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A key r e q u i r e m e n t f o r t h e c o n t i n u e d p r o g r e s s of t h e e c o n o m i e s of t h e 
c o u n t r i e s i s u n r e s t r i c t e d a c c e s s t o t h e m a r k e t of t h e i n d u s t r i a l i s e d 
c o u n t r i e s . At t h e same t i m e , t h e European i n d u s t r i a l i s e d c o u n t r i e s , f aced 
w i t h h igh and r i s i n g unemploymen t , a r e unde r i n c r e a s i n g p o l i t i c a l p r e s s u r e 
t o move f u r t h e r i n t h e d i r e c t i o n of p r o t e c t i o n . A l r e a d y , i n d i v i d u a l 
E u r o p e a n c o u n t r i e s o p e r a t e r e s t r i c t i v e i m p o r t p o l i c i e s i n s e v e r a l 
m a n u f a c t u r i n g s e c t o r s , and t h e r e a r e m u l t i l a t e r a l r e s t r i c t i v e a g r e e m e n t s 
s u c h a s t h e M u l t i f i b r e A r r a n g e m e n t , w h i c h i s s h o r t l y up f o r r e n e w a l . 
T h e r e a r e moves t o e x t e n d and s y s t e m a t i s e t h e s e r e s t r i c t i v e p r a c t i c e s t o 
s u c h an e x t e n t t h a t t h e r e i s some d a n g e r t h a t t h e GATT f r a m e w o r k , w i t h i n 
w h i c h p o s t - w a r i n t e r n a t i o n a l t r a d e h a s o p e r a t e d , may be b y - p a s s e d 
a l t o g e t h e r . 

N e e d l e s s t o s a y , t h e E u r o p e a n c o u n t r i e s a r e m o s t a c u t e l y a w a r e of 
c o m p e t i t i v e i m p o r t s , n o t so much f r o m t h e d e v e l o p i n g c o u n t r i e s , a s f rom 
J a p a n . And i t i s u n d e n i a b l e t h a t an i m p o r t a n t e l e m e n t i n J a p a n ' s 
r e m a r k a b l y s w i f t and smooth r e c o v e r y from t h e e f f e c t s of t h e o i l p r i c e r i s e s 
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is her highly successful export performance. 

While the successful performance of Japan may be measured in macro-economic 
aggregates, 5% growth, inflation falling to 6%, expenditure on plant and 
equipment at 15% of GNP, a surplus on the balance of trade, and low 

unemployment, it cannot be explained by them. This success is due to the 

willingness, at the level of the individual firm and the individual worker 

to adapt to a changing external environment. A particular illustration was 

the introduction of new energy-saving and labour-saving technology in the 

wake of the first round of oil price increases, and the development of new 

products thus creating new jobs. 

Output in the four major West European economies, West Germany, the United 

Kingdom, France and Italy is expected to fall this year. With no further 

increase expected in the real price of oil, all are confident of a recovery 

in 1982, accompanied by lower rates of inflation. But all have in common 

high levels of unemployment, which show no signs of abating when growth 

rates start to rise again. The outlook in West Germany is particularly 
uncertain. Despite high interest rates and a falling exchange rate, 

improvement in the balance of payments has not been as rapid as had been 

hoped. Nevertheless, at 5%, the rate of inflation remains low by the 

standards of other European countries. 

The results of the recent elections in France have led to a further 

extension of state ownership of industry in that country. In the course of 

the next seven years, the new Government is likely to introduce policies 

designed to achieve a redistribution of income and wealth. It is unlikely, 

however, to alter significantly the present stance of monetary and fiscal 

policy, since inflation is running at about 13%. 

In the United States, the situation is quite different from either Europe or 
Japan. After a sharp increase in output in the first quarter, there are 

strong indications of a further downturn in GDP before the end of the year. 

It is clear that the new Administration is determined to give priority to 

the reduction of inflation above all other objectives of economic policy. 

To this end, it is pursuing a restrictive monetary policy which has led to 

high interest rates. These, in turn, have influenced the movement of 

exchange rates amongst other industrialised countries, in such a way as to 

underline the fragility of the European Monetary System. 
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The UK 
Economy 

The annua l r a t e of i n f l a t i o n , as 
measured by the r a t e of inc rease 
of the r e t a i l pr ice index, slowed 
from 12? t o 11.7? in May. The 
g o v e r n m e n t ' s own t ax and p r i c e 
i n d e x , w h i c h a l l o w s f o r t a x 
changes in a s s e s s i n g t h e cos t of 
l i v i n g , p a i n t s a somewhat more 
gloomy p i c t u r e and f e l l on ly 
s l i g h t l y from 15.7% t o 15.3? in 
t h e s a m e p e r i o d . T h e 
maintenance by government of the 
r e a l t ax t a k e combined wi th t he 
recess ion induced slowdown in the 
growth of wages and s a l a r i e s has 
c u l m i n a t e d in a sha rp drop in 
l i v i n g s t a n d a r d s , wi th a f a l l in 
t he s e a s o n a l l y a d j u s t e d measure 
of d i s p o s a b l e i ncome f o r t h e 
f i r s t q u a r t e r of 1981 of 1.4? 
(5.6? on an annual b a s i s ) . The 
volume of consumer e x p e n d i t u r e 
however c o n t i n u e s t o e x h i b i t 
bouyancy w i t h p r e v i o u s h i g h 
l e v e l s of s a v i n g s p r o v i d i n g an 
important source of f inance . 

Depending on which p a r t i c u l a r 
view i s taken of how the economy 
works, the prospects for recovery 

^ may be e i t h e r seen as encouraging 
( L i v e r p o o l ) , m o d e s t (London 
B u s i n e s s S c h o o l ) , u n l i k e l y 
( N a t i o n a l I n s t i t u t e ) or abysmal 
( C a m b r i d g e E c o n o m i c P o l i c y 
Group). The r e l a t i v e opt imism 
displayed by the f i r s t two groups 
stems from t h e i r b e l i e f t ha t the 

bottom of the destocking cycle has now been reached, and for the Liverpool 
g roup , a t l e a s t , t h a t t he imminent s u c c e s s of t h e g o v e r n m e n t ' s f i n a n c i a l 
s t r a t egy w i l l herald a growth in consumption. The view taken by the CEPG 
i s t h a t a secu la r dec l ine in the compet i t iveness of UK expor ts combined with 
a policy s tance which i n h i b i t s demand and r e s u l t s in a con t r ac t i ng tax base 
leads to an impasse which only massive r e f l a t i o n combined with import and 
exchange con t ro l s can break. 

W h i l s t i t i s g e n e r a l l y conceded t h a t r e s t o c k i n g must t ake p l a c e soon and 
t h a t t h i s w i l l p r o v i d e a boos t t o economic a c t i v i t y , t h i s w i l l be a once and 
f o r a l l e f f e c t . The major impac t of r e s t o c k i n g w i l l be on o u t p u t and 
i m p o r t s and i s l i k e l y t o make l i t t l e i m p r e s s i o n on employment . Af ter 
s tocks r e t u r n to normal l e v e l s in r e l a t i o n to ou tpu t , any a d d i t i o n a l impetus 
to the economy must come from one or more of the o ther components of f i n a l 
demand: consumption, gross fixed c a p i t a l formation, exports or government 
expend i tu re . 

Like r e s tock ing , the much pub l i c i sed r e a l balance e f f e c t , which p r e d i c t s a 
f a l l in t he r a t i o of s a v i n g s to d i s p o s a b l e income as t h e r a t e of i n f l a t i o n 
s lows (see A p r i l 1981 Commentary) , can only p r o v i d e a t r a n s i e n t and 
q u a n t i t a t i v e l y marginal s t imulus to economic a c t i v i t y . With a dec l ine in 
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t h e r e a l t ake home pay of wage and s a l a r y e a r n e r s be ing an e s s e n t i a l 
i n g r e d i e n t in the government 's s t r a t e g y t he r e would seem to be l i t t l e scope 
for more permanent i n c r e a s e s in autonomous consumption expend i tu res . For 
t h o s e p e r s o n s fo r whom unemployment b e n e f i t and s u p p l e m e n t a r y payments 
r e p l a c e t h e wage or s a l a r y cheque , t he squeeze on d i s p o s a b l e income and 
consumption w i l l be even g r e a t e r . 

With r e s p e c t t o i n v e s t m e n t ( e x c l u d i n g s t o c k a c c u m u l a t i o n ) , t he o u t l o o k i s 
equal ly bleak. The view taken by the government i s t h a t once i n f l a t i o n a r y 
p r e s s u r e s r e c e d e f o r c e s on t h e ' s u p p l y s i d e ' of t h e economy w i l l come i n t o 
t h e i r own. Given the tax i n c e n t i v e s , which a r e y e t t o be d e l i v e r e d , and 
the c l i m a t e of enhanced c e r t a i n t y which f o l l o w s from a lower r a t e of 
i n f l a t i o n , e n t r e p r e n e u r s w i l l be b e t t e r equipped to p e r c e i v e and e x p l o i t 
p r o f i t a b l e investment o p p o r t u n i t i e s . The problem with t h i s p ropos i t ion i s 
qu i t e simply t h a t o ther c o n d i t i o n s in the domestic and e x t e r n a l economy are 
not conducive to inves tment . Depressed demand and p r o f i t s , now around 2% 
on c a p i t a l employed, are not the type of s i g n a l s which i n s t i l in i n v e s t o r s 
t he b u l l i s h s p i r i t s n e c e s s a r y for dynamism and e x p a n s i o n . W h i l s t l ower 
i n t e r e s t r a t e s and wage s e t t l e m e n t s and t h e i n c r e a s e d p r o d u c t i v i t y which 
w i l l follow from reduced manning l e v e l s a re l i k e l y to b o l s t e r p r o f i t s in the 
near f u t u r e , t h e r e l i a n c e on t h e a c c e l e r a t i o n of g r o s s f i x e d c a p i t a l 
f o r m a t i o n as t h e motor fo r growth must be c o n s i d e r e d more an a r t i c l e of 
f a i t h than a wel l grounded economic hypo thes i s . 

Given the recen t v o l a t i l i t y in the d o l l a r value of s t e r l i n g and the opaque 
nature of the government 's exchange r a t e po l i cy , i t i s expor t s which present 
the g r ea t imponderable in the income, output and employment equa t ions . The 
maintenance of a s t e r l i n g d o l l a r p a r i t y of around $1.90 w i l l c e r t a i n l y make 
UK expor t s more compe t i t i ve in d o l l a r markets (about 10% - 15% more so) and 
should l e a d t o l e v e l s of r e a l GDP and employment above t h o s e which would 
have o t h e r w i s e o c c u r r e d in t h e absence of t he d e p r e c i a t i o n . If t he 
government i s prepared to t o l e r a t e the lower value of s t e r l i n g , the cos t of 
the growth in the r e a l volume of domestic a c t i v i t y w i l l be an increased r a t e 
of i n f l a t i o n , which i s bound to t h w a r t the g o v e r n m e n t ' s t a r g e t of 8% by 
1982. If a wage p r i c e s p i r a l can be a v o i d e d , however , t he impac t of t he 
dep rec i a t ion on the r a t e of i n f l a t i o n w i l l be of a temporary na tu re . 

There are a number of reasons for be l i ev ing t h a t the recen t dep rec i a t i on of 
s t e r l i n g v i s - a - v i s t he d o l l a r w i l l , in i t s e l f , be i n s u f f i c i e n t t o r e s t o r e 
income growth and employment to more acceptab le l e v e l s . F i r s t l y , the f a l l 
in s t e r l i n g aga ins t the d o l l a r has been accompanied by a f a l l in the d o l l a r 
value of a l l o ther non-do l l a r pegged c u r r e n c i e s , inc luding those of most of 
our OECD and EEC p a r t n e r s . The n e t e f f e c t of t h i s has been t o l e a v e t he 
value of s t e r l i n g l a r g e l y una l t e red in r e l a t i o n to the deutschmark, yen and 
f r a n c . The s e t b a c k in c o m p e t i t i v e n e s s which f o l l o w e d t h e i n t e r e s t r a t e 
induced a p p r e c i a t i o n of s t e r l i n g in 1980, t h e r e f o r e , in l a rge p a r t , remains 
unabated. Secondly, to the ex ten t t h a t the dep rec i a t i on of the pound leads 
to f u r t h e r s u r p l u s on t h e c u r r e n t accoun t of the b a l a n c e of payments , t he 
u n d e r l y i n g p r e s s u r e on t h e pound mus t be u p w a r d s . T h i r d l y , any 
i n f l a t i o n a r y c o n s e q u e n c e s of t he f a l l in t h e pound w i l l f u r t h e r undermine 
our a b i l i t y to compete in world m a r k e t s and may provoke government t o 
a t tempt to check the t rend through an i n t e r e s t r a t e pol icy which aggravates 
the secu la r dec l i ne in the compe t i t iveness of UK manufacturing. F i n a l l y , 
i t shou ld be borne in mind t h a t i t i s f a r e a s i e r t o l o s e e x p o r t m a r k e t s than 
to rega in them, and t h a t t he r e i s a cons iderab le lag beween the placement of 
e x p o r t o r d e r s and t h e i r subsequen t m a n i f e s t a t i o n in t e rms of i n c r e a s e d 
output and employment. 
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To r e c a p i t u l a t e , i t would seem t h e ou t look fo r t he UK economy remains 
d e p r e s s e d . W h i l s t t h e r e may be an ephemera l b o o s t t o a c t i v i t y which 
fo l lows from the r ebu i ld ing of s tocks and the ( l e s s c e r t a i n ) r e s t o r a t i o n of 
normal s a v i n g s b e h a v i o u r , t h e r e i s l i t t l e r e a s o n to b e l i e v e t h a t o t h e r 
demand aggregates w i l l recover s u f f i c i e n t l y to avoid unemployment passing 
the t h r e e m i l l i o n mark by the end of t h i s y e a r . As much i s conceded by the 
Treasury. The impotence of government policy in the face of t h i s d i sa r r ay 
should come as no s u r p r i s e . There i s no r ea son to b e l i e v e t h a t a p u r e l y 
f i n a n c i a l pol icy can r e s t o r e growth. This was the lesson of the 1920's and 
1930 ' s . In one s e n s e , however , t h e g o v e r n m e n t ' s emphas i s on t he supply 
s ide of the economy i s c o r r e c t . I t has been the UK's i n a b i l i t y to compete 
s u c c e s s f u l l y in world and d o m e s t i c m a r k e t s which l i e s a t t he r o o t of our 
p r e s e n t p r o b l e m s . A s e n i l e i n d u s t r i a l s t r u c t u r e and an i n s t i t u t i o n a l 
s e t t i n g , which encou rages and r e q u i r e s inward l o o k i n g a t t i t u d e s on t h e 
pa r t of management, i n v e s t o r s and unions are p a r t l y blame. P o l i c i e s which 
look only a t a few s e l e c t macro a g g r e g a t e s cannot beg in to a m e l i o r a t e t he 
consequences which follow from these r i g i d i t i e s . What i s urgent ly required 
i s i n d u s t r i a l , r eg iona l and soc i a l p o l i c i e s which encourage innovat ion and 
f l e x i b i l i t y . This p a r t i c u l a r brand of s u p p l y - s i d e economies should not 
,however, be confused with t h a t favoured by the presen t government. Public 
e x p e n d i t u r e , whether i t be c h a n n e l l e d i n t o l a b o u r r e t r a i n i n g schemes , 
i n f r a s t r u c t u r a l and inner c i t y renewal or for the s u b s i d i s a t i o n of s o c i a l l y 
p r o f i t a b l e c a p i t a l e x p e n d i t u r e , would seem to be a n e c e s s a r y c a t a l y s t for 
growth. Such a r e o r i e n t a t i o n of pol icy must n e c e s s a r i l y c a l l i n t o ques t ion 
t h e scope of, and r e l a t i o n s h i p b e t w e e n , economic t a r g e t s and i n s t r u m e n t s . 
This would t h e r e f o r e seem an a p p r o p r i a t e j u n c t u r e fo r the government to 
r eappra i se the arguments for and a g a i n s t incomes and p r i ce p o l i c i e s , import 
c o n t r o l s , f i x e d e x c h a n g e r a t e s and more o v e r t i n d u s t r i a l p l a n n i n g 
s t r a t e g i e s . 
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