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IHE ECONOMIC PROSPECT AND THE PARTY'S POLITICAL POSITION

(A Paper by Sir Geoffrey Howe)

SHE. BCONCMIC FROSPELT

- With. every month that pesses it becomes clearer that the
worlldl economy ie not poised on-the edze of e sudden op expleo-
sive'increase'in production, . - For a variety of reasons the
recovery will not get under:way seriourly until later in 1976
and for seme time will be more marked in America and Japan
than in Furope, Agaihst:that background the prospects for
this ecountry naturel refain sombre, &8 the following very
condgnged comments suggest.

Irospecta for the UK

Broduction. No strong upward movement is likely before
197477 One car expect 1976 to bé & second year of stegnation
with GDP-remaining 1-2 per cent below ita level in 1974 and
gregter ther' its 1970 level by the. same small amount. There
will ngturelly be increasing pressure to reflate, though
initially it will probably be milder than might be expected,
exceépt from the extreme left. Symbolic gestures in thet
direction are therefore almost inevitablas, but as yet thers
ars no grounds for predicting that the Government will move
too far from ite ‘preseat 'policy of waiting for others to grow
firet. However the pressure on tha Chancellor can anly grow
a8 time pabees. ¢ - . S

’ Irode balance apd internationmal borrowing. The
balance of Irade has almoss ceﬁaﬁﬁ stopped improving.

The current account deficit bext year is likely 1o be Worse
than i 1975, in the £2-24 billion range, &nd no=-one is
expecting much Improvement the yesr after, despite the effects

. of the accelerating flow of North Sea oil. The Government;

ere’ clearly set ou introfusing limited and selesctive import
contrels now as a gesture 4o the Left and a concession to

.certain constituency pressures, Further intermstional borrow-
‘ing ie vnavoidable., - Thd Government are unlikely to be able

to face two more years of substantisl deficit without recourss
to the JIMF, which must entail a Letter of Intent end sll that
goeg with it.,  Some:Ministers wey welcome this develcpment
gincg-i% could provide compelling pressure to follow policies
which they would not 'have the power or courage tc pursus on
their own. Others may well try to.use thie threat tc justify
Turther moves toward a siege acdnomy.

Unemployment, If production follows the path suggeated
above,’ unem:p*uyment will reach the 1} million level scme time
in the summer-of 1976 and 'stey there for & year or so, Some
cbaervers ‘bellsve: that it could well mettle at a still higher
figure.' ' Purther eglective measures to keap up warginal
pockets of Joblessness can be expected, probably linked with
an extension of industriel training.

Company Finance, The short-run deterioration in company
"fina‘n'c'e"&é ;maﬂ' ‘#Ad with the-passing of the threat of wide—

spread bankruptcy some observers have hecome unduly complacent,
Yo, the underlying situstion remains grim since there kas
been no improvement in profite or profitability when due



allowance ie mede for inflatien, while the rate of return on
capital needs to be reised by a-factor of two or three. It

ig net” ¢lear How Farthe Goverzment appreciate this, or hew
far such measures as they will talte to extend selective asmis=
tance to certain fiymg and sectors and smend the Price Code
{in the Sumar) will make any material differencs. It is
poseible that they will take. further memsurea — such as some
kind of new device for raising investment on the linegs proposed
by Jack Jones withh the helyp.ef John Hughes of Ruskin College.

‘Bven if thay. 'do, the confidence and morale of industry is

unlikely to-dimprove very greatly, and.the. finercial climate
will .be & 'major factar making for g2 Blow and limited sconomic
rRCOVery. The sound roiges and.geod intentions ef the
Chequers stretegy and the Chancellor .(on hie better deys) are
in -evident. conflict with toe Government's proposals for indue-
trial policy in the Queen's apeech and the propesals for
rescuing Chrysler. Such confusion cannct but bewilder the
busineea community. -

- Wages .gnd PriceB. The introduction of the £6 limit hae
bean hccompanied oy & Arametic reduction in the-level-of pay
settlements, However, even if the policy .continues, without
heing challienged, the year-on year increase of retail prices
is unlikely 4o sink t¢ belew 10 psr t by the -end of 1876,
yerticularly if impork Prices Ate leh up-again, as they
mey well be doing by then, . Thg purely sconcmic pressures on
the £5 limit may wgll-be too weel to undermire it, and as yed
there is. no-evidence that there will bte a serious politically
wmotivated challenge to it. = But the next stage will sbvicualy
be & very different mattar, It -ie easy to mep the_ problems
of obtaining union acceptance 4o a still lower pay limit, of
alicwing for a subetantisl correction of differentials within
such a lower pversll limit-and -of seeking both sgain=t &
backeloth -of exXCeRtisHELIY Hiwh ihirpIcynant and price” increaces
in the 15 per cent renge.. Whatever happens, -our -inflation
rate will remain higher than in elmoet all ocur compat:.tors,
pruhably eneeding,'theire by over 55 pe:r cent.

. Publip borrowing and the money supbly. —There are widely
differing views sbou e.Trend o @ public eector. defiecit

- (PSD}y the-borrowing. requirement end the money supply next

year. - At best it is-popeible-that the PED. for 1976/67 will

-form ‘a somewhat-smaller pergentzge of GFP than in the currsent

year.. But the: shars -couldrwell be significantly higher
gecording to some observers,. -Jt seeme probablg * that the
money supply will before long grow at a.rate which ia unscw
captable both to +the Government, and outeiders such as the TUF
and our other creditons, . - If: thet is the cesé a significant,
even somewhat dramatic fighfening ¢f monetary policy is

_ ineviteble, something which can only weaken such modest

_expanpionary tendenciass as may otherwise emerge in industry.
While :such mebions -should be- welcomed in itmel¥; iy pould be
‘very damaging if not nccompanied: by outa in public hpehding
borrowing. For on ite own it would inbensify constraiats
on private sactor borrowing and expansion might push more
firms into liguidetiopn ox The arms of the Government.

* This 15 not, howdver, the unenimous'view of cuteide experts
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We esh expect the Chancellor to announca
aifotind” £3,000 million ¢r more by the

Public epending,
ahort Ty e EIE s

. end of the.decade, begiming in 1977/78. We can also expect

the admission that public:spending this year has been well abeove
forecagt ln resl-ga well an money terms. There are as yet no
indications thas he will propese significant reductions in
programmes for 1976/77 mnd the later and slower the prospect

of an up-turn the less liksly become such proposals. Howevery
it.1s quike possible that he may be driven to make such cuts
before very long, either to satisfy our ecreditora or to provide
resources to "give away" in the April Budget. He ought to do

80 in any.case, - B AT

The Budget and tax es, The Chancellor's recemt
remarKs egya SUEEaE on present -intentions hie next
Budget will not be B%gnificanth_:sﬂat.iumw. He may well
try to moderate the burdep of direct taxation scmewhat to
offeet rising social mecurity contrjbutions, reduce the
effective marginal tax rate end raise the tax thresheld abovs
the poverty.line to/which it has now descended. (Eoth he and
the Prime Minister hgve suddenly begun to put forward good
Conservative argumente gbout the dangers end imminence of over—
taxation). He will omly ba ebla to achieve this.if he can
somehow reduce expenditure on tranefers and subsidies (?feod
end rents) or. increase. revenue from higher Netionalised Induatry
prices,..rates, henlth snd other charges and indirect taxes
and duties (probebly . selectively rether +than across the board).
Failure to mention the Wealth Tex in. the Quesn's Speech and
aven the confused report of the Select Committee dces not
necessarily mean that the Gevernment do not intend.to proceed
with it. They.may be holding vack from doing g0 in order
to extract better tarms:from the unione for the pay limite
in the eecond sisge 6f Hd couhtér-inflation pelicy. Major
negetiations withsthe IUC will' anyway.he needed by next spring.

TR PARTY'S. POSTURE

'Our reaction shéuld not. siimpl,y consist of assessing what
has tc be done and -saying go but aleo:

Ea. - securing g.er.\ere:i a_ccpta'nca of that, &:aee;
b; winning power with which to implement it; and
{c having won power, securing the authority for carrring

it into effect.

This .can only be achieved if firsi, we identify the
pecple to whou we havs got: tc convey our case and with whom
we have to carry conviction; and seccond work. out the best
(and probably veried) ways of getting the mesaage through to
different groups ofpeoply, &.&. "opinion-formers", menagement,
union leeders. and the -TUC, and (a quite distinct targst)
unien leadershiy — shep floor opinion = masa opinion. To
the last in perticular, we may need £ address not only en
expesition of the main economic-disgnosiz . {consequences of
comuerciel weelness, ovar-ganning, unrepresentative trade .
union lesderahip, .&tc.) but alse puch narrower semi-populist
pointe, eJg. harshneas of taxing-widows and the poor,
sipplification.of ¥AT and-other shoe-pinching matters.

: [
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"“isa technical one;j- —it ‘would seem impessible to have at the

same timé m'deficit of perhaps £12 billion, for there to be
profite, invésiment &nd-expansion in.the private eector, -and
for the.money shpply 4o be kephk down to levels consistent with
o lower rate of inflation. ~ There 'are four possible ccurses
0¥ davalclpmeht: e R A . -

(i) Allow the money supply to accelerate - as the- conseguence
of trying to $acikle the other problems = with the consecquent
re-establishment of high ratee of inflation, Even for
Labeur ‘hh:.a im probably pel:.ticall,y disestrous.

{ii). Raise taxea oriout pu.bl:. ‘.Bpénd:mg ﬂ.raet:.ca.lly i order
to reduce public bumwing. - Tax increases are politiecally
unl:.kaly a1 -cute in apemi.ing on. the neceesazy scals perhaps
aJ.molt equal:l.y unlﬂcelyn

(iii)" Rein back - ﬂt ure pu\:l:.c\spemiing plan.s moderately' and

mgintain something like the present scale of the. public seotor
aleng with regsonably ‘tight monstery policiss. . Even:this’
must_curb the expinsion of the private:sector, Bs.nking\ ofi
the puesibility that'North Sea o0il-and world trade will "
greduslly fléat the economy off the rocks. This. approach
could be accompa,nied Wy- contimied failurd to keep o, the
Cheguers* Gpproach to the privatdé sector; -tight price

contrel a_nd varioua ToECcue opamtu.ona : Or

Ecomm:.c eolLapse in® fm:e of the cr:.su.s far which perhaps
téo many of our supportere -have been waiting for 'L'on 1ong as
‘the much-to-be-ﬁelcomed deua ex machina. E

Tt ie easy to mes why. alﬁemat:va (w) is the ome on
which it would be convenient $o rely. It might enable us
to come to power with a "doctor's mandete™ and then to set
gbout radical implamentatio:f ©f the most purist pelicies.
By own belief is that this i= the least likely, because the
eagiest, gceneric.  Orisim-after crisis - in objective terms =
has passed ue by in recent yesrs, most noticeably at the end
of 1973 and beginning of 1974.  Yet the Governument are still
there and our popularity ru'th +the electorate is not marlcerll;r
_g:aater than 'the:Lra. .

'1"1.E most important conclu.slon is thﬂt even if erisis
im likely (and I believe not) it is fer from certain. It
is, much mope probzble that the. "Goyernment will- follew the
colxge suggested in ‘paragraph 4 (iii), & kind of *tuddling
through" e

The 6ﬁ1y “senaibl cmlus:.m is t!m‘t we cannot foresee

preciae}.y what will happen‘,' but nevertheless should identify
whet will heed ‘to ‘be dene 'and 50 'go on argring that case -
recognising 'l:het ‘the ‘time mt which, #hs manrer in which, snd
speed at which 'we might ocarry it-into ‘effect will depend
upon when -and 'in what oincumstances we <ome into power.
Qur ¢blectives:should ‘be not ‘merely to win power at that
time bt to ensure that.our general prescriptions ane 2o
wall nderstood that we shell have the suthority to carry:
them into effect "with all deliberste apeed¥,
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' The main elemente of our prascription should thus be:

(1) The restoration of the gynamics of a free ecoromy —
coemiez_i'on grounds of political as well as econcmic freedom.

(2) Emphasis on the prime importance of

(a) proper management of the money supply (without much
a¥tenpt %o popularise this unintelligible provposition —
except by arguing the cese agsinst big public Bpending, and
big borrowing by the Government and internationally).

(b) complementary to (a), grester restraint and ecomomy in
public spending (commended not s¢ much on arcans = but aceurate -
ecomomic grounds but because it is the only wey of lowering
taxation end shifting resources into a profitsble and productive
private sector).

{c) The need to reise profits in order to generate investment
and growth and conquer unemployment, The need, for similar
reasons, to relax price control and, if pessible, to end
dividend control,

(3) Recognition that we shall not be able o achieve
the necessary reduction of spending and inflation without
co~operation from organised labour, who can constantly upset
the aconomic epplecart in a number of ways.,

free eollective bargaining after the current £6 limit ends -
a move which would only encoursge & resurgence of inflation -
at the worst possible moment.

(4) Acceptance of the came ageinst a return to u'nre‘ttered’?

(5) Avoid es far ag possible eny return to a legislative
approach to union power over fhe next few years, For the
time being follow a more obligque approech: encourage mors
true Union demoerscy and thus moderation; stimulate manmge-
ment to inform end educate their work forces, and to introduce
mere participciion/conmultation/industrial demoeracy.,
Consideration will also have to be given - in some matters
disoreetly =~ 0 ways of removing certain props from Unions,
such es sociml mecurity benefits arnd tex rebates for strikers
abd their families and to ways of supperting industry during
strikes.

(6) Present ¢ur econcmic strategy as & more "democratich
set of policies involving the extension of “participation®
by c¢itizens in union affasirs, in Fields currently dominated
by Govermment, and in industry.

(7} Present our viewpoint in a conmtext which discourages
high expectations from government policy end accepts that
Government will tinker with the eonomy far lesa and will refrain
frem ueing "fine tuners” such as VAT retes, or concertina-
like treatment of the comstruction industry.

{8) A general commitment te the reduction of taxas,
particularly diract texes, 80 moon as it can be afforded.
Here toc, high expactetions ghold not bhe encouraged. e
should in fact be thinking in terms of moving more from
direct © indirect btaxation aa a source of revenue but agein
&t = wmodest pace in order teo aveid disturbance of the RPI,



{9) Tese prescriptions cen sensibly be buttressed by
populist policies and not only iz the economic field.
Abolition of domestic rates (the cest to be transferrsd,
without effect on the.RPI, to indirect taxation) is one
If this kind of strategy i@ generally acceptsd,
having besen argued censigtently ovar a long period, then we
can apply ourselves to'the equally- important queatlon of how
it im to be got acrose to whom and on what time scales
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