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CONFIDENTIAL

INPLATION, PAY DETERMINATION AND THE LABOUR MARKET

Preamble

1. The mastery of inflation is the most important single task
which must be fulfilled if our acclety and economy are to be
reatored to health and economic growth resumed. With endemlc
inflation come instability, uncertain and {nearly always)} dimlnished
profits, the erosion of business confidence, a reductlon In the
momentum of growth and, in time, lasting atagnation. That 15
not all. Inflation threatens to an equal degree the confidence
of the individual both in the strength and virtues of the mixed
econocmy and a free soclety as a whole; and his confidence in
the security of his position in it, whether of his job, his

earnings, his savings or the future of his family.

2. The fact that inflation has fallen back from its peak levols
of 1975/6 can all too easily be taken as grounds for according the
Tight againet it a lower pricrity in the future than in the recent
past. However we tannot accept this view. Inflation continues
at lsvela which are stil]l high both by current international
atandards and in relation to our past experiecnce. Tt could

easily and quickly return to its recent peak levels and worse, as the

dramatic mcceleration of 1974-8 shows. The Cight must go on,

Bowe lessons of the last decade

3. 8ince the mid 19€0s the chief weapon in the fight against

inflation has been a series of statutory and gquasi-statutory



incomes policies. Some peopls think that these policies have
baen the major resson for such intermittent sBucoesses as can be
registered in controlliing inflation. Others hold that the
explanaticn for periods of falling infation is to be sought
slsavhere, and in particular in chenges in the money supply.
Wr the truth day lie, we do not believe 1t desirable or

e
e to continue with this spproach. The resort to detailed

intervention in tﬁ labour market, the over-riding of a mase of .
subtle and coaplex bargaining machinery by a few crude and simple
rulen, backed by the threat of statutory or administrative sanctions,
i8 an open confession of pessimism and failure. After mors than

#'a decade in which the Governmasnt has been trying to second-guess ?
the market, with 1littls more suatained succass than tmlnl
backseat driver, the tims has come to shift prioritiss %o trying
to get the machanism to work properly on its cwn once again

before it atrophies irretrievably.

4, The imposasibility of lasting success with any centralised

and detailed method of wage control outside a command economy should
Mmt. Bat it is just as important to remember, the

specifio ¢ifficulties near-continuous wage control has brought us,

sole of which get dramatically worae year by year and spawn whole '

fapilles of problems of their own:

1} The compresaion of differentisls, the digtortion of pay
struotures, the ebsence of flexibkility in the face of changing
oircumstances, the divorce of changes in relative or absolute pay
.':\mh from aarket conditions, the near moratorium imposed on

major reforas in payment aystems in many firms and organisations
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(e.g. Leyland), end the perversion of thome rutuz-es of pay
bargaining (such as productivity agreements) which happen to

constitute loopholes in the system of control.

2) The tendeéncy for a much publicised and politicised norm to
haecnu‘ both the minimum increase which every employee believes he
must win and tha maximum which any employer can award. For to
. receive less than the.norm involves gross injustice, or involves
at least deep feslings of it. While if one employer awards more
than the norm, the same misplaced eriterion of justice and
fairness comes to be the Justification for most other employers
to be pressed to do, and to do likewlse as scon as posaible. All
this 1s aggravated by the growing sophistication and spread of infor-
mationamongat wage negotiators {which would be to some degree
happening m) and the growing tendency to view each settlement
ageinst the backdrop of wage negotiations throughout the economy
. which 1s fostered by naticnal wage policies.

3) The price which normmlly has to ba paid to obtain the
ioqu:encenee of the Union movement to the imposition of controls.
Por thie bargaining between Government and unicns engenders the
feeling that responsible wage negotiations bring no rewards of thelr
own, but are & painful sacrifice which must be “"rewarded". It has
tendsd to involve the Government ceding radical, lasting and normally
harmful social, econcmic and political changes in the structure of
the sconomy in exchange for, at most a year of transient restraint
&t & time. The anslogy of selling one's birthright for a meas of
Pottage dtannot de denied. Furthermore it may be the case that
anployess oredit the Government rether than their employers for wage
Anoresses.




4)  Wore specifically wage eontroi has come to be coupled with
cumbaraome ard dansging price controls which have reinforced

the already serious and demaging effects of inflation on profits;
and with arbitrary and draconian dividend controls which have
ponallised those dependent on savings gnd penalons - who ara hard
enough hit by inflation in any case; and have seriously hampered
tha operations of the capital market. .

8) At some periods part of the price of restraint successfylly
demanded by the unions has been expensionary policies which commltted
Governments,as we have aince learnt, to reflation and monstary
expansion on & scale greater than the economy could stand, leading
plﬂdoulcully to not less but mere inflation and (even) greater
probleng at a later date then the crieis te which the restraint

" was directed as a remedy. Hand in hand with thls can be

di d the tendency for Covernments to feel unable to lower .
expectations to reallatic levels, as to do so would provoke a
breakdown in relations with the unions.

*) " We have witnesssd the growing politicisation of major wage
negotiations. This is inaviteble eas scon as the outcome of any
settlenent 'h made into a temt of Government policy by tho mere
sxistence of the Governsents rules or laws for wages. Since there
. l;l.'l‘l always powsrful groups who Gan hope to break the policy because
S of the wnn-rabintr of a modern economy, and since many of those

" SPOVPS X 1ed by Teatlons hostile oven to en svarsge Lsbour
w. lat aions a Commervative one, we have seen wage

.brecolle a major incitement to, and target for, militent
jctramiat maticn.
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7) The latest development of the present round of incomes pelicy
threatens the frightening extension of the power of the state

0 use ite executive and legal authority to exerciss arbitrary
pressurss on private firms. These pressures are potentially equally
Irightening whather directed generally and indiscriminately or at
carefully selected targats. The scape they offer & future left wing
Government to force through fundamental and radical new policies,

or to victimise firme which it dislikes, cannot be underestimated,

8) Wage 1s have V! d and perhaps even {(in some cases)
destroyed the conventions, structures and framework of collective
bargaining. These were never perfect and were becoming inadequate
in & number of reapects sven by the mid 19608, But every sdditional
year of rigid controls weakens them still further and makes the

task of ultimate reconstruction more difficult.

9} Finally wege controls have probably weakened the resolve of
employers to fight their own battles, to explein snd fight for
asconomic realism in their :l-nannga wlth their employees, thess

tasks being discreetly passed on increasingly to Government which,
¥ith its limited rescurces and ignoranca of particular clrcumstances
osn only discharge the task intermittently, in very general terms,

and in a manner which will only have an impact 1if employera play a
fuller rakher than a more limitsd role in spelling cut the conotrainis
of sconomio reality.

8.7 The problems of pay rnegotlation have been agaravated further
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by & number of important economic and social developments, some
of whichhave been occurring in every major econemy, while some
are peaculiarly British and result largely if indirectly from the

problems already cited.

6. The balance of power between employee and employer has shifted
radically against em?loyor. partly because of the g;owing legal
powersa of rights of unicns, partly because of @ ‘gmwing
vulnerability to industriel action. At the same time the
disappearance of the go-called “money illusion" which acted as a
vital lubricant to the economy in the past {particularly in wage
bargaining) has greatly sharpened the struggle which appears to

be between capital and labour but 1= in fact both between different
groups of labour and between spenders end savers. To ¢ap it all
the sizeable giowth In public spending,@the burden of taxatlen
both overall and at the margin, has made that already sharpencd

conflict yet more acute still. .

7. Under these circumstances the necessarily relatively subtle
imperative of sustaining profits takes second place to the fight
for higher wages, whose gross increases must, so 1t comes to be
believed, do far mors than better the golng inflation rate if
real take home pay im not to fall. And the ease with which this

sulcidal philosophy ¢an be pursued gets stendlly greater.

The Priorities Henceforward

8. This diagnoeis pointa clearly to the priorities which must

be followed henceforward:
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1) Employers and emplcyees must regain the latitude to determine
themselves how wages, salaries, prices and dividends are to be
set, a latitude which they have enjoyed at almost all periods in
every market economy. Naturelly that freedom must be subject to
employers hot indulging in restrictions

of competition. And the Government must still be prepared ta
investigate sases in which there §5 a Edesprend belief in that
excess profits are belng made, prices are “too high" or
competition restrained, if only (in most cases) to prove that the
suspected abuse is not taking place, and to educate people about

sconomic reality,

2) ¥We muet re-establish conditions in which pay increases can
and do vary end are not all constrained {up and down} to a single

"norm" .

3) There cen be ne more social contracts, in which unions
undertake (at best) to exercise the restraint which i= in

their and everyone's intereats anyway in exchange for Government
actions which are damaging and in the interests only of small
segments of the labour force {if that),. This appliuss both to

lasting changes in the law, and to unrenlistic growth stralegles.

4} Major wage negotiations mu_’at: be depoliticised; the

collective bargalning system sirengthened and re-established to
—-“-_P-_

7? opérate properly under its own steam as HDW

* Iar posalble; employers must reassume their unavoidable
responsibilities; and the balance of power must be redrassed in

their favour. & Y 7
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5} The Government must do all it can te create an atmosphere in
which expectations of growth are realistic, the vital importance of
restoring profite is appreciated, and the conditions recreated in
which responsible, realistic bargaining between employer and

employee becomes postlble once again.

Towards responsible bargaining

9. The tirst pra-requisite for progresus towards resl;onslble .
collective bargaining is control of public spending and a

raduction in ite share of the natlonal economy. This will allow
reductiona in the burden c¢f taxation, both overall and a%t the
margin: an inorease in the incentives to and rewards for

work, effort and responsibllity; the re-establishment of a more
resasonable relaticnship between gross and take~home pay; and

gasler conditions in which to improve profitability.

0. The second 18 the removal of current controls on wages .

dividends and prices cther than thoce genuinely required for

compatition and consumer policy and subjlect to the qualification
™y

on page 31 in "“The Right Approach”) that it would be

imprudent absolutely to mie out the possibility of some period of
direct intervention = e.g. a freeze - in exceptional clrcumatances - .
though bo‘th the anticipation and the repercussions of a freeze,
however short, are far more likely to makae the problem worse ruther
than better. Faced with the recent wholesale misuse of Government
powsrs revealed by the blakelisting controversy, if will probably
be necessary to go rurther.? [Action may be nceded both to
restrict the use of powers arlslng from ECGD, grants and aasistance
%o industry, and ao on in the ways we hlw-e-r.ecently seon to be
possible, whether for counter-inflationary policy, or fer other

objectives unrelated to the purpose for whlch the powers were
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created such as the extension of planning agreemen:s_._? Only by

"I. =0 doing fs it possible for profits to be rebuilt te healthy levels,
for the Capltal markst to function preperly and for cmployers to
regain the discretion they need to negotiate the right pay for the
mpecific Job and individual, or medify bargaining systems, salary

and career structures in general as changing clrcumstances demand.

.Hanota Policy ~ a key element in economic_strate
11, The need for consacious and determined purault of monctary
dimseipline and restraint was not a very serious lssue before the
WEWEE“ the years 1271 and
1973. Inder the.Bretton Woeda ayatem it was enforced automatically =
Sinc: we now operate a system of floating exchange rates the automat.{u
digeipline has gone. The dellberate imposition of a policy of tight

monetary control has now become incviteble, even if for no other

purpose than the maintenance of order in our international trade
N
.

. and financa,

iz, But ndnetary policy must now play a wider end even more central

m in economic strategy becauge of the pag: it can and does play
in the inflationery process. Theo.r monetary pollcy
determines how far cest pressures are accommodaked or restrained.
Once the limits it imposes are exceeded, eronomic activity ia

reined backy) profits are squeeced, borrowing becomes dearct or even
imposaible, people price themselves out of jobs, thus ensuring

that inflationary tendencies are met by a variely of sanctiens in the
market place and by bringing supply and demand pressures intu play.
The existence and under-standing of these forces and proceases can
have & ¢rucial effect on inflationary expectations and thus on price

and wage-petting behaviour.
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13. Monetary targets, openly proclaimed and explained, can therefore
play a crucial part in mastering inflation and muat be at the centre
of our counterminflationary strategy. It is the proper task of the
Bank of England to set these targets, in c¢onsultatisn with the

apa—

i,
}“* s in a which reduces the scope for and temptation

to cutside interests to exert pressure on the authorities te finance
an excessive rate of inflation and to abandon the disciplines of .
targets. We recogniss that thig_menns giving the Dank a slightly
different role which would enable its voice to be heard by

strengthening the link betwsen 1t and Parliament.

14. The targets must be set to ensure a gradual reduction in the

money supply and vate of inflation over & period of years. The

" ret« at which it is appropriste to attempt to oqueeze inflation

out of the system cannot be precisely determined at a point in timo.?
and will be constrained both by economic conditions in other cou.r!e
and our judgement of the pace st which we can reasonably reduce
inflatien. In the final count the targets adopted will have

to be opet to pericdic revision and adjustment in the light of

the success already achieved and changing circumstances. One

way of doing ﬁ.h!.u might be by "rolling" targets. But we recognlse
that such nchmu]mwmcipnm inhurent in

the philosophy and that they will need 1o be ecritically examined

befors we can endorse them.

. ¥
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Government by Explanation
15. No country has operated with monetary targets for long -
? because monetary continence used to be implicit in the system =

.
86 inevitably their implications both for eceoncmic management generally

? and for inflationary expectations cannot yet be properly appruciated. .
This means that their u
and painful process ouraza of inflation followed by
painful pericds of unemployment and weskened output) until and unless
that process can be pre-smpted and ahort—éimuimd by education and
explanation. No Government or Bank can hope to achieve that on fis
own, But the task can be achieved In time by operating through those
at the apex of the collective bargaining process; and by ensuring that
public opinion and our political institutions — Parliamentary ana
otherwise ~ are brought into play. The leaders of the employers and
unicns can be mobilised to educate and inform their own communities

. whila public and peolitical opinlon reprements & hitherto untapped
reservoir of influence which can be exploited, at least informully,

' to generate direct pressure on those taking the key decisions over
matters of wages, productivity, costa, prices, profits and Jobs.

The medla, too, may have a useful part to play.
16. All this can be set In train by a process of evelutionary
change without creating new institutions. A number of uadramatic

innovations would be needaed.

17. The National Economic Development Council could be expanded to .

include the Governor of the Bank of England and & wider range of

induatrial, commercial and professional interests, to zerve as
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an econcmie forum ~ somewhat on the lines of Germany's "Concerted
Action® meetings. It would hold a major meeting at least once
{and probably more often) in the year to consider the Bank's
mnetg targets, the proapects for growth, productivity, Jobs,
profits and the framework within whicn collactive bargalning
would have to take place If inflation is to be reduced as .
implied by the natlon's objectives and the monetary thargets.
Glearly the agenda could range over other issues on some
occaeions as circumstances demanded. The debate at such meetings
would be central to spelling out the links between the monetary

targete and inflationary expectations.

18. A strengthoned Select Committee of the House of Commons would

bBe empowered to cross-examine the Bank of England regularly aboul
its monetary targets and policles, perhaps quarterly as 1its nu.n
in the USA. The mame committee system would also be

empowered to establish a link with the expanded REDC and to
putsue issues raised a major meeting., A wider rolc for such
committees 1s in any case essential if Budget and publlic

spending issues are at last to be handled praperly by Parllament.
With the introducticn of broadcasting und possible scape for
axtonding it in time to committees, these changoen could, In time,

have a considerable direct influence on public attitudes.
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19. There is also a case for setting up a group of independant
economists, who could service the discussions of the major NECC
mietings and submit reports te Parliament. The case for so dotng
would he partly to free the Covernment from the very
legitimate and understandable criticisms it would encounter il it
continued to rely solely, as at present, on the delphic ex

. athedra prohouncements of the Treasury economists, The socond =
reason is that it would free Ministers and officiuals from some
of the very onarous taske of economic exegesls whtoh already threaten

to cverwhelm them. The third reason is to build up alternaiive

sources of economlc advice.
l 29, Starting from such foundations "jaw-jaw" would replace
"war-war", educationmight shoulder out confrontation and the firat

8feps toward responsible collective bargaining could be made.

Reaponsible Collective Bargaining
21, Within this framework of national economi¢ policy making,

there should he as swift as possible a withdrawal of the State from
intervention in collective bargaining. Of ceourae thls general
principle has to be qualified in a number of respects: .
- to the extent that the state, as employer, cantiot withdruw itgelr
from negotiationsa with i1ts own employees;
- to the extent that the state has & part to play in stimulating
though not itself carrying out, improvements in the machincry
of collective bargalning; m ohq‘
- to the extent that the state may hove to change the wider

sconomi¢ and soclal framewotk to redress the balance of power

between employers and unions. I~ Hw‘a 7
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22. In the private sector it will be possible once again te resume
collective bargaining ~ free from Gevernment control - leading to
aried {rather than uniform) settlements reflecting conditlions in the
labour market, the competitive position of employers and thelr
profitability, the scope for productivity tncreases and so on, and
the degres of access to credit permitted by monetary policy.
Naturally this return to realistle bargaining conditions will no.
induce responsible behavicur if the Government or its aguencles
sontinue to step in to ball out lndividual firms in

difficulties, or show themselves willing to relnx credit conditlons

in pericds of crisis.

23. In the public sector market forces can scarcely be brought
into play at all in some areas, and only to u very limited extent
in others. Many "outputs" are not marketed, and honce thers cun
be no discipline of increased prices, falling demand and profits,

{or all three) which can penallse excessive wage claims with lous

of jobs. In some areas bargaining is not with the Goverpment
at all, but with other kinds of employer. In asome areas there are

specinl reviww procedures and bodies which largely deteraine the auteom:
of collective bargaining. Nonetheless, despite this confusion

and variety, the cash limit system offers a procedure whlch ean
both simulate some of the disciplines of the markeb throughout

the public sector and be seen as a granslation intoe public sector
terms of the money supply increase permitted for the cconomy as u
whole. Since the cash limit system 1s still in 1is infancy, there
may be aspects of 1t which will need modiflcation or strengthening

" in years to come.
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24. In Central Government ways must be found to align the system

of pay research - now being relnstituted in modified form and which
should take inte account relative job securlty and other relevant

factors - vﬂth the timetable for establishing cash limlts and

expenditure planning. :} ﬂ‘ﬂ oy, o tiln r~lags e ,I..n,.‘...._;
e ol

25. In Locgl Govarnment there may be a similar case for altering

. the timing an¢ procedures of establishing the rate support grant
and the major LA wage negotiations which currently take place In

the sutumn. & ? - }aih— AELY U3 I A
:-*'-'[) - At w1 L vty
ensl o/

26. In the nationalised induat.r:l.:s and lame ducks the curtent

cash limits on recourse to external finance may beed to be aupmonied

e
by procedures whieh ensure that labour costs per unit of output
————————
are properly constrained, thus snguring a trade-off at the margin
between jobs, wages and efficiency. bbo’{

27. In the case of the uniformed servicea {Police and Army)

procedures are needed to underwrite the indapendence of the review
procedures which establish their pay. The same is true of the Top
Salaries Review Board. There may in time emerge a case fTor
changes in a number of ihe other review boards, not least to
ensure i;hat the bssic principlea on which they operate are

consistent.

28. In many parts of the public sector pay and fringe bdbencfit
levels moved dramatlically ahead of comparable private sector earnings

suring 1874-75. This change has to be reversed and steps taken
—

o #nsure that 1t doas not happen again.
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t Guldance about Wage Increases , et

29. The Government's involvement in collective bargaining within

the cash limit framework, and in the more general process of

clarifying monetary targets and charting out the stra for

mestering inflation raises the issue of {what kind of guidanne

thould be given about permissible wage increases. The
unavoidable priorities are clear. -
al It is imperative that settlements should no longer be .
constrained by a narrow norm or concept of a golng rate, und
that wide variations should be posslbla;'

b} it is equally imperative that the generally perceivea trend or
the apggregate of wage setilemants should be consistent with the
monetery targets;

a) the government's own status and success or failure in

managing the economy must be as far as possible detached from Lhe

30. Thase three priorities are dirfficult but not impossible to
e ———

outcome of collactive bargalning.

reconcile. For the reconcillation te be possible

a) the guldance generated about the wage implications of the
monetary targets will have to focus at lcast as much on the
varlgbility of woge settlements as on the ongregate wape movenwenis
permitted by them. And this guidance must to a considerable
axtent come not from Ministers or Departments but Lfrom other
sources - for example the independent economic experts.

b) in the public sector the overriding tarpet will be the size
of the total incresse in wages and salaries, not the growth in

por cepita earningsa.
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31. In the longer run the problem may well diminish considerably
since it will come to be appreciated that the target money
supply increase will almost always be very close to the

permitted increase in total wages and salavies,

Collactive Bargaining Reform

32. This 13 an area where 1t 18 éasy to assert that sometting -
hags to be done and very difficult to say who 1s to do what.
Initially the Government's own hands will be full enough with

the changes set out in paragraphs 23-28 above. Its pringipnl
objective will simply be to genepate and keep going a proper

debate and to provoke action amongst employers and unions.

33. In very general terms, a maxim it may wish to follow iz to
anglneer greater synchronisation of pubtlic seector settlemants
and to ensure as far as possible that they are later in the wage
round. The fact that the Financlal Year currently begins on
April lst makes this comparatively casy. The basic philcosophy
of most public mector wage bargaining 1s retrospective — keeping
up with the prlvate sector. By and large the likelihood of
excasgive awards Iin the private sector is mush lcwer than in tra
public, By allowing the private sector to settle firat,
presumably at Iowish levels, one both reduces the scopu far publle
sector settlements setting bad precedents, and cnsures that the
pay research and compariscns which provide the basis for most

publiec sector settlemtns suggest modest increases.

The balance between employers and unions

34. While pursuing all these policies very much in public, it
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is also necessary to pursue a series of actions as part of a
deeper atrategy_to lance of power. The details
of such a programme are at present under discussion with the CBI

and cthera.

35. There are alsc steps which we might wish to see taken by
employers on thelr own initiative. The most obvious example .
is ‘the organisation of variocus kinds of employer solidarity in
the face of threats of Industrial action, such as the CBI have

recently suggested.

16th March 1978



