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CHANCELIOR OF THE EXCHEQUER

cc Chief Secretary

' Financial Secretary
Minister of State Cg
Minister of State (L
Sir Douglas Wass
Mr Burns
Sir Kenneth Couzens
Sir Anthony Rawlinson
Mr Ryrie
Mr Middleton
Mr Britton
Mr Cassell

MrRI G Allen
Mrs Gilmore

Turnbull

H J Davies

Shields

Aaronson

Folger

Springthorpe (Parly)
Lennon

Ridley

Cropper

FEEREERFH

PS/Governor - Bank of England

TREASURY COMMITTEE MONETARY REPORT: BRIEFING

The Treasury Committee's Monetary Report will be published (with
a press conference) at noon tomorrow. CFR's have already gone out
(copies are being distributed within the Treasury separately) so
that the Press "heavies" will almost certainly give the Report
advance coverage tomorrow morning.

2 I attach briefing that we have prepared. The spadework

has been done by IMr Shields, but it reflects discussion with
Mr Burns and others. It is in three sections:-
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- A summary of the Report;
- Some "pull points" to use;
- TFurther defensive briefing.

Je In a sense the strength of the Report lies in the fact that

it has no strongly defined position so that there is a bit of
something in it for everyone. The two most potentially damaging
areas are the doubt cast in Chapter 8 on the causal relationship
from monetary growth to inflation (though the Committee remain
basically agnostic on this); and the strictures in the same Chapter
on the costs of reducing inflation by restrictive monetary policy.
The main weaknesses of the Report are (as in previous reports) the
absence of any coherent alternative strategy; +the failure to assess
the costs of not attacking inflation by some such strategy as the
Government are pursuing; and the sheer wetness of the Report on a
number of issues (eg on the exchange rate where the analysis ends
simply with an exhortation to the Government to keep methods of

. influencing the rate under review). All these points are covered
in the briefing.

Reactions tomorrow

4, We shall need to decide tomorrow what sort of profile to adopt.
If we are a%%Qwed to, a low profile would be better. We do not wish
to contribute/enhancing the Report's status; and you will not in any
case want to be drawn into anticipating in any way next week's Budget
statement. But I suspect that it may be difficult to maintain this,
particularly if a vigorous press conference follows prominent
background coverage in tomorrow  morning's papers. In this case

you will need to consider in the course of the morning whether you
(or, say, the Financial Secretary) should make any comment on the
record; and whether Mrs Gilmore or others should intensify press
briefing through the usual channels. We can make a first judgement
when we see tomorrow morning's press. We can then consider further
in the light of the press conference at which we shall have represent-
atives.

2
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Prime Minister's Question Time

5 The Prime Minister will also require briefing for Question

Time tomorrow afternoon. If you agree, I think it might be useful

if this note and the briefing went over to No 10 tonight. Again,

if circumstances allow it would be better for the Prime Minister
herself to maintain a fairly low profile. She will (quite Jjustifiably)
be able to claim not to have had time to read the Report; and she
will not want to anticipate the Budget (though without implying

that the Budget will necessarily address itself specifically to the
Report). But, if pressed, the Prime Minister might also find

it necessary to draw on some of this briefing and to deal with the
Report in fairly robust terms. In particular both she and you
would obviously want to make it absolutely clear that the publication
of this Report does not mean that there will be any change of policy
(perhaps adding that the Report seems to contain a good deal of
misunderstanding of present policies - witness the ill-founded
criticisms of the rigidity of the MIFS).

6. If the briefing is sent to No 10 it might be helpful if we
were to make further contact with Mr Lankester around lunchtime

tomorrow in the light of the morning's developmentse.

Official Government reply

Zu We shall also need to consider in due course whether there
should be a formal written Government reply. We are not obliged

to do so. We could, for example, argue that the Budget Speech

and speeches during the Budget Debate contained as much reply as
the Government intended to give. But I suggest we keep the options
open and consider this again after the Budget. We may decide

that it is positively in our interests to put some further written
comments on the record.

Report agreed with the Treasury?

8. I understand that Mr Du Cann has claimed that the Report was
agreed with the Treasury. This seems to be the same kind of canard

9
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that he more or less perpetrated last summer. If it comes up
publicly, it should be emphatically denied. As you know, the
Report was sent to us by the Committee in draft in the usual
way with a request for purely factual comments. Our opinions
were not sought and in sending our comments I made it clear in
writing that this did not imply in any way Treasury agreement
to the opinions or Judgements in the Report.

£

J B UNWIN
4 March 1981

L
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SELECT COMMITTEE MONETARY REPORT: SUMMARY
There are two main themes in the Report:-

i) scepticism about the causal relationship from monetary
growth to inflation; and ’

ii) a rejection of a policy based on inflexible targets for
a single monetary aggregate (particularly £M3) set for
a period of years.

On the positive side, however, the Report:-

i) "welcomes the Government's readiness to announce medium and
longer term objectives which express its policy intentions";
and

ii) if_does not offer any specific policy alternatives.

Its géneral thrust is that economic poliéy should be conducted in a
more eclectic, pragmatic way. It recommends that more attention should
be paid in a counter-inflationary policy to the possible short-term
costs in terms of lost output and to movements in the exchange rate.

Two additional aspects of the Report which might attract particular

attention are:

- i) +the doubts it casts on the relationship between the PSBR
and £M3; and

. i1i) the theoretical poséibility it raises that policy directed
at maintaining the monetary target could amplify rather than
dampen fluctuations in economic activity.

The final chapter of the Report is entitled "summary and conclusions"
and it provides a succinct chapter-by-chapter review of the main Report.
including direct quotes from the relevant chapters. In brief, the
arguments are as follows:-

Chapters 1 and 2: Introduction and "Method of Enquiry"

These chapters set the scene for an analytical review of the
Government's objectives and ways in which the methods adopted
for achievement of these objectives can be subject to empirical
ftesting. In fact, however, very little empirical evidence was

v |
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provided to the Committee except by the Treasury (and this was
treated rather grudgingly in the Report.)

Chapter %: The Conduct of the Government's Monetary Policy

It is accepted that although the £M3 target in 1980/81 overshot
by a long way, the Government did make strong efforts to achieve
it and monetary conditions remained tight throughout the period.
There is also implicit agreement that it was right for the
Government not to go further in the autumn in terms of cutting
the PSBR or keeping interest rates higher.

Chapter 4: Principal views about main issues of Monetary Policy

The following useful (although somewhat expedient) classifications
are provided of the views put to the Committee, divided into
four "schools of thought":-

(1) New Classical (eg Minford, exponents of rational
expectations);
(ii) Gradualists (eg Laidler, Friedman);

(iii) Pragmatists (eg Tobin, Bundesbank); and
(iv) Anti-Monetarists (eg Kaldor).

‘There is also a balanced summary of the evidence put to the
Committee by the Treasury on behalf of the Government.

Chapter 5: Objectives, Targets and Indicators

The distinction between intermediate targets and indicators is
spelt out. The credibility of an intermediate target in terms

of its relationship to the Government's ultimate objective and

the Government's power to control it are seen as crucial factors.
Tobin and the Bundesbank are quoted in support of monetary targets
being made "“conditional" on measures of international
competitiveness although it is acknowledged that whilst an
"unconditional™ target that had to be abandoned repeatedly would
damage credibility, so would a "conditional" target if it became

a licence for unpredictable reversals of policy.

0 . 2
" CONFIDENTIAL



CONFIDENTIAL

Chapter 6: Money, Interest Rates and PSBR

This Chapter, although acknowledging carefully the impact of
interest rates on the relationship between the PSBR and the

money supply in the short term, is very sceptical about the
constraints imposed on the PSBR bythdmoney supply and the effect
of using discretionary changes in the PSBR to meet a &M3 target.
It quotes Treasury papers and many outside witnesses in evidence
of the diversity of relationships which can exist between changes
in the PSBR and £M3 (depending on the origin of the change in

the PSBR) and points out that action taken to correct deviations
of &M% from target may counterbalance the moderating effect that
the automatic stabilisers in the PSBR would otherwise have during
a recession. It notes, however, that the Authorities did not
take action of this kind in 1980/81 itself.

Chapter 7: Monetary Policy, Exchange Rate and International
Competitiveness

Various possible influences on the nominal and real exchange rate
over the last two years are examined. North Sea 0il is identified
as probably an important factor, but monetary policy (in its
conduct and perception) is thought to have been an important
direct and indirect influence. It is also suggested that external
factors and the recent re-emergence of sterling as a financial
asset have perhaps given a boost to sterling which may not be
sustained. Although direct controls are unlikely to be effective,
some tactic which would allow some pressure to be taken off
sterling is thought to be a useful element of policy. The
-possibility is raised of taking some account of both the money
supply and the exchange rate, as well as the objective of
inflation, in setting monetary instruments. A recommendation

is also made that revenue from North Sea O0il should be used to
facilitate structural change.

Chapter 8: Money, Output and Inflation

Considerable doubt is cast on the causal relationship from
growth in the money supply to inflation,although the summary

- ‘does carefully speak of it being the direct causal link which

is in doubt. But even if the link does exist, it is thought

3
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much more likely that monetary policy would have to work through
higher unemployment (via the "Phillips curve") and the exchange
rate than simply through the formation of revised expectations
in labour or products' markets. Thus the costs in terms of
unemployment of a restrictive monetary policy are thought to

be very high (with estimates derived from the Treasury model
being used to show an expensive short-term “trade-off"). The
Report even mentions claims that there may be permanent costs
without sustained benefits.

Chapter 9: Control of the Money Supply

The MFTS is criticised as over-rigid. &M3 is also considered

to be a misleading indicator,although the Government's"apparent
move away from £M3 as the sole monetary indicator™ is welcomed.
Conditional targets or some alternative, more flexible approach
to monetary targets year-by-year would be preferred. Whilst it
is noted that the Government has not used its stated instruments
(PSBR, interest rates) more intensively this year to achieve its
target, this is not in itself a criticism of Government action.
There seems to be no enthusiasm for monetary base cohtrol and
the Committee does not produce any new views on monetary
techniques.

Chapter 10: The Development of Policy

This is mainly a plea for a formalised but eclectic approach to
setting policy instruments. ILconometric models would be used

to give advice on how the ultimate objectives of policy could

be achieved at least cost to the economy (relying very much on
Jeremy Bray's familiar themes). It is acknowledged that the
state of the art is not sufficiently developed for this to be
used on its own to provide automatic solutions, but suggests that
more resources should be devoted to "policy optimisation" work in
the Treasury and Bank and by the Committee itself. Access to

the Treasury model)and evidence based upon it, should also be
improved subject to cost considerations.

- HF3
H M Treasury P
4 March 1981
T4
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SELECT COMMITTEE MONETARY REPORT:

CONFIDENTIAL

MAIN POINTS

Although the Committee's Report is generally critical of the use of monetary

targets, in many important respects it does endorse elements of the Government's

policy.

In particular,

as follows:-
SUPPORTIVE LINES

i)

ii)

acknowledges the link between
growth in the money supply and

inflatioun;

welcomes the Government's
readiness to announce medium and
longer term objectives which

express. - its policy intentions;

QUOTATIONS

i) "Over the long term the money supply and

ii)

iii) recognises the Government's com- iii)

~mitment and success in achieving

tight monetary conditions in 1980;

iv) accepts the Government's view

that external factors such as
North Sea Oil and the surpluses
of other oil producers, as well
as the Government's monetary
policy, were responsible for the
high level of sterling and that
some of the rise may well be

transitory.

iv)

it does allow certain "supportive lines'" to be referred to

price level appear to have moved together."

(Conclusions and 8.27)

"We welcome the readiness of the Government

to announce medium and longer term

objectives which express its policy

intentions (Conclusions and Chapter 9.48)."

"Although the monetary target for

the first

year of the MIFS was significantly overshot,

there has been no doubt about the
wish to reach its monetary target
made considerable efforts in that
eeseesss Monetary conditions have
tight." (Conclusions and Chapter

"Some, but not all, of the recent

Government'
and it has
direction

been

$3.34)

rise in

sterling would appear to be due to policies

designed to achieve monetary restriction."

(Conclusions and Chapter 7.48)
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SUPPORTIVE LINES QUOTATIONS
v) doubts that direct controls or v)".it is possible to operate some controls or

vi)

vii)

intervention can bring about a
significant, sustainable change
in the exchange rate and accepts
that there would anyway be

consequences for the money

supplys;

recognises that departure from vi)
an intended path for the PSBR

in the middle of a recession

would not necessarily endanger the
objective of reducing inflation =

as the Chancellor said in his

November statement to the House;

states that the tightness of monetary

policy is not completely measured

by a single monetary aggregate as

<

viii)

ix)

was made clear in the Government's

Green Paper on Monetary Control;

acknowledges that the MTFS was a v
bold experiment intended to

change expectations;

refrains from criticising any
specific policy actions taken
by the Government, implicitly
endorsing those made since

last November;

exert influences upon capital movements and
thus the exchange rate in the short term.
Such controls may not be as effective in
holding the exchange rate in conditions of
serious long term disequilibrium."

(Conclusions and Chapter 7.50).

"It may be possible to depart from the
target paths for PSBR and monetary growth
in the middle of a recession without
endangering the objective of reducing

inflation...". (Chapter 6.29).

vii) "The tightness of monetary policy is not
adequately measured by one monetary

aggregate." (Chapter 3.27)

iii) "The MFTS was a bold experiment intended
to change expectations about the future
of the economy." (Conclusions and
Chapter 9.47)

ZEE?iéT?olicy optimisation is a development
rather than a replacement of the
forecasting exercises in the Treasury and

elsewhere." (Chapter 10A.3)/
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However, the Report also contains several fundamental criticisms of

Government policy which are bound to receive extensive coverage:
(i) the lack of evidence of a direct causal relationship

from money supply to inflation (conclusions and chapter

8.27)

(ii) the potentially high costs of a tight monetary policy

in terms of unemployment (conclusions and chapter 8.21)

(iii) the limitations of £M3 as an indicator of monetary

conditions (conclusions and chapter 9.45)

iv) the "rigidity'" of the MTFS (conclusions and chapter 9.45)

Against this, there are two notable ommissions from the Report which can

usefully be commented upon:

(i) no coherent alternative anti-inflationary strategy

is presented; and
(ii) no assessment is made of the likely costs of not

pursuing a policy designed to bring down the rate of

inflation.

0 .
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SELECT COMMITTEE MONETARY REPORT: DEFENSIVE BRIEFING ;

1. Monetary growth doesn't cause inflation

Committee accepts that over the long term the money supply and

price level have moved together. Their doubts are in fact about
whether there is a direct or simple causal relationship. But it

is clear that monetary growth is a necessary condition for continued
inflation and that only if it is successfully controlled can
inflation be brought down.

2. Costs of tight monetary policy too high

Costs of not having a responsible monetary policy would be higher
and would be long=~lasting. We are now experiencing some of the
short-term costs in terms of unemployment and output of tightening
monetary policy,but these would have been substantially reduced

if wage settlements had been conducted responsibly.

3. Treasury model shows no simple relationship between &£M3 and
inflation

.. In the short run, many factors can affect this relationship. But in

the long run there is no escaping the fact that the money supply and
inflation do move together as the Committee acknowledges.

4, Treasury econometric evidence refutes money as sole cause of
inflation

Treasury paper shows importance of money in long run. But in the
short run - as the paper indicates - other factors can be significant.

5. Treasury model shows enormous costs of tightening monetary policy

Treasury model simulations are only one possible method of assessing
consequences of policy changes, and are subject to very great
uncertainties. There are well established difficulties of using
models to estimate the effects of major policy changes aimed at
changing people's general attitudes and expectations.

0
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6. Wrong to use £M? as the sole monetary indicator

Green Paper on Monetary Control pointed out very clearly that £M3
was never intended as the sole indicator. But because of familiarity
to market and close connections with fiscal policy it is the best

one to use for the target aggregate itself.

7. &M3 a misleading indicator

Particular problems this year relating to ending of the corset.

£M3 is also less sensitive than narrow aggregates to levels of
interest rates. But the special nature of the recession last year,
with a high level of personal savings and at the same time a high
¥vel of bank borrowing by companies helps to account for the rapid
growth of all the broad monetary aggregates. But there is no reason
why these attributes should cast doubts on its usefulness as a
medium-term indicator or target.

8. MTFS too rigid

The Government needs to present its intermediate targets in an
easily comprehensible and direct form. But in no sense_ was the MTFS
. for the period up to 198%/84 an overly-rigid framework/ggiting those
targets. It was made clear last year that precise rates of growth
within the period would need to be determined at the time.

9. Target should be inflation rate, not money supply

Thé ultimate objective of our economic strategy is to bring down

the rate of inflation and sustain it at a low level. To achieve
that it is necessary to control the rate of growth of the money
supply. DMoney supply is more directly within our power to influence
and specific monetary targets give a clearer guide to the private
sector of the fiscal and monetary stance we shall adopt.

10. Controlling the exchange rate

Committee agree that direct controls aimed at keeping the exchange
rate down are unlikely to be very effective and they have no policy

iU
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to offer themselves. They also suggest that a combination of
factors - North Sea 0Oil, the surpluses of other oil producers,
monetary policy - have recently pushed up the exchange rate and
point out the possible inflationary consequences of aiming to bring
it down.

11. Account should be taken of exchange rate in setting monetary
targets

Monetary targets must be set clearly and demonstrably with reference
to the ultimate objective of reducing inflation. The exchange rate

is an important route through which monetary policy will bring down
the rate of inflation. But it is only one of many factors which

can affect the speed with which this comes about. In setting the
instruments of monetary policy over a short period it is appropriate
to look at a variety of indicators - real interest rates, the exchange
rate, all the monetary aggregates - but the &3 target retains
primacy especially in the medium term.

12. Germany and Switzerland successfully switch between monetary

and exchange rate targets

.. These countries have followed responsible and successful monetary

policies for years. Their inflation rate has consequently stayed
low. We are not yet in this position. To bring about continued
deceleration in inflation from a highlevel, it is useful to maintain
a single, clearly ekpressed monetary target.

13. Government failed to foresee how severe the effects of their
policies would be

The 1980 Budget forecast gave a good indication of the fall in
total output that year. However, as the Committee acknowledges,
the level of the exchange rate in 1980 and the severity of the
recession could not have been precisely forecast by conventional
techniques. In fact, the exchange rate was higher than was assumed
and there were underestimates of the fall in manufacturing output
and the rise in unemployment. Nevertheless, hadWage settlements
been lower - as they were in other countries - then the impact of
the Tecession on industry in particular would undoubtedly have been
smaller than it turned out.

5
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14. DMonetary targets haven't changed expectations

We are now seeing signs that attitudes are changing. ©People are
beginning to understand that our policies are bringing down the
rate of inflation and that they must adapt their behaviour
accordingly. The more moderate wage settlements we are now seeing
in the private sector are an indication of this.

15. Monetary strategy has just been "old-fashioned deflation"

No. Workers realise they have a choice between higher wages and
jobs. It is up to them.

16. Dangerous to make £M?3 target the determinant of the PSBR path

Treasury evidence pointed out that in the short run many factors
can affect the relationship between the PSBR and &£M3. But it also
made clear that,in the medium term, if we are to maintain control
over the money supply and achieve moderate real interest rates, we
do need to bring down the size of the PSBR. To the extent that the
PSBR rises as a result of the recession, it is usually possible to

~accommodate this increase in an unchanged monetary target, without

implying an excessive level of real interest rates.

17. Monetary target should be dependent on prospects for economy
(Bank of Canada)

Essential for success of counter-inflationary strategy that have
targets which decelerate year by year.

18. Better to use policy optimisation techniques

As Report acknowledges, econometric models have considerable
limitations, both in explaining the economy and as a basis for
determining policy. Although techniques are improving, we note

the reservations expressed in the 1978 "Ball" Report about devoting
resources to this area.

m
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19. Access to the Treasury Model is too costly

It is an inescapable fact that access to models of this kind is

expensive. It would in principle be desirable for academics to

have cheaper and easier recourse to the model, but the Treasury

cannot undertake to bear the heavy costs this would involve. We
note the Committee's proposals to discuss with the SSRC how the

needs of the Committee and Parliament can best be served.

20. North Sea 0il revenue to be used to promote structural change

Revenue from North Sea oil is already helping to reduce the PSBR
and allowing us to pursue our monetary strategy at lower interest
rates. This is crucial aid to the private sector.

21. Fuller public debate needed on monetary control

Since the Green Paper was issued last March, there has been an
extensive opportunity for the public to comment on the issues
raised and two seminars have been held by the Treasury and the
Bank. Discussions are continuing, but the changes announced to
date in monetary control techniques have been evolutionary and

- generally welcomed and there is still opportunity for ample public
debate.

HF?
H F Treasury
4 March 1981
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MR WIGGINS

cc PS/Financial Secretary
Mr Folger
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It occurred to me that it might be useful for the Chancellor and
the Financial Secretary to have a few thoughts conveniently at hand
in case eilther of them finds it necessary during the day to put any
comment on the record on the Treasury Coumittee's Report.

2. 1 attach a few notes. It would be wrong to be too dismissive
of the Report; but we presumably want to "put it in its place'.
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POSSIBLE SPEAKING POINTS ON TREASURY COMMITTEE'S REPORT

Not had time to study. But seems useful and compendious analysis.
Gathers a lot of different views and bring them usefully together.

2. Wrong for me to offer instant conclusions. But some quick
impressions on a quick skim through:-

i) report is eclectic analysis rather than coherent
expression of view by Committee itself. Committee
obviously had same (understandable) problem as on
previous occasions. Analysis rightly sceptical
in many ways. But fails to offer any coherent
alternative strategy; and (perhaps glaring omission)
seems not to assess costs of not pursuing policy to
bring down inflation.

ii) some criticisms ef Government policies. This understandable.
We never claimed our policies perfect. But many misunderstand-
. ings (eg ill-founded criticism of rigidity of MIFS); and
many comments gupportive of Government policies (eg welcomes
Government's readiness to announce medium and longer term
objectives; recognises Government's commitment and success
in achieving tight monetary conditions in 1980).

3¢ Again, wrong to react instantly. Committee has spent long time
and effort in producing Report; +therefore deserves considered study.
But suspect it will prove more valuable to gtudents than those who
actually have to take policy decisions. Certainly nothing in it

to cause Government to change fundamental policy.

RESTRICTED
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COMPARTSONS OF THIS YEAR'S AND LAST YEAR'S MEDIUM-TERM PROJECTIONS OF
sXPENDITURE, REVENUE AND B IE FINANGIAL ITEMENT AND
BUDGET REPORT k

Jaced i Hof Clbony 2 Mk g i

"Note by HM Treasury

T Comparison of the medium-term projections of revenue and
expenditure in Tables 6-8 of this year's Financial Statement and
Budget Report’with the corresponding projections published lést
year is complicated because there have been substantial changes in
expenditure volumes, absolute and relative pfices gnd real.fax rates

between the two sets of projections.

2 Table 1 attached shows the projections compared in cash for

the three years 1979-80, 1980-81 and 1981-82, and in cost terms at
1979-80 prices for the years 1980-81 to 1983484. As explained in
paragraph 25 of the FSBR, the figures at 1978-79 prices in last
year;s projections can be approximately translated to the 1979-80
pfice base uséd this year by inflating them 5y 163 per cent (the
movement in thé general price level between 1978-79 and 1979-80
assumed when last year's projections were made). -As it has-fuphned
out the view of changes in general prices between 1978-79 and 1979-80
has not changed much, but it should be noted that this scaling.

retains the relative prices assumed last year.

3. The figures in Table 1 show that both revenue and expenditure
totals are generally much higher in both cash and cost terms than
those projected a year ago. However, the greater increase is in
the expenditure projections. In 1980-81, general government
-éxpenditure/in cash is now ekpected to be about £33} billion higher

than the projeétion made last year, and in 1981-82, about £6 billion



later years.

higher. Because the general level of prices in these two years is

— T PSR Se= —
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now expected to be lower than had been thousﬂt & year 380’ the

i — . ————————— e —

increases are even 1arger when ezpressed 1n COSt terms (1e 1ncluding

T s —

the relative price effect (RPE)): &4} bllllcn and £7 billion 1n
1980-81 and 1981—82.respective1y. For any category of public
expenditure its relative price'is the ratio of its deflator to the
deflator for GDP at market prices (which serves as a measure of the
general price level). Thus for any given lavel of public sector
pay and prices a fall in the GDP deflator will increase the relative

price of public expenditureaand hence the RFE.

Detailed Reconciliation of Projections in 1980 and 1981 FSBR'S

4. The latest estimate puts cash expenditure in 1979-80 about
£1 billion higher than the estimated outturn published last'year.
The under—estimation was mainly on goods and services and subsidies.

Much of the upward revision has fed through into the projections for

N s e

\""’

5. 1980-81 In cash, general government expenditure in 1980-81

is now expected to exceed last year's forecast by about £33 billign,
despite the £} billion reduction in contributions to the’ European
Communities' budget negotiated in May. The main factors contributing

to this increase are:

(i) The recession: the difficulties, both conceptual and
practical, of making precise calculations were set out in a

recent article*. It is estimated that, as a consequence of

*"The impact of the recession on the PSBR", Economic Progress Report,
February 1981. ' - '
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the recession being deeper than expected and affecting.
unemployment and other aspects of the labour market more than
expected, expenditure iﬁ 1980-81 is some £134 billion higher

in cash terms. The main categorles aff;:;é&;ggé”5001al securlty
benefits, spending on special employment measures and redundancy

fund payments.

(ii) General government expenditure on goods and services is
about fﬂ%-bllllon hlgher than forecast, partly reflecting llkely
overspendlng in some areas - notably defence and local authorltles

- and less underspending elsewhere.

(iii) Debt interest payments are about £1 billion higher,

e —— e ————— e —

partly reflectlng higher 1nterest rates, partly hlgher borrowing.

Géneral government receipts in 1980-81 are about £3 billion lower

than forecast. This shortfall partly reflects the extent and *form

‘of the recession: lower employment has reduced receipts of income

tax and national insurance contributions (though, mainly because

earnings rose more than forecast, receipts from these two sources

are in total about &1 Billion higher). Lower than expected growth

in the volume of consumers' expenditure has reduced receipts of -

indi