of about £1I billlon per annurmn o cover the
gtructual element of our capltal account - particularly export credit,
Finally we have to be prepared at prosent to flhance any contlnuing tendency
for sterHng holders to want to convert their assets into forelgn currencles,
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4. Whether on nresent policles we eliminate our cuxrent deficit In the
couree of 1977 ar the Natlonal Institute predict, or whether we do not do so
until 1978 as the Treasury oxpect, we aball have to borrow abroad on a
aubetantial acale for at least & year and probably more, Unless we can do
+his, wo shall not be able to cover the deficit at anything like the present
exchange rate, Our only ecocurse then would be to hope to achleve
equilibrium by allowlng the rate to fall to lovels at which there might be
‘some chance of forelgners stepping In to buy sterling ec as to acquire a lot
of United Kingdom essets - British firms and properiy, ap well as financial
assets = very cheaply, This, deapite the effect that the fall in the exchange
rate would haye on our own cost of living, Ju still an opdmistic scenarlo,
Tha peasimistic scenariv 18 ona of contingous and probably accelevating
depreciation, leading to South American-seyle inflation, with higher impozt
prices feeding through to wuges and vice versa,

B Our future turns critically therefore on gur ability to mobilise i
exteranl credit on a scala which will enable us to fill the gap -~ presently of
ahout £3 billlom per annurmn - untll we are In the black, Ovar the three

years since the onset of the ofl crisle, in additien to earlier IMF borrowlngs,
we have managed to ralse something like £6 billion of external credit,
whether by recefving a sterling Inflow from the Organimation of Petrolaum
Exporting Countries [OPEC) or by direct market borrowing by public sector
bodies and by private institutlons, Why do we now suppose that our credit
hag run out? The anawer is that the rmarket reamains a potentially large
source of further credit, but cur creditworthiness has becotns dangerouely
undermined, The market and OFEC who together have sustained us since
1973 have both bacorae very eceptical about the viability of our policles, in
particular abont our determination to move into purplus and about our ability
to manags our domestlc finance in such » way that we will not vee a
dangerous monetary expansion undermining, If not destroying, the succees of
our counter ~-inflation programme, The experience of this year, when our
progrese on inflatton has been vigihly checked, when our balance of
paymenta has deteriorated, when the maney supply has begun to expand at an
alarming rate, and whon PSBR seems 0 remailn chstinataly high has not heen
reagsuring, There {s no doubt that unleas wea take declaive action to
improve the balance of payments and to get the monetary axpansion under
firm control, we shall not ralse the funds we need to maintain stabllity at
home and abroad,

6. We need in thie context to keep the role of the IMI* in perspective,
Cuantiintively it {s not as important as the markat iteelf, But it is sean by
the market as the bellwather. I the Fund accepts that our policles are
credible, the market is virtually certain to follow suit, and the amounts
potentially avallable to ua are large. Far contra, if we fall to reach
agreement with the Fumd, we are unllkely to be abls to valse funds on aay
asignificant scale In the market,
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T, In domeatlc financtal terine, the prospective PSBR - now estimated
to be £10% biilion in 1977-76 - presents a huge interoal financing problem.,
To contaln monetary expansion ta a lavel which would nat have adveras
repercuseions on the exchange rate, we should both have to continue to sell
gilts on a magsive wrale and have to contzln the growth of bank credit to the
private sector: we canuot be certain of achieving the first, even with high
interest ratan,

B. If wo succeeded {n containing monetary expangion by action on these
two fronts we would in both ways be depriving industry of some of the
external funds it needs if we aroe to regenerata the industrial base on which
the future of the economy deperdd. The continulny high interest rates would
aleo put at risk other policies, notably housing, If we falled in controlling
the growth of the money supply, we should forfelt the proapect of recovery inf
domestic growth, Inflation and the balance of payments,

9. Even on the basle of the present progpect we cannot he certain that
the predicted improvement in tho external balapce will come about, There
1s a risk that, losterd of achieving equilibrium in 1978, we shall continge in
defiait for some considerable time, In my view this 1s a risk which we
simply cannot afford to take, Too often inthe past we have taken riske
with the external balance aad this has beea our undoing,

1o, My judpment therefore, which [ have reached independantly of the
Fund - ig that there is a poworful case for a flecal adjustinent, and more-
over one which would extend over the two yeara 1977-78 and 1978=79, Omn
present policles both of these years are lkely to show substantial fimcal
deficite and it 1s necersary to conternplate measures which run through and
indeed have greater effect in the second year than the first, Thia i=
mainly because it s in the second year that the growth of the economy Ia
likely to be stronger ag the axpansion of cxports and Investment gets under
way,

11, The size of the adjuptment roquired inveives a difficult sxorcise of
judgment, My own view is that it should be such as ta reduce the PSBR to
something like £5% billion in 1977-78 and perhaps to & similer figure the
followlng year, though the latter figure should be thought of more
tentatively because of the many uncértainties which purround estimates for a
poriod so far ahead, Ihelieve that, If we make the necessary moves now,
we should safeguard our future, Becure sgreement with the Fund and
declslvely re-establish our markst ereditworthineas, We should establish
firm conditions for the exchange rate to stabilise and enable us to plan for a
gecure Indgstrial revival untroubled by the destabilising and unsesttling
effects on our aconomy which have thrown ua so hadly off courss thia year,

12, As to the nature of the adjustment, I coneldar that this should be
largely, if not predominantly, through reductions in public sxpenditure,
$ Thare ara two reasons for this, First, Ibelieve that tex increases would

3

SECRET

_




SECRET

be regarded by the Trades Union Congress (TUC) as e breach of the
underetanding we reached with them in May under which, in return for a

pay agreement based on £2,.50/5 per cent{ {4 we agraed certain income tax
reductions, I have already been warned by the National Economle
Nevelopment Countil (NEDC) Six that zn increasse In tax, wheother direct or
indirect, would be very badly recelved by the union rank and filo, In
practice the only tax increapes I could propase would be in the indirect field,
and those would Impinge immediately on the Retall Price Index, To the
extent that, through Goverament acilon, we add slgnificantly to prices Io the
next few months, we shall jeopardise the current pay round and make agrec=
ment less lkely on a third round pay policy on any basls whick offers some
prospect of the rate of Inflation being brought down In 1577-78, We also

give concern to those abroad who judge us primarily by our rate of inflation,
The sacond reavon is that, for good or ill, the markat undoubtedly places
greater welght on expenditure cuts than on tax Increases ap 2 measure of
reducing tha fiscal deflcit; and If the package contains tax increases, will
look for a greater total raduction in the PSBR for any given impact on
confidence, We may 28 a Parly deplore this and write {# off as political
prejudice. But we cannot ignore I, And we would be unwise to suppose
that what the market expects Is irrational, It is far from clear that the
mase of the public, inclyding our own supporters, would not prefer to ses ita
take~home pay protected than sco the sacial wage kept inviclate., In ferms of
incentive to effort I arn aure that it is the pay packet which counts, mot the
pize of our public programmen, important az these are to the soclety we
want to create,

13, In my paper (CP(76) 111) last week I sa)d that I belioeved that the size
of the flscal adjustment required was £13 billion {n 1977-78 rising to

£2 billion in 1976-79. Since then, further calculations carried out by the
Treasury, in which credit is taken for the lower interest rates which a
package could aciileve, snggest that the PEBR targots at which I was aiming
could ba secured by adjustments of £1 tillion rising to about £2 billion in the
gsecond year, Thege adjustments would be supplemented by the sale of the
equivalent of the ex~Burmah holding of British Petroleuym (BP) ehares, I
belleve that we could sacure agreement with the Fund with such a
programumne, Although for the reasong I have given the prograrnme should
congiat mainly of expenditure cuts I would not rule out a small t=x
component, preferahly for the second year, given tha great difficultiea we
should have with the TUC in Indirect tax Increases now before the nsgotiation
of a third pay round,

14, To the extent that in the next few monthe the economy develcps more
favourably than we presently expect and tha actual PSBR looks like belng
lower, I would hope to make 8 me incorie tax reductions In the 1977 Budget
to restore at leadt part of the Jemand lcst by the cute, I there iz scope for
this within the programme we shall be ¢ ornmitting ourselves to, it would
provide 46 with 2 valuable indi coment £ the unions ta agree a third year of
pay restraint, It Is mot impor &lble thit if President Cartar leads the major
countries in & more expanelom ry policr, this too would create ecope for cuts
in incame tax in Britaln,
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15, It is important that the package of measures we announco should not
be wholly noegative but should have a componert which deliberately supports
the industrial strategy, which is at the centre of our sconomic policy, There
are a number of Instrumesnts which have been suggested for this purpose, but
the moat fruitful is *he new Selective Investment Schemna which buillda on the
succesk of the Accelerated Project Schame which we have now brought ta 2n
end, Advance indication that we vare aboat to lintroduce & Selective
Investment Scheme wan glven at lagt month!s meeting of NEDC bt we have
deliberately held back itz formal anhouncement for Inclialon in a package.
We earlier had f#t 1n mind that the Scheme should have a limit of £10¢ millicn,
By no means all of this will be spent {n 1977=78 and 1975-79; it is not there-
fare the overall financial limit of the Scheme, 00 much as the annual rat- of
spend, which will determine ite impact in the next two crucial years, I
therefore Buggest that, when we anncunce this Scheme, we should make it |
clear that, so long as good cont=effective projects are corning forward in
aupport,” they will not b2 allowed to fail for lack of resources on our part: -
and that, when the £100 \nitliczn Hmit 4s reached, we shall be prepared to
look favourably at its extension, We should also indicate that selactive
assistance to indusiry under the Industry Acts will also have 2 high claim on
resources, although the limitation here 1o as much one of admindetretion as
af money, We cannot, however, ba 50 forthcoming ahout schemes of
agslstance for employment, Indeed, if we were to adopt Echemes of the .
elze advoeatoed by the Secretary of State for Employment -~ which would coat
over £750 million gross - we could de so only at the expenge of secking
cormnparable cute elaewhere,

16, A proprammse on the lines set out would I think be all we would need
for a mable and financlally sound economy, I ig right that we should
comelder whether any valuable role could be played by a temporary (12 months)
scheme of import depasits, designed to Induce & significant financinl inflow to
the United Kingdom during the critical period when the balance of payments
was still in deficit and fo reduce marginally the volume of imports, In
considering this possibility, we must of course remermber that the initial
helpful effecty of an Import depoeit acherme are lnevitably reverased when the
scheme enda, and that there would be very strong International pressure for
such a gchermeo to end after 12 montha at the most,

17, X cur poeition were that we could foreses ways of making really
dramatic reductions of public expenditure and/or increases In taxation in
1978-79, but not before, there could be great advantage in an import deponit
scheme to bring forward some of the effects and create a smoother path of
finaneial {mprovement, But in frct, I belleve we should take flecal action to
reduce the prospective PSBR in hath years, although this will require rather
Jarger cute in 1978-79 than naxt yeay, BSo the profile of the effects of an
Import depopit seheme would not sult us, To add an import deposit echeme
to meapures on the lineg I have deacribed would have ite maln Impact on the
PSBR io the current yeay; would have A relatlvely maxginal imnpact on
1977-73, taken as a whole; and would .iave a strongly adverse lmpact In
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1978-79, whenthe depoeits would have to ba repald, They would tharefore
generally dimtort the pattern of change we should be seekdng, On the other
hand if we used an import deposit scheme as a subatitute for expenditure cuts
affecting 1977~78, thia would be lli-recelved by cur internatioral partnere
(who might well in some caees be lnduced to retaliate) 2nd would leave ua
with an even more difffcul? problem in 1978-79, In ¢ither case an import
deposit scheme would greatly reduce company Uguldity and might etop the
investment recovery in ite tracks, It has therefore boen strongly opposed
in a public statement by the Confederation of British Industry (CBI). For
these reagons I doubt the economic value of an import deposit scheme at the
preaent time, although it might have political value in helping to sell the
package at bome If that package were acceptable abroad without impoxt

deponits,

18, I roaliee that the programrne I have outlined would mean that
unemployment and, to some extent, prices would rise abope thelr forecast '
levels in the year ot so ahead, Unemployment inight be 30,000 higher than
in the Naticnal Incame Forecast (NIF) by the fourth quarter of 1977, but the
prospecta beyond then would depend very much on the way othexr elernente in
the economy were moving, We might well s able to relax the rigour of the
programme in late 1977 or aarly 1978 if the economy wos then set fair, We
would bave overcome the worst of cur financlal problems and the constraints
on our freedom would be groatly reduced,

19, Howwver, it would be misleading to compare the proapect after this
flacal action with the figures pugpested by the baeic NIF, ° The NIE
forecast of output, employment, balance of payments, etc, was llike the
Natiopa) Institute forecasts) entirely predicated on the assurnpHon of
internal flnancial atability and on a sufficiency of external credit, L.
practice and on present polieles neither of theae conditions is Lkely to be
fulfilled, And, if they are not fulfilled, the whole basis of the forecast
diainteprates, A fallure to adjust present policies could well produce a
collapae of the sterling rate, an accelerating rate of Inflation and a sharply
worsening balance of trzde, These developments would prodirce an
employment and price prospect far worse than the one envisaged under the
proposad programme.

20, I rcallpe that the proposals I am putting to my colleagues are not
agreeable and will be difficalt to sell to the Party and the TUC, ¥ there
were 4 batter or more viable set of palicies I should propese them, Butl
do not beliave that any of the alternatives, all of which would mean
abandoning negotiations with the Fund, is preferahle to my proposals, or
indeed is viable in practice. Thres broad alternatives have been suggested,
although some elements in each might be combined with othera:

f. A programme involving draetic Lmport controis and
supporting exchange control measures,
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1i, A programme involving lttle or no fiscal change, It has been L
puggeated that this could be coupled with an attempt to finance our

deficit by large=-scale crodiis and the sale abroad of financial assete
which would have no effect on the lovel of acHwity. )

1if, A programme involving miaimal cuta in expendituve, a wage/
price freeze and a echeme of import deposits desighed to raise the
external finance,
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ri In piving the proper consideration to these policy alternatives we
must recognise that the present - still very fragile - ptate of confideace
could be digturbed once again, if there were to be an ominous delay in
reaching agreemeapt with the Fund or, worsee still, if the discussions were
broken off without our having reached agreement, In that event the markets
would almoat certainly take the timing of decisions out of our hands.

8 Iwill not go into i. in any detall, for the arguments against it are
well get out in the papar by the Central Palicy Review Staff (CP({76) 115).
This programme would involve & complete reversal of everything we have
sought to achieve an 3 povernment, We should have to withdraw from the
European Community (although whether we would secure the legislation
required tu permit this geems to rme uncertainl,. We should lavite retalistion
which would damage those parts of British industry which have been mast /
auccessful in world markots and we should foster and protect thase very
industries which are least competitive. It would be a complete reversal’
of our industrial strategy, At the end of tha day wo could well be weakey
and iess able to campete than we Are now, The expension of investment
which it would be 3 main purpose of the programme g promots, would be
forthcoming, only if businessmen thought it was Ukely to endure. But
against the likelihood that the Opposition would promise to abandon it as
soon A8 it won office, businasamen would no* take tha decisions essential
to the programune’s success, Cur manyfacturing hase would therefore
tend to contract, rather than to expand,

23. The programme at li. appeare to He much more attractve and to have
fewer long term disadventages., But is it realistic? To be effective it
would require external credit on & vaet scale, sufficient {n fact not only to
finance the deficit but also to allow for the withdrawa) of the stexling
balances, which would not be underwritten by the safety net arrangementa
which only sgreement with the Fund can securs, [ can gee no grounda
whatever for supposing that this credit would be forthcoming. The market
wonld certainly not eupply it, and the Prime Minlater's recent exchanges
with President Ford and Chancellor Schmidt make it clear that bilateral
officisl borrowing from the strong countries, notably the United States and
Germany, 1a not an option if we fall to agree a programms with the Fund

(and we rmust not forget that these countries have their own domestic political
constrainta). Nor do I consider that we could ohtain sufficient funde by the
gala abraad of some of our sational asseats, We could in theory dispose of
the whole of the 70 psr cent of the official holdings of BP {valued at

£14 billion), but it would be a difficult opsration te mount because of its aixe
and would take a good deal of time, There may be i faw other assets which
wé hold and might hope to sell. But the proceeds would still be well short of
our requirements; and, even if they were not, I cannot think that the
Covaroment!s reputation and credibility would be anhanced by the wholeasale
disposal of our patrimony at knock-down prices, Ie it really in our interests
to well off our industrial base when the equity index is (even now) at 300 - or
to pell off the whole of BP, just before the company begine to accumulats
mansive profite from the Noxth Sea?
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24. There remaine the theoretical option iii, of seeking to sstablish
our credit and viability hy sorme amaller fiscal adjuptment then ] have
proposed, supported by & wage/price freaze And/or by a scheme of Import
daposita, I xrepard this as legs irnpracticable than the other two optians
but it is nevertheless open to 3 pumber of poweriul ohjections,

Z5. Firat, as CP(76) 125 points out, a '""freexe™ can be interpreted in
more than one way. In its eimplest form, it presumably meaae po
increass in wagee and no increase in prices for a atated period, Thua,
induatry (in both the public and private sactors) would have to absorhb the
full impact of increases in import costa and Any other increnses in
domestic non-wage coats. As a consequence, it would (by comparisor with
oaur present strategy} imply a massive switch of resources from industry to
personal copsumption « comparxable in some ways with the indexing of re
take ~home pay., It would spell catastrophe for industry, whose cash flow
would be gravely interrupted within a matter of months, '

26. In a legp extreme from, the "freeza" could mean no increade ia
wages 2nd an increase in prices limited to the effects of import and other
dumestic non~waga costé. DBut this would in practice irvolve much of the
hardahip of my recommended course, without the benefite of the Fuad’s
monty and the Fund'a certificata of approval, It might have the presenta-
tiopal advantage of belng '"our" programne mince it would not have been
agreed with the Fund. Bui the wape frecze wauyld regquire much greater
sacrifices from the trade union movement, whose acquiescence would be
highly doubtful. Unleas postponed untll August next yesr, the froere would
wreck exinting horizontal relativities and r-in the risk of making ¢ertain
groups, eg the miners, openly defiant, In those circumastances, we
certainly could not count on the continued co-~operation of the TUC and the
CBI1 on which the success of our economic Amd industrial policies depends,
At the same time, we should gtill have the problem of external finance
{becauase of the break with the Fund) and the exchange rate would remain
yvulnerable, Its vulnerability would be intensified by each statement by
union leadere gueetioning or rejecting the pay freaze.

27. I am driven by thesa consideraticns to the conclusion that, of all the
courses cpen to ue, the ane 1 ha?e put forward is the least damaging and,
jndeed, more positively, is tha only one which is likely to put is in a
reasonably strong position when, as & Govermment, we have to face the
elactorate, I helieve that we must yse the remaining interpational credit
avallable to us, to remove the structural imbalance in our ecunomy, once
and for all and 50 re-catablish control of our own affaivs, I do not beliove
the Government would survive yet another policy review under the pressure
of the markets and the glare of hostile publicity,
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a8, I realise that many of our supporters will not like what I propose;
but [ helieve that buth in Pariiament and outside they can be hrought to
recognise the realidea of our situation. I do pot helieve they would risk
our survival as a8 Government, when they know what is the only alternative,

Treasury Chambers

30 November 1976 ]
F
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