


NOTE OF A MEETING HELD IN THE CHANCELLOR'S ROOM, HM TREASURY ON
TUESDAY 11 JANUARY 1983 AT 3PM

Those Present:

‘Chancellor of ‘the Exchequer Sir Campbell FPraser )
Chief Secretary Tty Sir Terence Beckett )
Financial Secretary Mr R E Utiger ; )
Economic Secretary Mr A willingale / )
Mr Burns(C— Mr J Pope ) CBI
Mr Bailey Sir Donald Macpougall)
Mr Kemp Mr B Rigby )
Mr Moore Mr J Caff )
Mr Ridley Mr D McWil)iams )

Mr Battishill - IR
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CBI BUDGET REPRESENTATIONS

Sir Campbell Fraser explained that the document which Sir Terence Beckett

had sent the Chancellor with his léEtéfoﬂf?’Januany,was a draft of the
CBI Budget representations which had not yet been endorsed by the CBI
Council. However, the recommendations it contained had secured wmniversal
acceptance in the CBI's individual committees so that no significant
changes were likely to be made as a result of the Council meeting.

He would, of course, inform the Chancellor of any amendments. The
document would not be released to the press until 26 January and the

CBI were not intending to give any publicity to their meeting with the
Chancellor. Sir Campbell then invited Mr Utiger, as Chairman of the
Economic and Financial Policy Committee, to summarise the CBI's repre-

. L )
sentations.

2, Mr Utiger stressed the great uncertainty of the general economic
prospect. It no longer appeared that a strong recovery in world trade
would give a major boost to growth in 1983. The weakness of the inter-

national economy was having a substantial impact on much of UK industry.
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There was as yet little hard evidence about the shape and pace of the
US recovery but such anecdotal evidence as existed gave the CBI no
basis for expecting a substantial improvement in 1983. Again there
was much anecdotal evidence to suggest that the depth of the recession
and the levels of unemployment prevailing in Europe were leading firms
tb‘adqpt'veiy’aggressive pricing policies simply to keep businesses in

operation and to preserve employment. Against this background, the
growth of UK consumer expenditure was one of the few bright spots on
the world scene. However, Mr Utigar drew attention to the sharp
imbalance between movements in the real post-tax incomes of businesses
and persons, illustrated in chart III.l. Company profitability was
likely to come under very heavy pressure over the next year and for
this reason the CBI felt that the 1983 Budget must give priority to
measures which would reduce business costs. In this way, competitivenes:
would be improved, profitability increased, jobs preserved and empléy—

ment opportunities increased.

3. _Mr Utiger acknowledged that the Government had already done much
to help industry and that the recent fall in sterling would certainly
benefit some sectors but it would be wrong to conclude from this that
any relief in the 1983 Budget should be slanted towards individuals.
The CBI were in favour of indexation of the personal tax thresholds
inithe mext Budget but would not look for any further personal tax
reliefs unless the Chancellor could meet the priorities the CBI had
identified for reduction of business costs with room to spare. Even
when account was taken of the latest fall in sterling and the improve-
ments achieved in productivity, the UK was still 20 per cent less
competitive than it had been in 1975 and international competition was
likely to become even more severe in the future. He drew the
Chancellor's attention to chart II.2 which demonstrated how the loss
of export market share and the rise in imports, both directly related
to our poor competitive performance,had reduced the potential growth
of GDP.






4. The Chancellor commented that the CBI's analysis of the current

situation had much in common with that of the Government. He

stressed the need to keep down the level of pay settlements.

Mr Rigby agreed but noted that pay was not the only area in which
action needed to be taken if the UK's competitive performance was
improved sufficiently. Sir Terence Beckett referred to the reduction
in settlement levels which had already been achieved. The CBI would

continue to keep up the pressure but it would be difficult to achieve

a much faster fall.

5. Mr Utiger then turned to the size of the Budget. The CBI
appreciated that in taking decisions on the size of the PSBR for
1983-84, the Chancellor was having to take a judgement about the
difference between two very large aggregates. However, in the present
very uncertain world situation, it was their belief that the risk of
giving too small a stimulus in the Budget was greater than the risk of
doing too much. He noted that at the time of the last Budget, the
Government had set a target for the PSBR of Zéiper cent of GDP in
1983-84 but he pointed out that economic activity was considerably
lower than had then been expected. As a result, the CBI would
advocate a PSBR of around £9 billion, representing 3 per cent of GDP.
As charts TI.3 and II.4 illustrated, such a figure would still be
comparatively low in historical terms and by comparison with the budget
deficits of other countries and the scale of the recession. On
unchanged policies the CBI would expect a PSBR of £6 billion, so that
their proposals amounted to a package of around £2%-3 billion.

6. Spe;king for small firms, Mr Pope emphasised that he and his
colleagues were grateful for the measures that the Government had
already introduced to meet their specific problems. He noted that

it was the unanimous view of the Smaller Firms Council that the 1983
Budget should be directed towards achieving improvements in the basic

structure of UK industry and in its competitive performance rather than






measures designed to improve their own particular position. Thus they -
too would support action desicgned to reduce business costs in

preference to personal tax reliefs.

7. Mr Utiger then listed the CBI's principal recommendations for the
1983 Budget. He proposed first the abolition of the NIS. All were
agreed on the undesirability of the tax and there was concrete evidence
from the Employment Policy Committee that previous cuts in the NIS had
not been given away in higher wage settlements; indeed, the issue had
not even been raised in negotiations. The CBI were also recommending
lower business rates. They appreciated the practical difficulties o
involved but suggested a 15 per cent derating of business premises;

a cut on business rates increases; the abolition of empty proverty
rating at a cost of around £35 million, which would provide direct help
to those most in need;and "mothball" relief for rates on those parté

of properties which were temporarily unused, although they appreciated
that it might take longer to work up a scheme of this kind. The GBI
also saw a case for additional capital expenditure. The construction
industry was particularly depressed and in need of Government help,
while the import content of construction activity was very low. There
were plenty of useful infrastructure projects which could be undertaken
once funds were made available. Additional expenditure in this area
could be financed partly by further cuts in current spending. Mr Utiger
stressed the importance of pursuing a consistent policy towards public
sector investment, given the long timescales involved. Finally, he
referred to the very specific representations which the CBI were making
to the Secretary of State for Energy on fuel and energy costs. A number
of UK industries faced a serious risk of being driven out of business
over the next few years as they could no longer compete with their
continental rivals unless energy costs were significantly lower.

8. The Chancellor commented on the marked consistency which the CBI

had displayed in their Budget representations over the years. No

forecast of the scope for fiscal adjustment in 1983-84 was yet available
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but he noted that the Government's record in meeting the CBI's requests
in the past had been a good one. He also recalled that the CBI had
earlier pressed for a 4 per cent annual reduction in the exchange rate
over the next 3 years. The recent fall in sterling must therefore hawve been
welcame to some of théir members, Sir Terence Beckett 'stressed that the UK

was still 20 per cent less competitive than it had been in 1975.

9. Turning to the CBI's detailed proposals, the Chancellor expressed

sympathy with their desire to reduce the level of business rates.
However, he pointed out that rates would already have been struck by
the time he announced his Budget. Mr Utiger suggested that it would
still be possible to provide industry with a rebate but the Chief
Secretary noted that this would require legislation. The Chancellor

also expressed some surprise that the CBI had not recommended re-
valorisation of the specific duties. Mr Utiger explained that the
CBI believed revalorisation would have a disproportionate impact on
the RPI and they had some doubts about how tax effective any increase
would be. Sir Campbell Fraser also pointed out that the effect of

revalorisation would fall particularly heavily on a small number of

industries. The Chief Secretary suggested that by advocating a stand-

still on the specific duties, the CBI were by implication proposing

some tax relief for the personal sector. Mr Pope agreed. Given that
on the basis of the CBI's recommendations there was likely to be little
or no room in :the Budget for income tax reductions, it seemed sensible

to give some incentive to those at lower income levels through a decision

not to increase indirect taxes.

10. The Economic Secretary enguired whether there was an inconsistency

in the CBI's identification of the growth of consumer expenditure as a
major expansionary factor for the UK and their recommendation of a

relaxation in the fiscal stance. Mr Utiger pointed out that much
dependend on the kind of relaxation which was proposed. Given the

strength of consumer expenditure, the CBI were not recommending relief

for individuals but for industry. The Economic Secretary then wondered







whether the CBI were contemplating any amendment to their proposals
as a result of the fall in the exchange rate. Sir Terence Beckett

said this would not be necessary. The recommendations were directed
towards imprbving the UK's poor competitive performance in a shrinking
world market. The latest fall in the exchange rate would not remove
this problem. However, the Chancellor pointed out that the fall in
sterling must have an effect on the total fiscal and monetary balance.

11. The Chancellor noted that the CBI had proposed reductions in the

Contingency Reserve for 1983-84 and 1984-85. He pointed out that

the Government had already reduced the figure for 1983-84 to

£1,500 million and had been criticised by the TCSC for doing so.
However, the CBI's suggestion for a reduction in the 1984-85 Reserve

was well taken. Sir Donald MacDougall commented that the real problem

lay with excessive local authority spending. The Chancellor said it
would be helpful if the CBI's members could continue to put pressure
on the local authorities and the NHS. The Chief Secretary pointed out

that central government had been reducing manpower twice as fast as

local government but Sir Terence Beckett commented that the staff

reductions in the public sector were still small compared with those

of the private sector.

12. Sir Terence Beckett drew attention to the surprising degree of

unanimity displayed by the CBI's members urging the Government to cut
business costs in the Budget rather than to reduce personal taxation.
He suggested that the latter would involve a greater risk to the
balance of trade and to the exchange rate. The Chancellor thought
that the distinction drawn between the impact of measures to help industry and the

impact of measures to help individuals could be overstated. Mr Burns agreed:
in terms of import penetration, there was not a great deal to choose

between them. Sir Donald MacDougall suggested that they could be

distinguished in relation to their impact on competitiveness.

Reductions in business costs would certainly make UK industry more






competitive. If cuts in personal taxation were reflected in greater
pay restraint, they too could have an impact on competitiveness but
the links here were much less certain. The Chancellor thought that

taxation did nevertheless have an impact on pay bargaining. During
the NHS dispute, for instance, attention had been focused on the

low levels of take-home pay for health workers. He pointed out that
the employee's NIC would be raised in April so that even if

personal tax allowances and bands were indexed, take-home pay would
still' fall.

13. The Chancellor then asked the CBI what recommendations they had

to make on the tax structure. Mr Pope replied that the CBI's views

on capital taxation were well known to the Chahéellor-.‘ He would therefore
concentrate on their proposals to increase the amount of equity
investment in smaller .companies. They remained concerned that
imaginative initiatives for broadening the equity base of small companies
should be fostered. They were less interested in proposals to
establish Small Firms Investment Companies but they were gquite prepared
to contemplate other proposals which would achieve the same objectives.
'mmazhéiiemg{that if the existing incentives for investment in start-up
companies could be extended to established smaller companies, more jobs
would be created. They wanted to encourage the large financial
institutions to invest in smaller companies and to improve the
marketability of investment in such companies by making it easier for

individuals and institutions to realise their investment at an

appropriate time. Finally, they wanted to match willing investors
with thoge companies in need of finance. The Financial Secretary
said he was examining the SIFCs proposal. The Government's objectives

were three-fold: to encourage more equity investment; +to persuade
companies to borrow longer and to encourage more direct investment by
individuals and companies rather than by institutional investors.

The SIFC proposal would not achieve the third of these. He also saw a
potential conflict between promoting the marketability of investment in

smaller companies and encouraging individuals and companies to invest






on a more permanent basis.

14. The Chancellor noted that the CBI were advocating the reintroduction
of the 1972 "top hat" share option schemes. He suggested that there

was a widespread feeling that it was not worth taking action in this
area since any schemes which were set up would be likely to be abolished
1if the Labour Party won the next election. Mr Willingale ‘$saw this as
one method of encouraging the movement of top management. The CBI would

not press specifically for the reintroduction of the 1972 schemes but
any action which the Government could take in this area would' be welcome.
He also drew the Chancellor's attention to the recommendations which the
CBI had made on ACT. The Chancellor noted the proposal for extending

allowances to commercial buildings but drew attention to the huge cost
involved and suggested that this was not an area where the need for
investment was perceived to be greatest. More generally, he suggested
there was a certain peversity in the way in which successive governments
had consistently subsidised investment but taxed labour. Mr Chandler
had drawn attention to this in his recent NEDC paper and he wondered
whether it might be worth examining the whole issue at some future

Council.

15. Finally, Sir Terence Beckett pointed out that the CBI's repre-

sentations made no reference to the investment income surcharge,
although some members felt strongly on the subject, especially the

small firms. Mr Pope acknowledged that businessmen had the opportunity
to take out self-employed annuities to provide them with a pension on
retirement but many preferred, for good reasons, to keep funds in their
own firms during their working lives. The IIS penalised these
individuals and thus encouraged them to continue working beyond the
point when they should have retired from the business. The Chancellor

acknowledged that the IIS was a clear surcharge on a risk-taking and
suggested that the argument Mr Pope had put forward was a useful one
to be deployed, even if it did not form vart of the CBI's formal

Budget representation.






Sir Campbell Fraser thanked the Chancellor for meeting the CBI and

the meeting closed at 4.30pm.
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MONETARY TARGETS IN 1983%/84: Ml

I attach a paper about what should be said about M1 in 1983%/84. Unlike
i he target
range of 7-11% which has been provisionally confirmed for broad money

last year, the forecast is that Ml

in 198%/84. The main question is whether we rely on what has already
beéZ‘EEIE in the 1982 MTFS and the Autumn Statement or say something
clearer -~ that faster growth of Ml is expected and acceptable up to some
point which might be defined in words or numbers.

2. The paper is a Treasury one but it reflects comments from Mr George
who favours relying on what has already been said in the context of
minimal change in the MTFS generally. HF and FEU favour going at least
as far as saying that Ml growth is likely to be "a few points higher"
than the Farget range.

3. You will want to discuss the treatment ofMl with the Governor at
some stage. But the disagreement between Treasury and Bank is on a
relatively narrow point and you may prefer to wait till you can do so
in the context of MIFS as a whole, including the path for the later
years.

| 0p 8 baCowlase

.N MONCK
26 January 1983 bvo
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MONETARY TARGETS FOR 1983/84

Ministers have decided provisionally that the range of 7-11% shown in
the 1982 MTFS for monetary growth in 1983/84 should now become the
target for that year at least for &M% and presumably also for PSL2, the
other measure of broad money.

2. This paper discusses whether there should be a separate numerical
target range for Ml or only a form of words which might or might not be
explicit about the prospect and acceptability of Ml growing at a rate
above the target range for broad money during 1983/84. The gquestion

is a fairly narrow one which involves balancing different risks. Treas:
and Bank officials have reached different Jjudgements on this.

3. The question is considered in the light of the internal role of
monetary targets in guiding policy, their external presentation and
impact, and the forecast. When a decision has been taken on the path
for money, inflation and output in the later years of the 1982 MTFS,. it
may be relevant to the questions about Ml next year. It is assumed
that even if the picture of the future changes somewhat the general
policy stance will stay as close as possible to last year's IMTFS.

The Role of Targets

4, Internally monetary targets express the objectives of policy at the
start of the financial year and act as a guideline for decisions during
the year. If actual monetary growth diverges from the target there is
no automatic response, but the arguments for and against action are
considered in the light of a range of evidence wider than the monetary
aggregates (notably the exchange rate, real interest rates, and progres:
in reducing inflation). This broader approach reflects the many
uncertainties involved in setting targets, interpreting monetary
conditions, taking action to restrain monetary growth and estimating
the benefits in terms of subsequent inflation.

5. The acceptance of substantial over-runs and base drift in the first
2 years of the original MTFS period and the Jjustification of the

measures taken and of the higher targets have naturally had an external
impact. The TCSC, for example, has argued that monetary targets now hax

-1 -
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less impact on expectations genefally and that the Government itself
attaches less important to them. Even financial markets have sometimes
accepted rapid monetary growth or higher targets relatively calmly.
Credibility has been maintained by the broad consistency of policy as a
whole and by the rapid reduction of infletion. The current prospect
that with the possible exception of Ml, the growth of all 3 monetary
aggregates in 1982/8% seem likely to be within the target range also
helps.

6. Overall there has probably been some loss of clarity and precision
in the presentation of monetary policy but some gain in flexibility of
its conduct. There is still a tension between the benefits and risks of
having a separate numerical target range for M1, but they are probably
smaller than they would have been earlier.

The 1982 MTFS

7. Last year's MITS set a target range for 1982/8% of 8-12% compared
with the illustrative range of 5-9% given in the 1980 MTFS for that year
The target range applied to:

"both broad and narrow measures of money: £&M3 (and PSL2), and
M1l™.

PS12 was effectively seen as a cross check on £1% rather than a major
aggregate in its own right*.

8. These changes followed 2 years of substantial base drift and over-
runs. Apart from these specific changes the 1982 MTFS was generally
phrased -cautiously. It was made clear that the whole strategy was sub-
ject to révision in the light of domestic productivity growth, changes

D s

* Mr Turnbull's submissions to the Economic Secretary of 20 January
dealt with the possibility of redefinimg PSL2, recommending against;
another will cover the presentation of the decision,
already approved in principle,btakepublic sector deposits out of &3
and the PSBR from the start of the new target period, which on the
precedent of the last 2 years would start at the end of banking
February.
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in the world economy etc. On the monetary side although there had been
a "reasonably stable relationship" between the aggregates and money GDP
and prices, the relationship between any one measure of money and money
incomes could be changed by:

"many factors including the behaviour of the exchange rate, the
level and structure of interest rates, changes in savings behaviour,
the balance between interest rates and fiscal policy and
institutional changes".

Most of these factors were said to have been at work recently and to be
likely to continue. The targets for 1983/84 would be reconsidered in
the light of structural and institutional changes which may affect the
economic significance of the different aggregates.

9. At the time of the last budget all three aggregates were forecast
to be within the range of 8-12% in 1982/83%. In other words a cross-over
point was foreseen with the growth of £M3 slowing down and that of Mi
rising. That has in fact happened and the prospect is that over the
first 12 banking months of the 1982/83 target period all 3 aggregates
may well be within the target range though there is a greater risk that
M1l may be a little over the top.

10. But the Red Book allowed for an Ml over-run sometime in the MTFS
period:

"During the last 3 years, the relatively slow growth in the
narrow aggregates has largely been a consequence of high
nominal interest rates. Sustained progress in reducing
inflation and interest rates may lead to some shift back
into non-interest bearing forms of money. In such circumstances
a more rapid growth in Ml than indicated by the ranges shown
above might, for a time, be acceptable."

T h e Autumn Statement implied that this passage would be relevant to
1983 /84 :

"Broad monetary aggregates, including £M3%, are assumed to increase
within the MTFS range in 1983/84. Recent months have seen a
relatively more rapid growth in M1 (75 per cent of which does not
bear interest) as a result of the decline in interest rates since
last autumn. The lower level of interest rates will continue to
add to the growth of Ml which may exceed the top end of the range.”

o 3 1o
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The Forecast for 1983/84

11. The report on the forecast of January 19837 shows output rising

at 2-24% in 1983 and 1984. Inflation as measured by the 12 months RPI
falls to about 5% in the first half of 1983 and then rising to 6% by
the end of the year and over 7% in 1984. The rise in the more widely
based TFE deflator is smoothing increases, averaging about 63%.

12. The forecast of monetary aggregates is:

QL 1984 on Ql 1983

£13 %%
PSI2 %
M1 13%%

12. The associated assumptions on short-term interest rates are:

3 month inter-bank base rates
1983 Ql 113 11
Q2 10¢ 104
Q3 103 104
Q4 10 10
1984 Ql 9% 9%

14. The forecast for the aggregates has a different pattern from the
forecast at the time of last year's Budget, when M1 and £M? grew at
similar rates and were both within the target range. This time Ml risec
over 3% faster than £M3 and is outside the target range. If interest
rates were to fall faster, the disparity and the over-run compared with
the target range for broad money would be bigger.

15. Such forecasts are of course notoriously uncertain. Over recent
years, as the Annex shows, the gap between the published forecasts
(which were not always the best Jjudgements of the economists) and
outturn with no adjustment for policy changes has been large. Although
the performance has probably been good for 1982/83, there was an average
under—estimate for £M3 over the period from 1978-1982 of about 4%. For
M1 the errors were larger but the sign varied. The average absolute
error was about 7% and was due in large part to errorsabout interest

rates.
-4 -
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Options for M1l in 1983%/84

16. For internal purposes it seems reasonable to HF and FEU, whatever

is said externally, to take the forecast as a guideline, with adjustment
for different levels of interest rates if necessary. The current
estimate is that 1% fall in short-term interest rates adds about 13-2%
to M1 growth over 12 months and about 1% over 6 months. Although the
growth of Ml is uncertain and only one input into a discretionary
judgement of many indicators, it seems useful to start with a specific
figure in mind.

17. Bank officials think that the use of a fragile forecast in this way
might give an impression of spurious precision without adding anything
compared with simply looking at the size of any M1l over-run, if there isc
one, compared with the 7-11% target range.

18. For external purposes the main options are:

a. a general verbal formula very much like last year's or
the Autumn Statement (see paragraph 9 above) saying that
faster growth of M1l might occur and could be acceptable;

b. a verbal formula that says explicitly that growth of Ml
above the target range for 1983%/84 is likely and appropriate.
It might say, after referring back to or repeating the text
of the 1982 MTFS or the Autumn Statement (see paragraph 9
above):

"In these circumstances growth of Ml a few points over

the target range shown above would be appropriate.”

c. as b. but giving a number in the text, say "about 3% above
the target range" for broad money.

19. Rank officials favour option a. On the assumption that the general
stance of MTFS including the role of different indicators is changed as
little as possible, a change in what is said about M1l would in their
view be conspicuous and might undo the helpful effect of the current
performance of the monetary aggregates. If, in fact, Ml exceeds the

-5 -
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target range of 7-11%, the Bank considers that the words already used
will have prepared the ground adequately. Some of the difficulties
in option a. which are mentioned below have already arisen and proved
manageable.

20. Treasury officials, however, consider that option a. has not been
tested in the circumstances expected in 1983/84. TIf Ml does rise at
more than 11% (compared with an annual rate of 15% over the latest

6 banking months), option a. would not allow us to claim during the year
that all the aggregates are within the target range, which we have founc
invaluable to do recently. Also at the start of the year we could not
either honestly or convincingly answer questions about how a single
target range for 3 aggregates can make sense by saying, as we could and
did last year, that we expected similar rates of growth again. There
would be no public basis for answering questions eg from the TCSC after
the Budget about inflationary prospects. In fact, it would not be

easy to explain in what way M1 still had the target status it was given
in the 1982 Budget.

21. A numerical target, as in option c. would involve some reél
difficulties, particularly of setting the number and presenting it.

Some supporters of Ml might not accept the general proposition about
the acceptability of faster growth of Ml. Many others would be
unpersuaded of the importance of Ml1. As paragraph 14 of the Annex
demonstrates, the particular figure would be highly uncertain and

their sensitivity to interest rates could produce perverse pressures for
action. The published number might be exceeded if everything was going
well and interest rates fell faster than forecast. It would be of
uncertain presentational value and, like all these targets, might act
as a constraint in an unwelcome way.

22. The arguments in favour of c. are that it would explicitly prepare
the ground for what we expect and that it would maintain and perhaps en
enhance the status given to ML last year. It might be argued that by
making explicit the higher growth rate for M1 in a separate target range
the Government was relaxing policy and that this would be unnecessarily
risky after recent experience with sterling. The answer would be that
the more rapid growth in Ml was fully consistent withthe inflation and
money GDP projections, and reflected to a significant extent the lagged

- ) =
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effects of the fall in interest rates in 1982. We would be putting
numbers on the general proposition in the 1982 MTFS, not relaxing but
clarifying policy.

2%, If M1 were within its range it might make it easier to allow some
over-run in £M3 and to reduce or avoid "over-funding” and the interest
costs, uncertain economic benefits and potential embarrassment associate
with it. (Satisfactory growth of Ml ie low growth was used as one
reason for accepting the £M3 over-runs in November 13880 and in the 1981
and 1982 budgets.) If on the other hand it was over-running its target
range, the rise in short-term interest rates called for might be what
was required to keep monetary conditions right for reducing inflation.
But whatever the merits, maintaining the status of Ml might in certain
circumstances give the Authorities a choice between raising short-term
interests to control Ml and doing more funding to control £M3.

24. Option b. is intermediate. It would prepare the ground for Ml
growth faster than the target range more explicitly than option a. It
would avoid some of the risks of numbers - the choice between loss of
credibility and some painful corrective action - and would to that
extent be a little more flexible. It might well prompt questions about
the meaning of "few", but these could be evaded by saying that if we hac
meant a number we would have given one. We did not do so partly because
its level would depend on a forecast of interest rates which we do not
publish.

Conclusion

25. Unlike last year Ml is expected to grow significantly faster than
£M? and above the target range.

26. Bank officials Jjudge that there is no case for treating the Ml
forecast as a guideline internally or, externally, for moving beyond
what we have already said about ML in the 1982 MTFS and the Autumn
Statement (option a. in paragraph 18 ).

27. HF and FEU favour treating the forecast of Ml, conditional on
interest rates, as an internal guideline.

-7 -
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28. There are conflicting arguments about the 3 broad options for what
is said externally. HF and FEU judge that there is a good case for
moving beyond last year's formula at least as far as option b.

HF
26 January 1983






ANNEX

THE ACCURACY OF MONETARY FORECASTS
Note by EA
This note analyses the accuracy of Treasury (quarterly) forecast of

£M3 and of associated variables. Post mortems on past forecasts are
the principal way of providing quantitative margins of error for use

in assessing current forecasts. The limitations ofthe present exercise
are considerable:

i. +the analysis is confined to the Industry Act forecasts
published since early 1978;

ii. it has not been possible to correct for the effects
of subsequent changes in policy.

2. The table below shows target growth ranges, and average forecast
errors for money supply and interest rates. The Jjudgements made in
published forecasts did not always represent the central view of the
forecasters themselves.

2., The forecasts of the growth of £M3 were always too low, until the
Autumn 1981 forecast when the predicted growth rate proved to be
comparatively accurate, but if anything, too high. The forecasts for
Ml growth, which tends rather to over-predict the outcome, suffered the
largest mean absolute errors of the monetary aggregates, but there is
some evidence that the errors are correlated within the errors in short-
term interest rate predictions. Five times out of seven these errors
are inversely related, suggesting that more accurate interest rate
predictions would have also improved the record with Ml. The absolute
error in M1 forecasts has also tended to improve over time reflecting
the increasing attention that has been paid to this aggregate.

4. The authorities' policy responses to above target growth of &M3
has generally been to raise interest rates, particularly during the
earlier part of the period. This is reflected in short-term interest
rate predictions which are consistent under-estimates until the
Autumn 1980 forecast, which over-predicted. Thereafter there has been






no systematic tendency to either over or under predict, although the
mean absolute errors were improved only slightly. The forecasts of
long-term interest rates, by contrast, have been more accurate, and
there is no desirable pattern in the errors.

5. Finally, projections of nominal GDP will reflect judgements about
both the rate of inflation and real output. The positive errors early
in theperiod reflect the unexpectedly rapid inflation of 1979 and 1980.
However, on average the errors have been close to zero.






MONETARY FORECASTS AND OUTTURNS 1978-82

3 month* 20 year* Nominal* GDP
£M5 M1 inter- Gilt at market

bank rate rate prices

%gg%g§%£ Year to
Budget 1978 1979 Q1 1.4 - 3.0 0.8 0.5
Autumn 1978 1979 Q3% 4.7 11.5 2.7 0 6.1
Budget 1979 1980 Q1 3.0 -0.7 2.7 0.2 2.6
Atutumn 1979 1980 Q3% 6.4 -8.8 1.5 -0.1 3.1
Budget 1980 1881 Q1 5.1 -=11.8 1.8 0.9 -4.0
Autumn 1980 1981 Q5 5.1 7.0 -1.5 1.4 0.7
Budget 1981 1982 Q1 5.7 -7.0 2.0 l.6 -1.2
Autumn 1981 1982 Q2% -1.2 -3.8 -1.1 -0.8 -2.8
Average 3.8 -1.9 1.4 0.5 0.6
Mean absolute error 4.1 7.2 2.0 0.7 2.6

* Errors are here averages over the twelve month period.
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on now three major points which emerged

I may be helpful if I men
in our study of unemployment, and Ahich are very relevant to your decisions
on the Budget.

Our present tax system subsidises capital and taxes labour in a
way which is difficult to defend in present circumstances, I therefore
very much agree with Patrick Jenkin that abolition or at least further

reduction of NIS should have the first call on whatever headroom you have.

If you also have scope for lower direct taxes, it would be
desirable to use it to ease the problems of the unemployment trap. This
means, in the first instance, that raising tax thresholds is preferable to
cuts in tax rates. But an across the board increase in tax thresholds is
a blunt instrument for tackling the unemployment trap. The great majority
of families affected by the trap are single-earner couples, mostly with
children, yet only a small part of the benefit of raising tax thresholds
across the board would go to such families, Pending reform of taxation of
husband and wife (which cannot under any circumstances happen for some time)
one of the most effective ways of concentrating tax help on these families
would be to create a new allowance for people with at least one child under 5.
If i- would he adnipistradively dwoma-ticel fo Imtroduce a new tax <llcvang
ior wue coming Buaget, a useiul secouu-best wouid be TO Use wav CLLlG LeNLlit

system to achieve a similar result.
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I would also urge that, as in previous Budgets, some part of any

£l hes lvoom should Se used Jor ombhlic woscks whoch mest imroToant social
Liie 2COLsELC Deedd add wialcd Lle i3y LAUOUY LOGERIIVE. OSUCI PruLleuds

| have a low import content and will promote employment. They can be
targetted to geographical areas of maximum difficulty. Projects which
increase the supply of jobs circulating in the normal labour z;;ket are
likely to have a greater effect on confidence and morale than schemes
designed to occupy the unemployed. Moreover tﬁey help sustain the private

construction industry.

oun sinearcla,

e .

John Sparrow
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I may be helpful if I mez}iﬁn now three major points which emerged
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in our study of unemployment, afﬁ/ hich are very relevant to your decisions

on the Budget. \ /

Py

Our present tax system subsidises capital and taxes labour in a
way which is difficult to defend in present circumstances, I therefore
very much agree with Patrick Jenkin that abolition or at least further

reduction of NIS should have the first call on whatever headroom you have.

If you also have scope for lower direct taxes, it would be
desirable to use it to ease the problems of the unemployment trap. This
means, in the first instance, that raising tax thresholds is preferable to
cuts in tax rates. But an across the board increase in tax thresholds is
a blunt instrument for tackling the unemployment trap. The great majority
of families affected by the trap are single-earner couples, mostly with
children, yet only a small part of the benefit of raising tax thresholds
across the board would go to such families, Pending reform of taxation of
husband and wife (which cannot under any circumstances happen for some time)
one of the most effective ways of concentrating tax help on these families

would be to create a new allowance for people with at least one child under 5.
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I would also urge that, as in previous Budgets, some part of any
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have a low import content and will promote employment. They can be
targetted to geographical areas of maximum difficulty. Projects which
increase the supply of jobs circulating in the normal labour za;ket are
likely to have a greater effect on confidence and morale than schemes
designed to occupy the unemployed. Moxreover tﬁey help sustain the private

construction industry.

Youm sincerelq,

et

John Sparrow ... .
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Mr
Mr
Mr
Mr
Mr
Mr

MONETARY TARGETS IN 1983-84 : M1
I have read the paper attached to Mr Monck's submission of 26 January.

2. The morsl of this story, taken in conjunction with the PSL2
dilemma, is that we would have been far wiser to stick with the
devil we knew last year. But we did not, and there is no going
back.

[ I find some aspects of this submission disturbing. In
particular, I shy at paragraph 23, where it seems to be suggested
that if we teke a high range for M1 and it sticks with it, then
we could laugh our way round a parallel £M3 overshoot; in other
words that M at 134y and £M3 at 12;would be nothing to lose any
sleep over.

4, But the nub of the matter remains this: do we devise a
separate range, or a form of words, for M1? For the life of me

I cannot grasp the logic of a target which, from the word go, it
is our considered judgment we are not going to hit. I would have
thought the markets were far more likely to be scared by the sight

/

of M1 soaring steadily over the top of the range, urged on by (Lki?
p)

1
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cheerful cries of 'we said it would be sppropriate', than they
would by the presentation of what we believe to be a likely

range ~ 11-15, or whatever, with a coherent explanation of

why this should be, and why we believed it consistent with falling
interest rates and abating inflation (provided we did not then
try to pretend that observance by M1 of its flight path allowed

us to ignore the performance of £M3). So on balance I would

go for option ¢ - but expressed as a secondary range.

5. Failing that I would go for option a, which at least has

the virtue of vagueness and tradition. Option b, it seems to

me, would give us the worst of every world. It would be tantamount
to saying we have got to have a target for old time's sake. But

it doesn't amount to a row of beans and we know we have no mind to
hit it.'!

COHmasim

W JOCK BRUCE-GARDYNE
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een the January forecast. This shows little change from the

-

same pattern as the forecast published in the Autumn Statement. It
already allows for a fall in the dollar oil price of between two and
three dollars and implies an even bigger fall in real terms over the
een months. The problems of OPEC this week have therefore
not come as a total surprise and do not require a major re-think of
the forecast although the downside risk for oil prices is now rather

next eight

greater.

2. The main changes since the autumn statement forecast are

(1)

(ii)

(iii)

(iv)

a substantially lower exchange rate reflecting the

recent fall;

some improvement in the growth of output this year;

a higher inflation rate by the end of this year;

some improvement in the prospects for the current account.

/|
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5. In the autumn forecasting round we highlighted

(i) the strong recent growth of domestic demand which we

expected to continue;

(ii) the recent and prospective weak performance of world

demand;

(iii) some concern about the share of both domestic and
world demand that was being achieved by UK proddhers.

4. The information that has become available since then confirms
our general view about demand behaviour but slightly changes the
interpretation of UK performance

(i) the growth of final domestic demand has continued
to be buoyant much as expected; consumer spending
has been strong and total fnvestment shows some increase
in the second half of last year;

(ii) world demand has continued to be weak with a further
fall in world industrial production in the final

quarter of 1982;

(iii) the UK has done rather better than expected in terms
of its share of[?emestig_ané)world demand. Exports
have performed well; in 1982 we maintained our share of
world trade but

(iv) a significant part of the demand has been met from
reduced stocks rather than from higher output (as
foreshadowed in the Summer CBI Economic Trends Survey).
Although this has meant a disappointing output
performance in the latter part of 1982 it means that the
stock/output ratio is probably no longer excessive which
points to better prospects for a recovery of output this year.

2
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World Outlook

5. I would argue that the UK and the rest of the world are now and
are projected to be in better financial balance than for some while.
Important characteristics that are common to both UK and the world are:

(i) inflation has come down rapidly;
(ii) so have nominal (although not real) interest rates;
(iii) real money balances have begun to recover;

(iv) there has been substantial de-stocking in industrial

1X%b countries. . ,
%tﬁ\ln addition at the world level it is now clear that the IDC
countries have gone a long way towards reducing their imports and
curremsaccount deficit. /These adjustments are in large part the
result of the recent output fall but are consistent with some
significant recovery of real demand over the next 12 months.

7. On balance we expect the fall in o0il prices to help the
adjustment of the world economy although it is unlikely to be as
helpful as previous increases in oil prices were damaging. This is
because a number of countries (the most common examples are Nigeria
and Mexico)-have already adjusted to higher oil prices and will find
the reversal of this process painful. The banking system has also
partially adjusted its lending behaviour to high real oil prices and
will find the unwinding of this difficult.

8. The continuing high real interest rates &::d the downward pressure
upon spending from a reduced supply of credit to high risk borrowers
remain the most significant risks to growth. Recent UK experience
suggests that gs inflation and nominal interest rates are reduced
domestic demand increases as the worst of the de-stocking comes to an
end and consumer spending expands. We remain vulnerable to a reversal
of world interest rates. As we have seen in the UK a reduction of

3
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interest and inflation rates can lead to a faster growth of narrow
money aggregates. This should not be resisted if we are to avoid
a rebound of interest rates during this phase of adjustment.

Adjustment in the UK

9. The UK has made further progress towards adjusting to lower
inflation and the forecast implies further correction over the course
of the next year. 1In addition to the factors mentioned in paragraph 5

it is significant that .

(i) the ratio of company to personal sector disposable
income is expected to move back to virtually 1979 levels

during the course of this year;

(ii) relative export prices are now much closer to their
historical levels. Although they remain high by
reference to the latter part of the 1970's they are
within the range experienced over the past twenty years
which is a marked contrast to the pattern over the

past two years.
- 10. There are still some important problems:
(i) real interest rates remain very high;

(ii) relative wage costs are still high by past standards.
Although there has been some improvement with the fall
in the exchange rate and a slower growth of UK unit
labour costs they are still outside the range of the
1960-1979 experience.

11. Even so the conditions are now emerging where we would expect

to see a clear resumption of growth. This is what the forecast suggests.
A large part of the adjustment to higher oil prices and lower inflation
is now complete. This should ease the strains upon financial policy.

Of course we now have the possible required adjustment towards lower

0il prices. That could pose some problems for UK fiscal policy but it
should not be anything like as difficult as simultaneously adjusting to
higher o0il prices and lower inflation.

m
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Inflation

12. 1 discussed the inflation prospect at length in the Chevening
paper. Some pick-up of inflation in the latter part of this year
seems to be very likely. The recent figures probably overstate the
progress towards lower inflation as we have been significantly helped

by what are likely to be temporary factors.

12. The difficult issue is to Judge the impact of the recent fall
in the exchange rate upon inflation. Clearly there are some dangers.

4. Import prices are likely to rise more rapldly Over the past
18 months import prices have rlsen very slowly aslproflt margins

é§ on imports into the UK hawe—beeﬂ high relative to imports into other
Canvng SWme Crp. for pabtiiiny
countrzee} The depre01at10n in 1981 did not lead to the increase in -«

o 0 meshanieal ogliakann § post boderiy

import prlcesFth%E might have been expecteéﬁ and as a result margins
were reduced. ‘At the beginning of the current bout of depreciation
marginsg were probably still higher than elsewhere. This view emerges
both from a comparison of aggregate price indices and specific
products such as cars. However on the basis of the aggregate data
that margin has probably now been substantially lost and any further

depreciation is more likely to show up in higher import prices.

15. The problems this creates for inflation do not only reflect the
share of imports in expenditure. A higher level of import prices
enables domestic producers to raise their prices and their margins.
At the same time exporters will be able to raise their prices in
overseas markets. Recently these have been held down as UK exporters
have attempted to compete with other countries by squeezing their
margins and maintaining overseas prices at competitive levels. The
depreciation removes some of this discipline and export prices can be

expected to rise a bit faster.

16. The combined effect is to ease the financial position on companies
partly at the expense of the personal sector; particularly those who
have been in the front line in the move towards lower inflation.
Undoubtedly some easing of financial pressure on companies is required

5
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if output is to recover:but judging the appropriate pressure that
permits this would creating excessive scope for increased prices

is very difficult. And there is still considerable downward pressure
on wage costs. But it is to be regretted that much of the move
towards better competitiveness and an easing of pressure on companies
has been brought about by tax relief by government and exchange rate
depreciation rather than by an adjustment of relative unit labour

costs.

17 There is little scope for further adjustment by this route

without significant pressure on inflation emerging. As it is the
forecast shows a slight upward drift of inflation over the next three
Years. This will pose presentational problems in the MIFS. In general
terms I agree that we are unlikely to see much further progress over
the next three years towards lower inflation as we move into the phase
when cyclical factors point the other way. It is still possible :
that we will see a slow downward drift of inflation after the
inevitable hiccup later this year but probably only if there is no

further significant depreciation.
PSBR

18. For the second year running we look like undershooting the
Budget PSBR figure - and this year after a considerable Autumn
effort at infilling. The forecast notes that historically there

has been some tendency for the errors in the PSBR forecast to be
related to the progress of the cycle. The PSBR tends to turn out
higher than expected in those years when the financial pressure is
at its greatest and output falls. The errors go the other way as
the financial pressure eases and output increases. Clearly the
forecasters have tried to take this into account in presenting their
forecast. The forecast document also points out that recent PSBR
forecasts have been more than usually accurate; the errors have been
smaller than might have been expected on the basis of the historical
forecasting record. This needs stressing if only to remind ourselves
of the large potential error in this difficult area.

6
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Competitiveness

19. Over the last two or three years we have put considerable stress
on the loss of cost competitiveness. But recently exports have been
substantially higher than would have been projected by the relationships
in the Treasury model. There are a number of possible explanations
for this. On balance m& own view remains that over a 3-4 year period
the model overstates the effect of a loss of cost competitiveness on
exports and output. Of course if the loss of competitiven?ss was to
last for a long time this could not be sustained and compénies would
withdraw from markets. But companies have reason to believe on the
basis of past experience that some correction will take place either
through a better cost performance generally or eventually by a lower
nominal exchange rate. In this case they are encouraged to hang on.
If this interpretation is correct it implies that as the exchange

rate falls and output begins to recover we will not seg%the beneficial
effects upon exports from the lower exchange rate that many people
might have expected. On this interpretation all that is happening now
is that the patience and tenacity of exporters in hanging on to their
markets has finally been rewarded in terms of better méfgins.

-

20. It has also been difficult to interpret the recent behaviour of
imports. Qur normal measure of cost competitiveness shows domestic
producers to be at a clear disadvantage and final domestic demand
(particularly consumption) has been rising rapidly. On the other hand
the level of imports has been relatively stable. The only explanation
seems to be that imports have been dominated by substantial de-stocking
in the final months of 1982. As this unwinds the possibility of a furthe
sharp surge in imports (as in 1981), is highly likely.

21. This implies that we are likely to see a substantial reduction in

the current account surpluses in the next few months, as we did in the

Alansw ok
l&tte@agamt of 1981.

T BURNS

7
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the rnessage, the harder it is to get across.
3., The most damaging argument, and the one which is most difficult

to dispel, is that the pursuit of targets for the monetary aggregates
has in some way been demoted as a policy instrument,and that monetary
policy is generally more lax as a result. You will have detected this
as a theme in some of the interviews you have given to Jjournalists in
recent months. I think nevertheless that this is an area where we
have been reasonably successful in presenting the policy both to the
press and to the markets - to the extent that an overshoot of the
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cget range for M1, and perhaps

Tor a while, and rnot regesrded as a serious potbﬂt ial gelleck.

4. Turning to Mr Monck's parsgraph 18, there would be presentational

adgvanteges Lo ophion (e¢), if - but only if - we eould be reasonably

confident of what figure to use. Would there be any sense in a

vsriant of (¢), using a range, say 3-5 percent or "upto 5 per cent

.
I

instead of "about 3 per cent", by which M1 could be experied to rise

above the target range. This would simply translate "a few points”
imto nu s. This is obviously not of critical impor Larce 1N

oo senting monetary policy, but the suggestion of concretleness usaally
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5. The most damaging argument, and the one which is most difficult

to dispel, is that the pursuit of targets for the monetary aggregates
has in some way been demoted as a policy instrument, and that monetary
policy is generally more lax as a result. You will have detected this
as a theme in some of the interviews you have given to journalists in
recent months. I think nevertheless that this is an area where we
have been reasonably successful in presenting the policy both to the
press and to the markets - to the extent that an overshoot of the
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THE MEDIUM TERM FINANCIAL STRATEGY

e I attach a paper by MP reviewing the main issues involved in
updating the MTFS.

2. The first question is whether the Government will want to re-
affirm its commitment to reducing inflation, given the low level from
which we start and the generally flat or slightly rising profile for
inflation shown in the latest internal forecast. We assume that the
angwer to this is yes; and that the text and figures in the MTFS will
need to be broadly consistent with this aim. We also assume that you
will want, as last year, to show a growth in output at least in line

with productive potential.

513 Given this objective we need to have decisions on the choice of
monetary guidelines, PSBR ratios and the illustrative assumptions for
inflation and output. Work on the MTFS projections can then get under

way.
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Monetary Guidelines

4. On monetary guidelines my inclination is to go for the higher of
the two runs of figures shown in the paper (table 2). These are the
same as published in the last MIFS with the extra year added showing

a further one point deceleration. I am eager to avoid being seen to
accommodate monetary policy to a lower inflation rate. The maintenance
of a given nominal framework as inflation falls is the most persuasive
argument for why recovery will emerge. The higher range also enables
us to say that we are expecting M? to grow at or above the top of the
range while £M3% is expected to be in the lower part of the range.

PSBR

=5 I would prefer to stay with variant A for the PSBR path (table 5
of the paper). This shows a PSBR of 22% of GDP for 1983-84 falling to
2% of GDP by 1985-86. In the Chevening paper I argued in favour of
publishing a PSBR of £38 billion for 1983%-84:; a downward revision would
not be easy to justify given that output is now a little lower than
expected at the time of the last Budget. Such a profile will also give
an extra bit of flexibility for 1984-85 and 1985-86.

6. If you choose £724 billion for the 1983-84 PSBR then we have little
option other than to choose variant B for the later years.

Economic Agsumptions

75 For the economic assumptions I see little difficulty in projecting
a growth rate of 21% per annum.

8. The profile for inflation is more difficult. Undoubtedly there
is a very large margin of error surrounding the assumption for 1985-86,
but it is unwise to push optimism too far, given:

T the most recent forecast
ii. the extent to which the recent inflation decline
has a number of temporary factors associated with it
iii. the prospects for world prices as world output recovers

iv. the various external forecasts.
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I am inclined to opt for the alternative assumption A in table 9.
It does not show much further progress on inflation but it does show
a continuation of low inflation whilst pointing in the right direction.

O In broad terms there will be two conflicting influences on
inflation over the next two-three years both in the UK and the world

as a whole:

i. a low level of output; continuing excess capacity,
will exercise downward pressure on inflation

ii. an improved growth of output; putting some upward
pressure on inflakion if the very low real level of
commodity prices recovers (and maybe also profit
margins).

It is difficult to judge the balance of these factors. Most
commentators are putting a lot of weight on (ii). This may be
pessimistic but there are risks of credibility in departing too far
from the consensus.

Other Aspects
10. Whichever option is chosen, we need to look again at what is

said (or implied) about:

L the exchange rate

ii. M1 and, more generally, the status of the different
aggregates.

Ministers have already seen a paper by M1 by Mr Monck, and that
discussion is not repeated in this paper. Discussions about the
monetary ranges could have implications for the status of the different
aggregates. On the exchange rate, we suggest sticking as closely as
possible to the formula used last year.

Next Steps
11. We hope to discuss this paper with you next week and in the mean-
time hold separate discussions with the Bank and Alan Wal

-\

ers.
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CONKLUENTIAL

MEDIUM TERM FINANCIAL STRATEGY

L This note raises the main issues involved in presenting the INTFS
and extending the monetary guidelines and fiscal projections to 1985-86.

They relate to:
(1) what is said about the broad objectives of policy;

(2) the financial framework: the monetary targets for 1983-84
and the guidelines for the later years; what is said about other
financial indicators, including the exchange rate; and the PSBR

assumption for the later years;

(3) thé assumptions needed to construct the economic projections

underlying the revenue and expenditure tables.

The monetary guidelines will need to be discussed in more detail with
the Bank. But it is useful to take a preliminary look at all the wain
issues at the same time, to ensure broad consistency between different
elements of the MIFS. The final section of the paper outlines two main

options.

Objectives

2. The MIFS has always opened with a general statement of the
Government's medium term objectives. In 1980-81 and 1981-82 this

read:

"The Government's objectives for the medium term are to bring
down the rate of inflation and to create conditions for a

sustainable growth of output and employment."

Last year was a bit more explicit (as some commentators noted):
"Phe Government's objective is to continue reducing the rate of
inflation, thereby promoting a sustainable growth of output and

employuent."

going on to add:
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"The Government's policies are directed at achieving a rate of
inflation that is well into single figures."

This objective has never been qualified though we have increasingly
acknowledged that the financial policies needed to achieve it are, to
some extent, contingent on world events and UK productivity performance.
Nor has it been quantified, though last year we published illustrative
assumptions about the inflation rate, as background to the fiscal
projections.

3. The rise in the GDP deflator in 1981-82 was over 11%; in 1982-83
it is likely to be around 7% (slightly lower than the 71% forecast this
time last year). We think that present policies are unlikely to be
consistent with a further significant or lasting reduction in the
inflation rate, at least over the period covered by the MITFS;. our best
guess (inevitably uncertain) is that it will be broadly flat, possibly
showing some tendency to rise as the economy recovers.,

4, The Chevening discussions implied that Ministers are ultimately
aiming for a further reduction in the inflation rate (a view reflected
in some recent Ministerial speeches), but felt that a fuller discussion
of the medium term strategy needed to achieve this should wait until
after the election. This could create problems. Given the low level
from which we start, a clear statement that the Government is aiming
for a further reduction in inflation may look (and be) inconsistent
with monetary guidelines and other assumptions similar to those we used
last year.

Sls It is, of course, helpful to emphasise the progress that has
already been made. But we assume that Ministers will want to reaffirm
the commitment to reducing inflation and to support this by signalling
some further movement in thisdirection over the period of the MTFS.
If this is correct, the opening sentences might be redrafted on the
following lines:

"Government policies have achieved a rate of inflation that is
well into single figures. The objective for the medium term is
to continue reducing inflation, and to promote a sustainable
growth in output and employment."
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The rest of this paper considers how we could make the text and
figures in the MTFS consistent with a modest further fall in the

inflation rate over the next three years.

The 1982 MTFS

6. The monetary ranges for broad and narrow money, the PSBR
assumptions, and the illustrative figures for inflation and real and
money GDP shown in last year's MIFS are summarised in Table 1;

the estimated outturn for 1982-83 is in brackets.

TABLE 1. Guidelines and Economic Assumptions 1982 FSBR

% change on a

year earlier 1982-83 1983-84 198485
Money 8-12 7-11 6-10
M1 (12%)
£M3 (113)
PSL2 ( 9%)
PSBR &£bn 94  (7.9) 8 6%
as % GDP 3% (2.9) 2 2
Prices (GDP deflator) 7% (7)) ? 6%
Real GDP 12 (%) e 2
Money GDP 9.8 ( 8) 9.6 9.4

7o With monetary growth at the centre of the range, these figures
implied little change in velocity over the period, and a significant
growth in real money balances, consistent with the expected recovery

in output. The FSBR also said that the ranges had been constructed on
the assumption of "no major changes in the exchange rate from year to
year". The exchange rate is now over 10% lower than it was in the first
quarter of 1982. However, the outturn for 1982-83 may not be too
different from that envisaged in last year's MTIFS (though the time path
has, not surprisingly, been more uneven) : an estimated outturn for the
effective rate of 88, compared with a forecast of 87%.
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Monetary Guidelines

8. Money GDP may have grown by 11-2 per cent less than we expected
last year. But this has not been reflected in the monetary figures.
With the growth in both M1 and £M3 probably at the top of the target
range, there has been a fall in velocity on both measures of money.
Relative to consumer prices, at least, the growth in real money balances
has also been stronger than we expected last year.

9. If we want to show a declining path for inflation, and we stick

to the same monetary ranges as suggested last year, we shall need to
explain the significance of these developments and explain why unchanged
money figures are now thought to be consistent with a lower rate of
inflation in the medium term. Some commentators will argue that the
failure to reduce monetary growth in the face of unexpectedly low in-
flation and output has had the effect of automatically easing monetary
pressures. In time this will lead to a faster growth in output and

a rebound in inflation. Without a change in monetary growth in nominal
terms, there is no reason to look for a lower rate of inflation in the
medium term. The more we imply that we are looking for a better out-
come on inflation, consistent with the same recovery in real output,

the more difficult it will be to rebut these arguments.

10. One approach is to argue that we have changed out view about the
impact of structural changes on velocity, and now think that last year's
monetary ranges may be consistent with a better medium term outcome on
inflation. We have good reason for expecting a fall in Ml velocity
as interest rates and inflation come down. This was foreshadowed in
last year's MTFS and underlined in the Autumn Statement. We admitted
that the scale and timing of this shift was uncertain. Mr Monck's paper
on "Monetary Targets in 1983-84 : M1" discusses various ways in which

we might seek to get this message across - either by repeating last
year's form of words, adding to them, or adopting a (more or less
formal) separate range for narrow money.

11. It may be more difficult to sustain the argument that the velocity
of £M3 is likely to remain lower than we were expecting last year, and
could even fall further without lasting damage to inflation. As
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Mr Burns' paper for Chevening noted, some of our explanations for the
fall in £M3 velocity in recent years imply some move in the opposite
direction in the future, for example as real interest rates fall. The
timing and scale are, of course, very difficult to judge. But there
are problems in pleading too much ignorance. The more often we point
to unpredictable structural shifts in velocity, the more we risk dis-
crediting the whole MTFS approach with its emphasis on a stable
financial framework centred on monetary targets.

12. It is worth considering the case for moving down the monetary
ranges, at least as they apply to broad money. This would be a way
of reinforcing expectations of a lasting move to lower inflation. We
do not need to imply that we think there is a very close relationship
between monetary growth over the next few years and the rate of infla-
tion over the same period. But if we take the view that inflation is
likely to stabilise, or even fall further - in reponse to past policy,
or world events - the stance of policy may look excessively easy if
we do stick to last year's guidelines - with possible implications
for the rate of inflation in the longer tern.

15, There are, however, a number of arguments against such a move,
at this time :-

(i) it might be interpreted as a deliberate attempt to
tighten policy - in effect, to chase the rate of inflation
down - which would put the recovery in jeopardy;

(ii) it might involve tacitly conceding a degree of primacy
for £M3. The arguments for looking for lower monetary growth
apply mainly to the broad aggregates. Last year the monetary
ranges applied equally to both broad and narrow measures of
money;

(iii) by drawing attention to the money figures, the change
might be taken as a move away from the more flexible approach
to policy developed over the past year.

Any change would, in logic, have to apply to 1983-84. It would be
difficult to justify simply changing 1984-85, particularly as we have

5
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always argued that the ranges for the later years are purely illus-
trative, not targets.

14, Table 2 shows two possible sets of figures. Variant A repeats
last year's guidelines for 1983-84 and 1984-85 and allows a further

1% deceleration in the range for 1985-86. Variant B shows ranges.
which are 1% points lower in each year. One way of reinforcing the
credibility of variant A would be to stress that the ranges apply
equally to both broad and narrow measures of money, and say that there
are reasons for looking for a growth in £M3 towards the bottom of the

_ range, just as there are reasons for expecting Ml to grow at or above
the top, at least for a time. In describing variant B, we would need
to say that we are expecting M1 to grow above the range. The choice
between these variants would not necessarily amount to much in practice;
a 1% difference is small in relation to the width of the range, and

the precision with which we can control these aggregates. But the umere
act of moving down the ranges could be presentationally significant.

Table 2: Alternative Monetary Ranges for 1983-84 to 1985-86

1083-84 1084-85 1985-86
Variant Al 7-11 6-10 5-9
Variant BZ 6-10 5-9 4-8

1 Broad and narrow money

2 Mainly broad (at least by implication)
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The Exchange Rate

15. In principle, there could be a case for revising down the
monetary ranges in response to the fall in the exchange rate. If the
forecast is broadly right, however, it may not be very strong,
particularly for the later years. In practice, last year's assumption
of "no major fall" encompassed exchange rate levels not all that
different from those shown in the latest forecasts:

Table 3 : ZXxchange Rate Forecasts

1982 MTFS Winter 1983
1982-83 87.4 88.1
1983-84 83.7 80.0
198485 81.8 79.7

16. We shall need to say something about the role of the exchange rate.
Commentators will read significance into any departure from last year's
formula, and that wmay be a good reason for adhering to it fairly
closely (though in fewer words). Last year we said:

"The behaviour of the exchange rate can help in the interpretation
of monetary conditions, particularly when the different aggregates

/ﬁﬁgwn to be distorted. The exchange rate is a route through which
changes in the money supply affect inflation. It can also be an
important influence on financial conditions. External or domestic
developments that change the relationship between the domestic
money supply and the exchange rate may therefore disturb the link
between money and prices, at least for a time. Such changes
cannot be readily taken into account in setting monetary targets
But they are a reason why the Government considers it appropriate
to look at the exchange rate in monitoring conditions and in
taking decisions about policy." Para 2.8.
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17. The statement that the monetary ranges "have been constructed on
the assumption that there are no major changes in the exchange rate

from year to year" (para.2.16) is likely to be as true this year as

last - though given recent experience commentators may find that
difficult to accept. We have, however, admitted to the Select Committee
that "no major change" can cover movements of up to 10%, and we can
emphasise the difference between year to year changes and shorter term
volatility.

The PSBR Assumption

18. The PSBR for 1983-84 has provisionally been set at £8 billion,
equal to 22% of GDP, the ratio suggested in last year's MIFS and the
Autumn Statement. Last year we showed a further decline to 2% in
1984-85. The forecast assumes that this ratio is held in 1985-86.
Given the forecast for money GDP,this implies the following, rather
uneven, path for the nominal PSER:

Table &4: The PSBR Path: Winter 1983 forecast

1981-82 1982-83 1983%-84 198485 1985-86
PSBR &£bn 8.7 7.9 8.0 6.5 7.1
as % GDP 3.4 2.9 2.7 2.0 2.0

19. The MTFS has always emphasised the importance of consistent fiscal
and monetary policies; we have argued that a progressive deceleration
in monetary growth requires a trend decline in the PSBR ratio, to avoid
undue pressure on real interest rates. Despite considerable success on
the fiscal front in the last couple of years, real interest rates

have not fallen, and, in the forecasters judgment, are likely to
remain near present levels over the next few years. If reducing real
interest rates is a priority, there may be a case for looking for a
sharper decline in the PSBR ratio over the MIFS period than the latest
forecasts assume. This case would be all the stronger if we go for a
faster deceleration in monetary growth, consistent with some further

decline in inflation.
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20. On the other hand, if we stick to 2% for 1984-85 (and, a fortiori
if we take a lower figure) there may be no room for a positive fiscal
adjustment next year, once account is taken of this year's fiscal
changes (assuming that this year's PSBR is set at 2%%).

An increase in the PSBR ratio to 24% (equivalent to about £8 billlon)
would give us an extra £1}billion to play with on the fiscal adjustment.
It may be difficult to find convincing excuses for this change. But,
given that it is small, and that most outside commentators now regard
fiscal policy as excessively tight, there should be no great present-
ational problem. If we then chose a ratio of 2% in 1985-86 we would be
showing a gradual decline in the PSBR both in nominal terms and relative
to GDP over the whole MTFS period (though the precise numbers for the
nominal FSBR will depend on the assumed path for money GDP, which could
be significantly different from the present forecast).

21. Alternatively, we could reconcile a 2% PSBR ratio for 1984-85
with a small positive fiscal adjustment in that year, if we aimed

a little lower in 1983-84, for example, by setting the PSBR ratio at
21 per cent (about £71 billion) rather than the 2Z per cent (£8 bn)
now in mind. This would have the effect of sharing the fiscal adjust-
ment between the two years. We can also help to create more room
for tax cuts in 1984-85 by avoiding measures in the 1983 Budget which
have a sharply increasing effect on revenue over time (eg some of
the company tax options fall into this category).

22. The long term objective for the PSBR has a bearing on the choice
of figures for 1985-86. What this objective should be depends both

on the underlying growth in the economy and the objective for inflation.
Even if we are aiming for stable prices, it is not clear that we ghould
be looking for a balanced budget in the long term. The PSBR ratio
averaged around 2}-22 per cent during the 1950's and 1960's. A rather
lower PSBR ratio would probably be consistent with the same average
rate of inflation now, to allow for a lower ratio. of debt to GDP and

a slightly slower underlying rate of growth in real output. Rough
calculations on the lines suggested in Mr Burns' paper suggest a longer
term objective for the PSBR ratio of between 1%-2 per cent - and less
than this if we want to improve on the 50's/60's inflation performance.
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25 Table 5 suggests two possible paths for the PSBR, both consistent
with a fairly smooth decline relative to GDP (and no actual rise in the
nominal PSBR). The figures for the later years are purely illustrative;
we can and have revised them significantly when we come to take
decisions about fiscal policy. But they play an important part in
shaping expectations. While the lower path would no doubt be attacked
by some as excessively deflationary, it is little more than a straight
line extrapolation of last year's MTFS. We could not justify an
expectation of lower inflation over the next few years by pointing to

a tighter fiscal policy. But the lower figures might look more con-
sistent with lower monetary figures, and continued optimism about the
prospects for reducing real interest rates.

Table 5: Alternative PSBR Paths

198384 198485 1985-86
Variant A:
£ bn 8 8 7
as % GDP 2% 2% 2
Variant B:
£ bn 73 6% 5
as % GDP 23 2 13

The Economic Assumptions

o4n. Last year we published assumptions (shown in table 1) for:

(1) the general rate of inflation (GDP market price
deflator) in each year;

(2) the average rate of growth of output over 1983-84 and
1984-85;

(3) Money GDP, in each year.

10
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The text also described, in vague terms, the o0il price assumption
underlying the projection of North Sea o0il tax revenues. We normally
face close questioning from the Select Committee on such things as
unemployment, productive potential and the pattern of growth (though
we avoid giving figures, especially for uneamployment).

25. We shall have to provide at least as much information this
year. The published FSBR forecasts will include the first half of
1984, updating and extending those already shown in the Autumn
Statement. Taking this as our starting point, we shall need to
revise the assumptions for 1984-85, and choose numbers for 1985-86.
(The question of what to say about oil prices will need careful con-
sideration nearer the time).

26. In choosing assumptions in the past we have always been rather
more optimistic than internal forecasts while aiming to produce a
defehsible, realistic and internally consistent picture. This has
sometimes, in some respects, produced better medium-term forecasts.
On output, the only assumption we have volunteered from the outset,
we have been somewhat too optimistic in the MTFS, while the internal
forecasts have been somewhat too pessimistic. On inflation (and on
money GDP) the MTFS projections of 1980 and 1981 were more accurate
than internal forecasts (though this would not of course be apparent
to an outsider). In some other areas - such as unemployment - the
MIFS has been rather less accurate than the internal forecasts.

27. As well as the internal forecasts, we have usually given some

weight to:
(1) what outside forecasters are saying;

(2) economic assumptions published by the Government in other
contexts, eg public expenditure;

(3) the need to present a picture broadly consistent with

the Government's general medium term objectives, and, in
9 ]

particular, the monetary guidelines.

11
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The Internal Forecast

28. Table 6 compares the latest internal pre-Budget forecast with
the figures for GDP and inflation underlying the 1982 MTTS:

Table 6 : Treasury Forecasts

1982-83% 19835-84 1984-85 1985-86
Qutput
1982 MTFS 1=a7 2.6 2.6 n.a.
11985 Pre-Budget 0.8 2.8 2.2 Lo

Inflation (GDP deflator)

1982 MTFS 7.8 6.9 (7)* 6.7 (63)* n.a.

1983 Pre-Budget Dol 5.6 6.9 7.1

Money GDP

(at market prices)

1982 MTFS £ bn 280 307 336 n.a.
% change 9.8 9.6 9.4 Nn.a.

1983 Pre-Budget
£bn 274 298 326 225

% change 7.9 8.7 9.3 8.9

* figures in brackets show rounding used for publication

29. In the terms used in the MTFS these forecasts suggest:

(i) an average rate of growth of real GDF in the last two years
of 2%;

(ii) an inflation rate of 7% in both 1984-85 and 1985-86
(13% points above the forecast for 1983-84, though this may be
revised before publication in the FSER);

(iii) growth in wmoney GDP close to 9% in each of the last two

vyears (growth in 1984-85 similar to that shown last year
?

though
the level is 3% lower).

12
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All these figures are subject to revision between now and March, to
take account of new information and Budget decisions. If the PSBR is
held to the £8 bn assumed in the forecast, however, these revisions
may be relatively minor. This general profile of inflation and output
has been a feature of all recent forecasts.

OQutside Forecasts

30, Table 7 summarises six of the outside forecasts coumpleted within
the last three months. Only Phillips and Drew take account of last
month's fall in the exchange rate, and all assume a significantly
higher rate than the latest internal forecasts. The interpretation of
unchanged policies varies - the National Institute allow no fiscal
adjustment, while the EIU assume a significant relaxation in fiscal
and monétary policies relative to the MIFS.

Table 7: Outside Forecasts

Calendar years
% change IBS EIU P&D CE NI  BANK Average | HMT

Qutput

1985 250 2.0 IL5E) 1.8 1.0 1l.4 o7/ 2.1
1984 2.0 3.4 2.9* 1.9 1.0 0.8 2.0 2.4
1985 RS 2.2 mn.a. 2.0 1.5 1.2 1.7 1L55)

Inflation

(consumer
expenditure
deflator)

1983 6.7 6.3 6.7 6.3 5.1 7.3 6.4 6.8
1984 9.2 6.3 7.0 8.0 5.6 7.4 0.2 n.2
1985 9.2 8.3 n.a. 9.4 [5.2ﬂ7.4 2.9 7.4

* 1lst half only
8 Rpr |

13
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LS On output, the Treasury forecast is above the average of outside
forecasts, and only the EIU is as buoyant overall - no doubt partly a
reflection of the lower exchange rate we are assuming. On inflation,
almost all the forecasters are expecting somefurther deceleration in
inflation in 1983, followed bya modest upturn in 1984 and 1985. (The
National Institute - with a very tight fiscal policy, and the exchange
rate constant at 92 - is a possible exception, though fully comparable
figures are not available for 1985). The Treasury inflation forecast -
cdespite a lower exchange rate - is close to the average of the outside
forecasts, and more optimistic than most far 1985.

Public Expenditure

228 In contrast to last year, when there were published cash factors,
the Public Expenditure Survey is not based on explicit assumptions
about inflation. The published MIFS assumptions about the GDP
deflator will, however, enable commentators to convert the cash

figures in the White Paper into cost terms and to draw conclusions
about the growth of public expenditure in "real" terms. In choosing
inflation assumptions therefore we have to keep an eye on what they
imply for the real growth in public expenditure. The lower the infla-
tion assumption, the higher the implied figures for public expenditure
in cost terms, and vice versa.

298 The new public expenditure White Paper contains cost terms
figures for 1983-84, using the forecast for the GDP price deflator
published in the Autumn Statement (5%). This implies a real growth
in public expenditure between 1982-8% and 1983-84 of +%. We will
probably volunteer a4 new cost terus table, covering the later years of
the survey, afver the Budget. That would also reflect any revisions
to our intlation forecast for 1983-84,

34. Table 8 compares the iwmplied movement in public expenditure in
cost terms using the White Paper cash totals and the latest internal
forecasts for the GDF price deflator with the cost terms figures as

they appeared last year. The new White Paper cost figures for 1983-84
are also shown.

14
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Table 8¢ Public Expenditure

1982-83  1983-84  1984-85 1985-86

1982 White Paper/MTFS

Cash totals &£bn 114.7 120.7 127.6 n.a.
(% change) (5.2) (5.7)
GDF price deflator
1981-82=100 107.8 115.3 123.0 n.a.
(% change) ( 7.8) ( 6.9) ( 6.7)
"Cost terms" &£bn* 106.4 104.7 103.8 N.8.
(% change) ( 1.3) (=2.5) (-0.8)
1983/PEWP and 1983 forecast
inflation
Cash totals &£bn 1153 119.6 126.4 132.3
% change) ¢ 7.7) ( 5.8) ( 5.7) C 4.7)
GDFP price deflator
1981-82=100 107.1 113.1 120.9 129.5
(% change) (=115 ( 5.6) ( 6.9) ( 7.1)
"Cost terms" £bn* 105.5 105.7 104.5 102.2
(% change) ( 0.8) ( 0.2) (=1.1) (=2.2)
1983 PEWP (and A.S. inflation
forecast)
GDP price deflator 107.5 112.8
(% change) 7% 5 n.a. Nn.a.
Cost terms &bn OB Sl 105.9 n.a. N.a.
(% change) (0.4) (0.8)

* i.e. cash totals adjusted for movements in GDP price deflator
since 1981-82.

55. Since the White Paper figures do not embody a specifically
quantified view of future inflation, it is difficult to say whether

they are compatible with any particular profile of inflation that might
underlie the expenditure totals in the MTFS. But the published inflation
assumptions will affect the implied real content of the published cash
totals and the implied ratio of public expenditure to GDP. An inflation
assumption that was well below the levels in the forecast would make the
present cash plans look more generous in terms of volume, and this could
prompt the sort of criticism of lax control recently expressed by the

15
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Select Committee. Similarly, because the lower inflation assumption
would reduce the level of nominal GDP in future years, the published
cash plans would represent a higher ratio of GDP than is implied in

the forecast. These presentational problems could become problems of
substance if an unrealistically low inflation assumption led departments
to make their own dispositions on that assumption: the real content if
their plans would be higher than could be sustained within the cash
totals if inflation fell only as forecast and this would make the cash
totals harder to hold in those later years. While these problems should
be mansgeable provided the inflation assumptions are not too far below
those in the latest forecast they clearly would become greater as the
assumptions depart further from the forecast.

6. The MTFS inflation assumptions will directly influence the

base line for 1986-87 in the new Survey. On past form, the baseline
might be constructed by assuming some further deceleration in the
general rate of inflation and possibly allowing for some additional
squeeze in volumes. The figures currently in mind are 3 or 33%.

Either might look unduly severe if we adopted an inflation assumption of
say 5 or 51% for 1985-86; but would look reasonably consistent with

4 or 43%.

37. There is no obvious tension between the PES assumptions about
unemployment (which will be published in the White Paper) and the
latest forecasts. Both show unemployment, on the new definition (GB,
narrow) flat at around 3m. This is broadly consistent with the 2%
average growth in output in the forecast over the last two years, and
what we have previously said about productive potential (an under-
lying growth of around 2-21% over the next few years).

Alternative Assumptions

58. There is some room for departing from the internal forecasts on
both inflation and output; but, in the light of the outside forecasts,
it might be difficult to defend both a signficantly more buoyant path
for output and a much lower path for inflation. Very low inflation
figures could have unwelcome implications for the real growth - and
possibly the control - of public expenditure over the next few years,

16
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and point to an unrealistically low baseline for 1986-87 in the new
Survey. A low path for inflation may also look inconsistent with

last year's monetary guidelines, at least insofar as they relate to
broad money.

39, Table 9 compares the forecast with two alternative assumptions
about inflation. Both alternatives are coupled with 21% growth in real
output - (slightly above the forecast).

Variant A shows a fairly flat path for inflation. The 1983-84 inflation
rate is rounded up to 6%, and there is some token deceleration thereafter.
Given the margins of error, this is a defensible, if rather favourable,
interpretation of the current internal forecast. On this assumption
about inflation, the cash totals in the White Paper would imply no
growth in public expenditure in cost terms.

Variant B illustrates a more ambitious path for inflation. This

would have obvious political advantages, but it would look distinctly
optimistic in relation to 2% growth and the outside forecasts. We
can, in principle, reconcile low inflation and high output in a number
of ways, for example by assuming a very slow growth in costs, reflecting
some combination of low earnings or high productivity growth, but
outsiders are unlikely to find the picture very convincing. This
inflation assumption could cause practical and presentational problems
on public expenditure; it implies continuing growth in cost terms,
given the White Paper cash totals, and could point to an unrealistically
low base line for 1985-86 in the new Survey.

17
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Table 9: Alternative Economic Assumptions

Internal Forecast Alternative Assumptions
A B
Inflation (GDP deflator)
1983-84 5.6 6 5%
1984-85 6.9 5% 5
1985-86 il 5 4
Real output
1983-84 22 22 2%
1984'853 average ) 2 g 2% g 2%
1985586 3 ) )
lloney GDP
1983-84 82 9 81
1984_85% average ) o ; 8 7
a >
Public expenditure in 1981-82
Cost terms £ bn (% change)
1983-84 105.7 (0.2) '105.4(-) 105.8 (0.3)
1984-85 104.5(-1.1) 105.5(-) 106.6 (0.8)
1985-86 102.2(=-2.2) ‘105.264L3) 107.3 (0.7)

40. The choice of economic assumptions interacts with the decisions that
are needed on the monetary guidelines and the PSBR path:

(i) retaining the same monetary ranges as in last year's MTFS (and
allowing a further 1% reduction in 1985-86) would imply some shift

in velocity, and a faster growth in real balances relative to last
year, even on the higher of the two inflation assumptions (variant A).
The combination of a still lower growth in money GDP with last year's

guidelines would imply a continuing fall in velocity over the time

18
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period of the MTFS. It might be difficult to convince people
that this was consistent with the assumed reduction in inflation,
or with a continuation of the fall beyond the end of the MTFS
period;

(ii) 1lower monetary ranges would help to get round some of the

problems involved in choosing the lower inflation assumption
(variant B). A change would be presented as being consistent
with better inflation prospects than were envisaged last year.

It might, however, be interpreted as a deliberate tightening in
stance and, on this view, the assumption of 23% real growth would
look less credible. Since the lower ranges would be more relevant
to broad money, they would also imply a degree of primacy for

£M3;

(iii) the choice between the two PSBR variants is fairly fine.
But the lower pagh (falling to 13% in 1985-86) would look more
consistent with/clearer signal on inflation, and lower monetary

ranges.

We see no particuar problems with the higher inflation assumption

(variant A). It can be defended as a reasonable interpretation of what

the present policy might deliver. It would be more difficult to

present variant B in this light. Even if changes to the financial

framework helped to make a better inflation outlook more credible,

there could be awkward questions about the prospects for recovery.

MP1 Division
2 February 1983
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FROM: T BURNS
DATE: % FEBRUARY 1983

CHANCELIOR cc. Chief Secretary
Financial Secretary
Economic Secretary
Minister of State (R)
Minister of State (C)
PCC
Mr Cassell
Mrs Lomax
Mr Odling-Smee
Mr Monck
Mr Evans
Mr Sedgwick
Mr Shields
Mr Riley
Mr Ridley
Mr French
Mr Harris

THE MEDIUM TERM FINANCIAL STRATEGY

] I attach a paper by MP reviewing the main issues involved in
updating the MTFS.

2. The first question is whether the Government will want to re-
affirm its commitment to reducing inflation, given the low level from
which we start and the generally flat or slightly rising profile for
inflation shown in the latest internal forecast. We assume that the
angwer to this is yes; and that the text and figures in the MTFS will
need to be broadly consistent with this aim. We also assume that you
will want, as last year, to show a growth in output at least in line
with productive potential.

Bq Given this objective we need to have decisions on the choice of
monetary guidelines, PSBR ratios and the illustrative assumptions for
inflation and output. Work on the MTFS projections can then get under

way.
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Monetary Guidelines

4, On monetary guidelines my inclination is to go for the higher of
the two runs of figures shown in the paper (table 2). These are the
same as published in the last MTFS with the extra year added showing

a further one point deceleration. I am eager to avoid being seen to
accommodate monetary policy to a lower inflation rate. The maintenance
of a given nominal framework as inflation falls is the most persuasive
argunent for why recovery will emerge. The higher range also enables
us to say that we are expecting M? to grow at or above the top of the
range while &M% is expected to be in the lower part of the range.

PSBR

5o I would prefer to stay with variant 4 for the FPSBR path (table 5
of the paper). This shows a PSBR of 2?% of GDP for 1983%-84 falling to
2% of GDP by 1985-86. In the Chevening paper I argued in favour of
publishing a PSBR of £8 billion for 1983-84; a downward revision would
not be easy to Jjustify given that output is now a little lower than
expected at the time of the last Budget. Such a profile will also give
an extra bit of flexibility for 1984-85 and 1985-86. :

6. If you choose £74 billion for the 198%-84 PSBR then we have little
option other than to choose variant B for the later years.

Economic Assumptions

7. For the economic assumptions I see little difficulty in projecting
a growth rate of 21% per annum.

8. The profile for inflation is more difficult. Undoubtedly there
is a very large margin of error surrounding the assumption for 1985-86,
but it is unwise to push optimism too far, given:

i. the most recent forecast
ii. the extent to which the recent inflation decline
has a number of temporary factors associated with it
iii. the prospects for world prices as world output recovers

iv. the various external forecasts.
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I am inclined to opt for the alternative assumption A in table 9.
It does not show much further progress on inflation but it does show
a continuation of low inflation whilst pointing in the right direction.

9. In broad terms there will be two conflicting influences on
inflation over the next two-three years both in the UK and the world
as a whole:

508 a low level of output; continuing excess capacity,
will exercise downward pressure on inflation

ii. an improved growth of output; putting some upward
pressure on inflstion if the very low real level of
commodity prices recovers (and maybe also profit
margins).

It is difficult to judge the balance of these factors. Most
commentators are putting a lot of weight on (ii). This may be
pessimistic but there are risks of credibility in departing too far
from the consensus.

Other Aspects
10. Whichever option is chosen, we need to look again at what is

said (or implied) about:

ol the exchange rate

pLal M7 and, more generally, the status of the different
aggregates.

Ministers have already seen a paper by M1 by Mr Monck, and that
discussion is not repeated in this paper. Discussions about the
monetary ranges could have implications for the status of the different
aggregates. On the exchange rate, we suggest sticking as closely as
possible to the formula used last year.

Next Steps

11. We hope to discuss this paper with you next week and in the mean-
time hold separate discussions with the Bank and Alan Wé; ers.
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CON{LUENTIAL

MEDIUM TERM FINANCIAL STRATEGY

1. This note raises the main issues involved in presSenting the MIFS
and extending the monetary guidelines and fiscal projections to 1985-86.

They relate to:
(1) what is said about the broad objectives of policy;

(2) the financial framework: the monetary targets for 1933-84
and the guidelines for the later years; what is said about other
financial indicators, including the exchange rate; and the PSBR

assunption for the later years;

(3) the assumptions needed to construct the econowmic projections

underlying the revenue and expenditure tables.

The monetary guidelines will need to be discussed in more detail with
the Bank. But it is useful to take a preliminary look at all the wmain
issues at the same time, to ensure broad consistency between different
elements of the MIPFS. The final section of the paper outlines two main

options.

Objectives

2. The MIFS has always opened with a general statement of the
Government's medium term objectives. In 1980-81 and 1981-82 this

read:

"The Government's objectives for the medium term are to bring
down the rate of inflation and to create conditions for a
sustainable growth of output and employment."

Last year was a bit more explicit (as some commentators noted):
"The Government's objective is to continue reducing the rate of
inflation, thereby promoting a sustainable growth of output and

employment."

going on to add:
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"The Government's policies are directed at achieving a rate of
inflation that is well into single figures."

This objective has never been qualified though we have increasingly
acknowledged that the financial policies needed to achieve it are, to
some extent, contingent on world events and UK productivity performance.
Nor has it been quantified, though last year we published illustrative
assumptions about the inflation rate, as background to the fiscal
projections.

3. The rise in the GDP deflator in 1981-82 was over 11%; in 1982-83
it is likely to be around 7% (slightly lower than the 73% forecast this
time last year). We think that present policies are unlikely to be
consistent with a further significant or lasting reduction in the
inflation rate, at least over the period covered by the MIFS; our best
guess (inevitably uncertain) is that it will be broadly flat, possibly
showing some tendency to rise as the economy recovers.

4. The Chevening discussions implied that Ministers are ultimately
aiming for a further reduction in the inflation rate (a view reflected
in some recent Ministerial speeches), but felt that a fuller discussion
of the medium term strategy needed to achieve this should wait until
after the election. This could create problems. Given the low level
from which we start, a clear statement that the Government is aiming
for a further reduction in inflation may look (and be) inconsistent
with monetary guidelines and other assumptions similar to those we used
last year.

o It is, of course, helpful to emphasise the progress that has
already been made. But we assume that Ministers will want to reaffirm
the commitment to reducing inflation and to support this by signalling
some further movement in thisdirection over the period of the MTFS.
If this is correct, the opening sentences might be redrafted on the
following lines:

"Government policies have achieved a rate of inflation that is
well into single figures. The objective for the medium term is
to continue reducing inflation, and to promote a sustainable
growth in output and employment."
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The rest of this paper considers how we could make the text and
figures in the MTFS consistent with a modest further fall in the
inflation rate over the next three years.

The 1982 MTFS

6. The monetary ranges for broad and narrow money, the PSBR
assumptions, and the illustrative figures for inflation and real and
money GDP shown in last year's MTFS are summarised in Table 1;

the estimated outturn for 1982-83% is in brackets.

TABLE 1. Guidelines and Economic Assumptions 1982 FSBR

% change on a

year earlier 1982-83 1983-84 1984-85
Money 8-12 7-11 6-10
M1 (12%)
£M3 (111)
PSL2 C 9%)
PSBR £bn 9% (7.9) 8 6%
as % GDP 31 (2.9) 23 2
Prices (GDFP deflator) 7% (7)) 2 6%
Real GDP 12 (2) e
Money GDP 9.8 ( 8) 9.6 9.4

7o With monetary growth at the centre of the range, these figures
implied little change in velocity over the period, and a significant
growth in real money balances, consistent with the expected recovery

in output. The FSBR also said that the ranges had been constructed on
the assumption of "no major changes in the exchange rate from year to
year". The exchange rate is now over 10% lower than it was in the first
quarter of 1982. However, the outturn for 1982-83 may not be too
different from that envisaged in last year's MTFS (though the time path
has, not surprisingly, been more uneven) : an estimated outturn for the
effective rate of 88, compared with a forecast of 87%.
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Monetary Guidelines

8. Money GDP may have grown by 11-2 per cent less than we expected
last year. But this has not been reflected in the monetary figures.
With the growth in both M1 and £€M3 probably at the top of the target
range, there has been a fall in velocity on both measures of money.
Relative to consumer prices, at least, the growth in real money balances
has also been stronger than we expected last year.

9. If we want to show a declining path for inflation, and we stick

to the same monetary ranges as suggested last year, we shall need to
explain the significance of these developments and explain why unchanged
money figures are now thought to be consistent with a lower rate of
inflation in the medium term. Some commentators will argue that the
failure to reduce monetary growth in the face of unexpectedly low in-
flation and output has nad the effect of automatically easing monetary
pressures. In time this will lead to a faster growth in output and

a rebound in inflation. Without a change in monetary growth in nominal
terms, there is no reason to look for a lower rate of inflation in the
medium term. The more we imply that we are looking for a better out-
come on inflation, consistent with the same recovery in real output,

the more difficult it will be to rebut these arguments.

10. One approach is to argue that we have changed out view about the
impact of structural changes on velocity, and now think that last year's
monetary ranges may be consistent with a better medium term outcome on
inflation. We have good reason for expecting a fall in M1 velocity
as interest rates and inflation come down. This was foreshadowed in
last year's MIFS and underlined in the Autumn Statement. We admitted
that the scale and timing of this shift was uncertain. Mr Monck's paper
on "Monetary Targets in 1983-84 : M1" discusses various ways in which

we might seek to get this message across - either by repeating last
year's form of words, adding to them, or adopting a (more or less
formal) separate range for narrow money.

11. It may be more difficult to sustain the argument that the velocity
of £M3 is likely to remain lower than we were expecting last year, and
could even fall further without lasting damage to inflation. As
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Mr Burns' paper for Chevening noted, some of our explanations for the
fall in £M3 velocity in recent years imply some wove in the opposite
direction in the future, for example as real interest rates fall. The
timing and scale are, of course, very difficult to judge. But there
are problems in pleading too much ignorance. The more often we point
to unpredictable structural shifts in velocity, the more we risk dis-
crediting the whole MTFS approach with its emphasis on a stable
financial framework centred on monetary targets.

12. It is worth considering the case for moving down the monetary
ranges, at least as they apply to broad money. This would be a way
of reinforcing expectations of a lasting move to lower inflation. We
do not need to imply that we think there is a very close relationship
between monetary growth over the next few years and the rate of infla-
tion over the same period. But if we take the view that inflation is
likely to stabilise, or even fall further - in reponse to past policy,
or world events - the stance of policy may look excessively easy if
we do stick to last year's guidelines - with possible implications
for the rate of inflation in the longer tern.

L5 There are, however, a number of arguments against such a move,
at this time :-

(i) it might be interpreted as a deliberate attempt to
tighten policy - in effect, to chase the rate of inflation
down - which would put the recovery in jeopardy;

(ii) it might involve tacitly conceding a degree of primacy
for £M3. The arguments for looking for lower monetary growth
apply mainly to the broad aggregates. Last year the monetary

ranges applied equally to both broad and narrow measures of

money;

(iii) by drawing attention to the money figures, the change
might be taken as a move away from the more flexible approach
to policy developed over the past year.

Any change would, in logic, have to apply to 1983-84. It would be
difficult to justify simply changing 1984-85, particularly as we have

>
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always argued that the ranges for the later years are purely illus-
trative, not targets.

14, Table 2 shows two possible sets of figures. Variant A repeats
last year's guidelines for 1983-84 and 1984-85 and allows a further

1% deceleration in the range for 1985-86. Variant B shows ranges

which are 1% points lower in each year. One way of reinforcing the
credibility of variant A would be to stress that the ranges apply
equally to both broad and narrow measures of money, and say that there
are reasons for looking for a growth in £M3 towards the bottom of the

. range, just as there are reasons for expecting Ml to grow at or above
the top, at least for a time. In describing variant B, we would need
to say that we are expecting M1 to grow above the range. The choice
between these variants would not necessarily amount to much in practice;
a 1% difference is small in relation to the width of the range, and

the precision with which we can control these aggregates. But the mere
act of moving down the ranges could be presentationally significant.

Table 2: Alternative Monetary Ranges for 1983-84 to 1985-86

1083-84 1984-85 1985-86
Variant Al 7-11 6-10 5-9
Variant B 6-10 5-9 4-8

1 Broad and narrow money

e Mainly broad (at least by implication)
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The Exchange Rate

15. In principle, there could be a case for revising down the
monetary ranges in response to the fall in the exchange rate. If the
forecast is broadly right, however, it may not be very strong,
particularly for the later years. In practice, last year's assumption
of "no major fall" encompassed exchange rate levels not all that
different from those shown in the latest forecasts:

Table 3 : Exchange Rate Forecasts

1982 MTFS Winter 1983
1982-83 87.4 88.1
1985-84 83.7 80.0
1984-85 8l.8 79.7

16. We shall need to say something about the role of the exchange rate.
Commentators will read significance into any departure from last year's
formula, and that wmay be a good reason for adhering to it fairly
closely (though in fewer words). Last year we said:

"The behaviour of the exchange rate can help in the interpretation
of monetary conditions, particularly when the different aggregates

/ﬁﬁgwn to be distorted. The exchange rate is a route through which
changes in the money supply affect inflation. It can also be an
important influence on financial conditions. External or domestic
developments that change the relationship between the domestic
money supply and the exchange rate may therefore disturb the link
between money and prices, at least for a time. Such changes
cannot be readily taken into account in setting monetary targets
But they are a reason why the Government considers it appropriate
to look at the exchange rate in monitoring conditions and in
taking decisions about policy." Para 2.8.
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17« The statement that the monetary ranges "have been constructed on
the assumption that there are no major changes in the exchange rate

from year to year" (para.2.16) is likely to be as true this year as

last - though given recent experience commentators may find that
difficult to accept. We have, however, admitted to the Select Committee
that "no major change" can cover movements of up to 10%, and we can
emphasise the difference between year to year changes and shorter term
volatility. .

The PSBR Assumption

18. The PSBR for 1983-84 has provisionally been set at £8 billion,
equal to 2% of GDP, the ratio suggested in last year's MIFS and the
Autumn Statement. Last year we showed a further decline to 2% in
1984-85. The forecast assumes that this ratio is held in 1985-86.
Given the forecast for money GDP,this implies the following, rather
uneven, path for the nominal PSER:

Table 4: The PSBR Fath: Winter 198% forecast

1981-82 1982-83 1983-84 1984-85 1985-86

PSBR &£bn 8.7 7.9 8.0 6.5 7 orl
as % GDP 3.4 2.9 2.7 2.0 2.0

19. The MITFS has always emphasised the importance of consistent fiscal
and monetary policies; we have argued that a progressive deceleration
in monetary growth requires a trend decline in the PSBR ratio, to avoid
undue pressure on real interest rates. Despite considerable success on
the fiscal front in the last couple of years, real interest rates

have not fallen, and, in the forecasters judgment, are likely to
remain near present levels over the next few years. If reducing real
interest rates is a priority, there may be a case for looking for a
sharper decline in the PSBR ratio over the MTIFS period than the latest
forecasts assume. This case would be all the stronger if we go for a
faster deceleration in monetary growth, consistent with some further
decline in inflation.
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20. On the other hand, if we stick to 2% for 1984-85 (and, a fortiori
if we take a lower figure) there may be no room for a positive fiscal

adjustment next year, once account is taken of this year's fiscal
changes (assuming that this year's PSBR is set at 23%). :

An increase in the PSBR ratio to 24% (equivalent to about £8 billion)
would give us an extra £13billion to play with on the fiscal adjustment.
It may be difficult to find convincing excuses for this change. But,
given that it is small, and that most outside commentators now regard
fiscal policy as excessively tight, there should be no great present-
ational problem. If we then chose a ratio of 2% in 1985-86 we would be
showing a gradual decline in the PSBR both in nominal terms and relative
to GDF over the whole MTFS period (though the precise numbers for the
nominal PSBR will depend on the assumed path for money GDF, which could
be significantly different from the present forecast).

21. Alternatively, we could reconcile a 2% PSBR ratio for 1984-85
with a small positive fiscal adjustment in that year, if we aimed

a little lower in 1983-84, for example, by setting the PSBR ratio at
2% per cent (about £7% billion) rather than the 22 per cent (£8 bn)
now in mind. This would have the effect of sharing the fiscal adjust-
ment between the two years. We can also help to create more room
for tax cuts in 1984-85 by avoiding measures in the 1983 Budget which
have a sharply increasing effect on revenue over time (eg some of
the company tax options fall into this category).

22. The long term objective for the PSBR has a bearing on the choice
of figures for 1985-86. What this objective should be depends both .

on the underlying growth in the economy and the objective for inflation.
Even if we are aiming for stable prices, it is not clear that we should
be looking for a balanced budget in the long term. The PSBR ratio
averagaed around 21-22 per cent during the 1950's and 1960's. A rather
lower PSBR ratio would probably be consistent with the same average
rate of inflation now, to allow for a lower ratio. of debt to GDP and

a slightly slower underlying rate of growth in real output. Roﬁgh
calculations on the lines suggested in Mr Burns' paper suggest a longer
term objective for the PSBR ratio of between 131-2 per cent - and less
than this if we want to improve on the 50's/60's inflation performance.
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23. Table 5 suggests two possible paths for the PSBR, both consistent
with a fairly smooth decline relative to GDP (and no actual rise in the
nominal PSBR). The figures for the later years are purely illustrative;
we can and have revised them significantly when we come to take
decisions about fiscal policy. But they play an important part in
shaping expectations. While the lower path would no doubt be attacked
by some as excessively deflationary, it is little more than a straight
line extrapolation of last year's MTFS. We could not Jjustify an
expectation of lower inflation over the next few years by pointing to

a tighter fiscal policy. But the lower figures might look more con-
sistent with lower monetary figures, and continued optimism about the
prospects for reducing real interest rates.

Table 5: Alternative PSBR Paths

198384 1984-85 1985-86
Variant A:
£ bn 8 8 7
as % GDP 22 21 2
Variant B:
£ dbn 7% 6% 5
as % GDP 2% 2 11

The Economic Assumptions

4. Last year we published assumptions (shown in table 1) for:

(1) the general rate of inflation (GDP market price
deflator) in each year;

(2) the average rate of growth of output over 1983-84 and
1984-85;

(3) Money GDP, in each year.

10
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The text also described, in vague terms, the oil price assumption
underlying the projection of North Sea oil tax revenues. We normally
face close questioning from the Select Committee on such things as
unemployment, productive potential and the pattern of growth (though
we avoid giving figures, especially for unemployment).

25, We shall have to provide at least as much information this
year. The published FSBR forecasts will include the first half of
1984, updating and extending those already shown in the Autumn
Statement. Taking this as our starting point, we shall need to
revise the assumptions for 1984-85, and choose numbers for 1985-86.
(The question of what to say about oil prices will need careful con-

sideration nearer the time).

26. In choosing assumptions in the past we have always been rather
more optimistic than internal forecasts while aiming to produce a
defensible, realistic and internally consistent picture. This has
sometimes, in some respects, produced better medium-term forecasts.
On output, the only assumption we have volunteered from the outset,
we have been somewhat too optimistic in the MNTFS, while the internal
forecasts have been somewhat too pessimistic. On inflation (and on
money GDP) the MIFS projections of 1980 and 1981 were wore accurate
than internal forecasts (though this would not of course be apparent
to an outsider). In some other areas - such as unemployment - the
MTFS has been rather less accurate than the internal forecasts.

27. As well as the internal forecasts, we have usually given some

weight to:
(1) what outside forecasters are saying;

(2) economic assumptions published by the Government in other

contexts, eg public expenditure;
(3) the need to present a picture broadly consistent with

the Government's general medium term objectives, and, in
particular, the monetary guidelines.

11
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28, Table 6 compares the latest internal pre-Budget forecast with
the figures for GDP and inflation underlying the 1982 MTFS:

Table6 : Treasury Forecasts

* figures in brackets show rounding used for publication

1982-83 1983-84 1984-85 1985-86
Output
1982 MTFS 1.7 2.6 2.6 Nn.a.
1983 Pre-Budget 0.8 2.8 2.2 Lo7
Inflation (GDP deflator)
1982 MTFS 7. 6.9 (7)* 6.7 (6 )* n.a.
1983 Pre-Budget 7.1 5.6 6.9 7.1
Money GDP
(at market prices)
1982 MTFS £ bn 280 307 336 n.a.
% change 0.8 9.6 9.4 n.a.
1983 Pre-Budget
£bn 274 208 326 355
% change 7.9 8.7 9.3 8.9

29. In the terms used in the MTFS these forecasts suggest:

(i) an average rate of growth of real GDF in the last two years

of 2%;

(ii) an inflation rate of 7% in both 1984-85 and 1985-86

(13% points above the forecast for 1983-84, though this may be

revised before publication in the FSBR);

(iii) growth in money GDP close to 9% in each of the last two

vears (growth in 1984-85 similar to that shown last year
9
the level is 3% lower).

12

though



CONFIDENTIAL

All these figures are subject to revision between now and March, to
take account of new information and Budget decisions. If the PSBR is
held to the £8 bn assumed in the forecast, however, these revisions
may be relatively minor. This general profile of inflation and output
has been a feature of all recent forecasts.

Qutside Forecasts

20. Table 7 summarises six of the outside forecasts completed within
the last three months. Only Phillips and Drew take account of last
month's fall in the exchange rate, and all assume a significantly
higher rate than the latest internal forecasts. The interpretation of
unchanged policies varies - the National Institute allow no fiscal
adjustment, while the EIU assume a significant relaxation in fiscal
and monetary policies relative to the MTFS.

Table 7: Outside Forecasts

Calendar years
% change IBS EIU P& CE NI  BANK Average | HMT

Qutput

1983 2.0 2.0 1.8 1.8 1.0 1.4 ko7 2.1
1984 2.0 .4 2.9* 1.9 1.0 0.8 2.0 2.4
1985 1.7 2.2 n.a. 2.0 1.5 1.2 1.7 L.

Inflation

(consumer
expenditure
deflator)

1983 6.7 6.3 6.7 6.3 5.1 7.3 6.4 6.8
1984 9.2 6.3 7.0* 8.0 5.6 7.4 2.2 9.2
1985 9.3 8.3 mn.a. 9.4 [5.25_'7.4 | 7.9 0.4

* 1lst half only
8 rpI
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2l On output, the Treasury forecast is above the average of outside
forecasts, and only the EIU is as buoyant overall -~ no doubt partly a
reflection of the lower exchange rate we are assuming. On inflation,
almost all the forecasters are expecting somefurther deceleration in
inflation in 1983, followed bya modest upturn in 1984 and 1985. (The
National Institute - with a very tight fiscal policy, and the exchange
rate constant at 92 - is a possible exception, though fully comparable
figures are not available for 1985). The Treasury inflation forecast -
despite a lower exchange rate - is close to the average of the outside
forecasts, and more optimistic than most far 1985.

Public Expenditure

32. In contrast to last year, when there were published cash factors,
the Public Expenditure Survey is not based on explicit assumptions
about inflation. The published MIFS assumptions about the GDP
deflator will, however, enable commentators to convert the cash

figures in the White Paper into cost terms and to draw conclusions
about the growth of public expenditure in "real" terms. In choosing
inflation assumptions therefore we have to keep an eye on what they
imply for the real growth in public expenditure. The lower the infla-
tion assumption, the higher the implied figures for public expenditure
in cost terms, and vice versa.

2ok The new public expenditure White Paper contains cost terms
figures for 1983-84, using the forecast for the GDP price deflator
published in the Autumn Statement (5%). This implies a real growth
in public expenditure between 1982-83 and 1983-84 of 4%. We will
probably volunieer a new cost teras table,covering the later years of
the survey, after the Budget. That would also reflect any revisions
to our intflation feorecast for 1983-84,

34. Table 8 compares the implied movement in public expenditure in
cost terms using the White Paper cash totals and the latest internal
forecasts for the GDF price deflator with the cost terms figures as
they appeared last year. The new White Paper cost figures for 1983-84
are also shown.

14
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Table 8: Public Expenditure

1982-83 1983-84  1984-85 1985-86

1982 White Paper/MTFS

Cash totals £bn 114.7 120.7 127.6 n.a.
(% change) (5.2) (5.7)
GDP price deflator
1981-82=100 107.8 115.3 123.0 n.a.
(% change) ( 7.8) ( 6.9) ( 6.7)
"Cost terms" £bn* 106.4 104.7 103.8 N.a.
(% change) ( 1.3) (=2.5) (-0.8)
1983/PEWP and 1983 forecast
inflation
Cash totals &£bn 113 119.6 126.4 132.3
(% change) ( 7.7) ( 5.8) ( 5.7) ( 4.7)
GDP price deflator
1981-82=100 107.1 113%.1 120.9 129.5
(% change) ( 7.1) ( 5.6) ( 6.9) (p7e1)
"Cost terms" £bn* 105.5 105.7 104.5 102.2
(% change) ( 0.8) ( 0.2) (-1.1) (=2.2)
1983 PEWP (and A.S. inflation
forecast)
GDP price deflator 107.5 112.8
(% change) 7% 5 n.a. n.a.
Cost terms &bn 105.1 105.9 n.a. n.a.
(% change) (0.4) (0.8)

* i.e. cash totals adjusted for movements in GDP price deflator
since 1981-82.

F5 5 Since the White Paper figures do not embody a specifically
quantified view of future inflation, it is difficult to say whether

they are compatible with any particular profile of inflation that might
underlie the expenditure totals in the MTFS. But the published inflation
assumptions will affect the implied real content of the pubiished cash
totals and the implied ratio of public expenditure to GDP. An inflation
assumption that was well below the levels in the forecast would make the
present cash plans look more generous in terms of volume, and this could
prompt the sort of criticism of lax control recently expressed by the

15
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Select Committee. Similarly, because the lower inflation assumption
would reduce the level of nominal GDP in future years, the published
cash plans would represent a higher ratio of GDP than is implied in

the forecast. These presentational problems could become problems of
substance if an unrealistically low inflation assumption led departments
to make their own dispositions on that assumption: the real content if
their plans would be higher than could be sustained within the cash
totals if inflation fell only as forecast and this would make the cash
totals harder to hold in those later years. While these problems should
be mansgeable provided the inflation assumptions are not too far below
those in the latest forecast they clearly would become greater as the
assumptions depart further from the forecast.

%6. The MTFS inflation assumptions will directly influence the

base line for 1986-87 in the new Survey. On past form, the baseline
might be constructed by assuming some further deceleration in the
general rate of inflation and possibly allowing for some additional
squeeze in volumes. The figures currently in mind are 3 or 33%.

Either might look unduly severe if we adopted an inflation assumption of
say 5 or 5% for 1985-86; but would look reasonably consistent with

4 or 43%.

37. There is no obvious tension between the PES assumptions about
unemployment (which will be published in the White Paper) and the
latest forecasts. Both show unemployment, on the new definition (GB,
narrow) flat at around 3m. This is broadly consistent with the 2%
average growth in output in the forecast over the last two years, and
what we have previously said about productive potential (an under-
lying growth of around 2-23% over the next few years).

Alternative Assumptions

58. There is some room for departing from the internal forecasts on
both inflation and output; but, in the light of the outside forecasts,
it might be difficult to defend both a signficantly more buoyant path
for output and a much lower path for inflation.. Very low inflation
figures could have unwelcome implications for the real growth - and
possibly the control - of public expenditure over the next few years,

16
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and point to an unrealistically low baseline for 1986-87 in the new
Survey. A low path for inflation way also look inconsistent with
last year's monetary guidelines, at least insofar as they relate to

broad money.

219)c Table 9 compares the forecast with two alternative assumptions
about inflation. Both alternatives are coupled with 23% growth in real
output - (slightly above the forecast).

Variant A shows a fairly flat path for inflation. The 1983-84 inflation
rate is rounded up to 6%, and there is some token deceleration thereafter.
Given the margins of error, this is a defensible, if rather favourable,
interpretation of the current internal forecast. On this assumption
about inflation, the cash totals in the White Paper would imply no
growth in public expenditure in cost terms.

Variant B illustrates a more ambitious path for inflation. This

would have obvious political advantages, but it would look distinctly
optimistic in relation to 21% growth and the outside forecasts. We
can, in principle, reconcile low inflation and high output in a number
of ways, for example by assuming a very slow growth in costs, reflecting
some combination of low earnings or high productivity growth, but
outsiders are unlikely to find the picture very convincing. This
inflation assumption could cause practical and presentational problems
on public expenditure; it implies continuing growth in cost terms,
given the White Paper cash totals, and could point to an unrealistically
low base line for 1985-86 in the new Survey.

17
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Table 9: Alternative Economic Assumptions

Internal Forecast Alternative Assumptions
A B

Inflation (GDP deflator)
1983-84 5.6 6 5%
198485 6.9 5% 5
1985-86 7.1 5 4

Real output
1983-84 2% 22 2%
1984'853 average ) 2 g 2% g 2%
LeEoRSCy 3 ) )

Money GDP
1983-84 82 9 8%
1984-85% average ) 9 3 8 ) 7
1985-86) 3 ) 3

Public expenditure in 1981-82

Cost terms £ bn (% change)
1983-84 105.7 (0.2) ' 105.4(-) 105.8 (0.3)
1984-85 104.5(-1.1) 105.56=) 106.6 (0.8)
1985-86 102.2(-2.2) ‘105.204L3) 107.3 (0.7)

40, The choice of economic assumptions interacts with the decisions that
are needed on the monetary guidelines and the PSBR path:

(i) retaining the same monetary ranges as in last year's MTFS (and
allowing a further 1% reduction in 1985-86) would imply some shift

in velocity, and a faster growth in real balances relative to last
year, even on the higher of the two inflation assumptions (variant 4).
The combination of a still lower growth in money GDP with last year's
guidelines would imply a continuing fall in velocity over the time

18
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period of the MIFS. It might be difficult to convince people
that this was consistent with the assumed reduction in inflation,
or with a continuation of the fall beyond the end of the MTFS
period;

(ii) lower monetary ranges would help to get round some of the

problems involved in choosing the lower inflation assumption
(variant B). A change would be presented as being consistent
with better inflation prospects than were envisaged last year.

It might, however, be interpreted as a deliberate tightening in
stance and, on this view, the assumption of 23% real growth would
look less credible. Since the lower ranges would be more relevant
to broad money, they would also imply a degree of primacy for
&M%,

(iii) the choice between the two PSBR variants is fairly fine.
But the lower pigh (falling to 14% in 1985-86) would look more
consistent with/clearer signal on inflation, and lower monetary

ranges.

41. We see no particuar problems with the higher inflation assumption
(variant A). It can be defended as a reasonable interpretation of what
the present policy might deliver. It would be more difficult to
present variant B in this light. Even if changes to the financial
framework helped to make a better inflation outlook more credible,
there could be awkward questions about the prospects for recovery.

MP1 Division
2 February 1983
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lowest since Xmkw 1960s. at Ixf 3.7 p.c. That's a combination
no Government in Britain has been able to achieve in recent

years, and few overseas.

Ultimately economic revival depends upon you in industry.
The Government is doing its best to clear away the obstacles.
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RECORD OF A DISCUSSION ON THE MEDIUM TERM FINANCIAL STRATEGY
AT 2.30 P.M. ON 17 FEBRUARY AT NO.11.

Present:- " Chancellor of the Exchequer
Chief Secretary
Economic Secretary
Sir D Wass
Mr Burns —

Mr Littler
Professor Walters
Mr Middleton

Mr Kemp

Mr Ridley

Mr Kerr

Mrs Lomax

Mr Shields

Mr Burns' minute of 15 February, covering the draft MTFS; and minutes of 16 February from

the Chief Secretary and the Economic Secretary, were considered.

2. The Chancellor questioned whether the MTFS as drafted was sufficiently ambitious:
some readers might find the rhetoric about sustained pressure to reduce inflation unmatched
by the actual reductions in monetary gro“'rth which were suggested, and by the inflation
prospect offered in paragraph 19. The draft did not satisfactorily resolve the difficulty
presented by the short-term rise in forecast inflation: it offered not even the prospect of
gold at the rainbow's end. By comparison with the original MTFS, the reductions in
monetary growth seemed hardly rigorous; and the document would do little to encourage

expectations of reduced inflation.

3. It was noted that the inflation forecast in paragraph 19 referred to the GDP deflator,
which now stood at 7 per cent, rather than the RPI, which now stood at under 5 per cent:
the forecast path was therefore one of reduction, though decelerating. It was also noted
that this gradual decline should be seen against the likelihood of world economic recovery,
and a rising world inflation trend. The importance of congruence with the internal

forecasts, and with the industry act forecast, was also noted.




4. Professor Walters suggested that the draft should explain that, whereas forecasts

tracked the cycle, the MTFS cut through it. The text should also set its projections for the

UK economy in the world context.

5, Mr Ridley suggested that expectations of lower inflation might best be reinforced by
including, in words if not figures, some projections forward to 1986-87 and 1987-88. The
Chief Secretary drew attention to the difficulty of showing any public expenditure figures
for years beyond the Survey period; but it was suggested that there would be less difficulty
;bout showing ranges for monetary growth, and figures for the PSBR as a proportion of
GDP, for the two additional years.

6. The Chancellor asked that the draft should be revised before discussion with the
Governor on 21 February. This revision could be fairly minimal, but should include the

dropping of paragraph 14 and the second of the alternative formulations on inflation in

paragraph 19. Further work should then be done, in slower time, to widen the draft's

perspective; draw attention to the cyclical upturn, through which the MTFS should steer;
explain the relationship between the GDP deflator and RPI; and reassert the prospect of
further progress on inflation in subsequent years. Figures for revenue and expenditure
beyond 1985-86 should not be shown, but consideration should be given to including figures

for monetary growth and for inflation.

J O KERR
18 February 1983

DISTRIBUTION,

Those Present

Financial Secretary

Minister of State (R)

Minister of State (C)

Sir A Rawlinson

Mr Byatt

Mr Cassell

Mr Odling-Smee y
Mr Monck

Mr Evans
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S (A

FROM: FCONOMTC SECRETARY
DATE: 7 FEBRUARY 1983

CHANCELIOR cc Chief Secretary
Financial Secretary
Minister of State ER;
Minister of State (C
PCC
Mr Burns 7~
Mr Cassell
Mrs Lomax
Mr Odling-Smee
Mr Monck
Mr Evans
Mr Sedgwick
Mr Shields
Mr Riley
Mr French
Mr Harris

THE MEDIUM TERM FINANCIAL STRATEGY

After reading Mr Burns' submission of 3 February and the attached
paper by MP;~it seems to me that this has got to be split into
what we want and what we say.

2. TFirstly, what we want. I am inclined to take issue with the
statement in paragraph 4 of the MP paper, which refers to 'the
low level /of inflatiop/ from which we start'. All hings are
relative, and by the standards of the 1970s that is fair enough.
But at any other time that I can recall, a prospect of about 6% a
year (if we're lucky) would have been regarded with horror.

So I would prefer to be a bit more ambitious if we can.

£ This instinct is reinforced by the immediate outlook. It seems
to me that there is a relatively high risk of a substantial fall in
the oil price. I very much agree with Sir D Wass' comment (at our
meeting with the Governor on Friday) that the logical response to
such an eventuality, and its possible impact on the exchange rate,
is to adjust the fiscal stance. Moreover the latest evidence from
the domestic economy, where I feel that the MP paper possibly
overstates the impact of dissaving,. and understates the impact

of lower inflation on (eg) mortgage costs and hence disposable
incomes, points the same way. Yet at the same time the low level

2
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of discretionary savings, emphasised by Alan Walters at our most
recent funding meeting, also points - or so it seems to me - to the
advisability of a cautious PSBR for 1983-84.

4, So I think the case for a somewhat lower PSBR than the £8 billion
that we took as our benchmark at Chevening is made out.

5. Secondly, what we sgy. The PSBR path in Table 4 looks distinctly
bumpy. If we went for £7% billion in 1983-84 we would eliminate
the upward blip from what we expect to be the outturn in 1982-83.
Parsgraph 21 suggests that this woull be consistent with a small
positive fiscal adjustment in 1984-85. For my part, bearing

in mind that we are'ﬁglking about figures a long way inside the
margins of error, I would be rather less worried about a marginally
higher figure - say £/ billion - for 1984-85 if that gave us room
to offer a slightly more appetising-looking fiscal adjustment

for that year: that would also, incidentally, give us a somewhat
smoother path on into 1985-86..

6. Moving on to the monetary aggregates, we face an awkward
quandary over what to do about M1. The forecast suggests that it

is likely to move beyond the 7-11% range suggested in the 1982 MIFS.
I do not think anybody is seriously suggesting we should go therefore
to a higher range for all aggregates: that would give the markets

a very undesirable sighsl. -But I thought it was striking how

our assembled outsiﬁe'pundits last week sounded pretty unanimous

(it was about the only thing they did sound unanimous about) in
discounting M1 and hbming back on £M3 - even those like Gordon
Pepper who last year went overboard on MI's significance. Hence

I feel rather more optimistic about our ability to get away with
something like a repetition of the 1982 Red Book formula for M1,

as. suggested in parsgraph 18 (a) of Mr Monck's submission of
January 26. But given the fragility of the exchange rate, the
desirability of giving the right signals to the market about our
inflati on ambitions, and perhaps most of all the grounds for concern
gbout the possibility of a turn-round in velocity, I would far prefer
to see us go for the €6%-10% ., range in a context which made it

clear that we were thinking primarily of £M5.
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7. Finally, there are the stated inflation forecasts. So far

as I can see Irom the 19082 Red Rook @16 its predecessois, orecedent
requires us to offer RPI forecasts for Q 1983 on Q4 B82, and Q2
1984 on Q2 1983 (why, I am not entirely clear, but there it is).
Given the hazards and worries about later periods, that is
obviously quite enough. If I understand it right the MP paper,
which talks in terms of GDP deflators, advises us to go for

6% for Q4 1983 on Q4 P82, and I think one has reluctantly to

agree that anything better would be unlikely to carry conviction.
While the AS had a figure of 5% for the RPI, it would be difficult
not to make any allowance for the fall in sterling. Moreover

the lower we go for Q4 1983 on Q4 1982, the further we would have
to depart from the Treasury internal forecast in order to claim to
carry on the good work into the forecast : for Q2 1984 on Q2 1983:
that, to my mind, is of crucial importance. So I would settle for
6% on the RPI in 1983 and - at worst - 53%, for Q2 1984 on

Q2 1983 (I would far rather go for 5% if we could defend it). Then
we have to give the GDP deflator 'assumptions' for 1984-85 and
1985-86. I would infinitely prefer Assumption B, since Assumption
A leaves us in 2 yeéis' time pretty well where we start. But

it is starkly at variance with the internal forecast, and would
lack all credibility unless we go for the lower PSBR option

and lower monetary range. Even then it might be wiser to go

for 43% in 1985-86 rather than 4%.

8. There is also the phraseology. I am not overwhelmed by
MP's suggestion in paragrasph 5. The reference to sustainable
growth & employment is becoming a little reminiscent of

the Brazilian cavalry in 'Road to Rio'; and the reference to
inflation has a bit too much of a nuance of saying we have won.
I would prefer something more on the lines of:-~

"Government policies have already achieved the lowest
rate of inflation for more than ten years, and are designed
to make possible further progress to stable prices, thereby
creating the enviromment for the restoration of the
long-term competitiveness of British industry and commerce,

and






CONFIDENTIAL

upon which alone a sustainable recovery in employment
nust depend. The Medium Term Financial Strategy
describes the financial framework required for the
fulfilment of this objective'.

9. As to the exchange rate, I think we should stick with
'no major changes'. It has at least the virtue of consistency.

JOCK BRUCE-GARDYNE

o,

S o






CONFIDENTIAL
FROM: JOHN GIEVE

DATE: 7 February 1983

PRINCIPAL PRIVATE SECRETARY cc Financial Secretary
Economic Secretary
Minister of State (R)
Minister of State (C)
PCC

—Mpr—Burns
Mr Cassell
Mrs Lomax
Mr 0Odling-Smee ~
Mr Monck
Mr Evans
Me Sedgwick '
Mr Shields
Mr Riley
Mr Ridley
Mr French
Mr Harris

THE MEDIUM TERM FINANCIAL STRATEGY

The Chief Secretary has read Mr Burns' minute of 3 February
and the paper attached to it. He has the following comments.

Objectives:- He is content with the revised formulation

in para.5 of the paper.

Monetary ranges - LiKe Mr Burns, he would go for Variant A
of Table 2 of the paper.

PSBR - Rather than either of the Variants in Table 5 of
the paper, he would favour a path of £8 billion
in 1983-84, §7 billion in 1984-85, and £6 billic
in 1985-86. This would maintain the downward
pressure more convincingly than Variant A but
less harshly than Variant B.

Economic assumptions - He favours Variant A in Table 9. He
thinks this is better for public expenditure

presentation. Variant B may look more ambitious

on inflation, but would, in his view, strain

credibility excessively.
76
JOHN GIEVE
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7 February 19832

CHANCELLOR OF THE EXCHEQUER cc Chief Secretary
Financial Secretary

Economic Secretary
Sir Douglas Wass
Mr Burns

Mr Middleton

BUDGET PROGRESS MEETING TOMORROW - PSERs ETC

Looking again at Mr Burns minute of 3 February about the MIFS etc and my own
note of earlier today about overall progress, I thought it might be helpful
if I set down very briefly the link between these so far as the PSBR goes.

2. In short the position is as follows :-

a. Variant A in Mr Burns Table 5 (PSBRs of £8 billion for
1983-84 and 1984-85) would just permit Budget C = the dearest in
Table A~so far as 1983-84 gces, and show a hazndsome

fiscal adjustment for 1984-85,

b. Mr Burns Variant B (PSERs of £7% billion for 1983-84
and £67 billion for 1984-89 would permit very little
more than my Budget A - the lower end of the ranges

for the various components now before us.

¢. The Chief Secretary's own variant (£8 billion in 1983-84
and £7 billion in 1984-85) would permit my Budget B - which
is approximately midway between the upper and lower end of

the ranges of the various components now before us.

3. To put this point another way, if we go for Mr Burns' Variant A we keep
all three Budgets alive; if we go for the Chief Secretary's variant we only
keep Budgets A and B alive, while if we go for Mr Burns' Variant B we are right
down to the lowest end at Budget A only.

L, A1l this of course is based on the assumption that the rrithmetic remains

as shown - and it could easily change; and that the forecast stays solid -

S

BUDGET SECRET E P KEMP

and on this we have the o0il price risk to note.
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My fonos From: P E MID ,EION
7 Februusry 1983

X3$

Chancellor of the Exchequer
MTFS

1. You might like a short note to provide a guide for tomorrow's
discussion. The key issue as Mr Burns says in his covering note
is the Government's objective on inflation, the numbers that go
with this, their credibility in terms of consistency with the
inflation objective and the short term implications for output.

2. The decisions which are sought are set out on p18 of the MTFS
paper. They are:

A MONETARY RANGES (see Table 2)

i. Retain last year's monetary ranges and extend by a year
or ii. Reduce the centre points by 1% point.

These are discussed in paras 6-14 of the note. No one argues for
higher ranges. Mr Walters favours (ii) above. Mr Burns (i). The
outsiders were broadly content with (i) but some inclined to (ii).
The Bank incline to (i).

3. The question is closely related to those in Mr Monck's minute.
One of the main arguments for the status quo is that the ranges can,
with very little strain encompass all the target aggregates. So
this may be the point to decide whether or not we want separate
targets for different aggregates. Note: if we reduce the MTFS
ranges by 1% it will be difficult not to apply the same principle
to 1983-84.

B THE PSBR (see Table 5)

i. Stick to the present MTFS path

A ii. Have a slightly steeper downward progression.

The tougher option tends to go with the more determined looking
counter-inflationary stance shown in lower monetary ranges. But
it does not have to. Mr Walters inclines to the lower PSBRs - so
do I. But the outsiders certainly did not, Mr Burns does not and
neither does the Bank. A lower PSBR carries implications for this
year's package and the size of the fiscal adjustment in 1984-85.

C ACCOMPANYING NUMBERS (Table 9)

5. We have to put a lot of other numbers with the money and PSBR

-1 - 02
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figures. These are discussed in paras 7-9 of Mr Burns' cover

note and 24-729 of the main note. You do not of course have

to stick to forecast numbers - either ours or outsiders - they have
proved sufficiently wrong to give you a considerable amount of
discretion. But you will wish to select a credible set to defend
before the Select Committee and others. The danger is that we

start talking about precise substitution between lower prices and
higher output. The key question in Table 9 is does inflation
performance with A look good enough, oragﬁg %le enou ecas%n set
alongside the alternative money and PSER rangey. w1th B the question
is does output performance look credible when set against the policies
thought to be necessary to achieve these inflation numbers.

D OTHER POINTS

O. There are two lesser but important issues:

i. What we say about objectives (paras 2-5)

ii. What we say about the exchange rate (paras 15-17). There
are some changes here now that "o major changes" is taken to
mean 10% down from now - which is not the assumption. "Broadly

unchanged" might be better.
E  GENERAL

7 We want a firm steer on the substantive points so that we can
have a go at a draft. You do not have to take final decisions
until you see how it looks when set out with an accompanying text.

P E MIDDLETON

2 2 =
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CONFIDENTIAL

FROM: T BURNS
DATE: 15 FEBRUARY 1983

CHANCELIOR cc. Chief Secretary
Financial Secretary
Economic Secretary
Minister of State (R)
Minister of State (C)
PCC
Mr Cassell
Mrs Lomax.

0Odling~Smee

Monck

Evans

Sedgwick .

Shields

Riley

Ridley

French

Harris

Turnbull

Bell

Melliss

Norgrove

A Walters (Wo. 10)

FEEFFEREFFRERF

MEDIUM TERM FINANCIAL STRATEGY

I attach a draft of the MIFS, along the lines agreed at last week's
overview meeting.

2. We have used the higher monetary ranges and inflation assumptions,
and the Chief Secretary's proposed path for the PSBR.

3. Paragraphs 13 and 14 present alternative passages on the exchange
rate (short and long), and two ways of expressing the assumption about
the future path of the exchange rate.

4, The economic assumptions are set out in paragraph 19. We have
displayed two ways of describing the inflation assumption. Alternative
A gives separate figures for the GDP deflator in 1984-85 and 1985-86.,
as last year. Alternative\B provides only an average figure for the
last two years. Averaging would be consistent with our treatment of
real output, where we have never shown the yYear to year path, and it
could be presentationally convenient if we wanted to concede that

there might be a hump in inflation, but we were uncertain about timing.
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But it would have real disadvantages for public expenditure. A year
to year path is needed to convert the cash figures into cost terms.
More important, there is an operational need for realistic inflation
assumptions, in each year, to allow Departments to plan-gensibly.
Any path we provided for use within Whitehall would almost certainly
reach the Select Committee.

5. The post-Budget forecast update is not yet complete, and firm
decisions on the numbers are best left until later, but you asked
how the short-term forecast of the RPI squared with the MI'FS
assumptions about the GDP deflator. The figures might look as
follows: |

per cent changes on a year earlier

WQ% RPT GDP deflator =
e

1083 Q4 e 6-64 (forecast) |
1983-84 53{6) (forecast)

1984 Q2 wvﬁ 63-7 (forecast)

1984-85 54 (MIFS assumption)

We would expect the rise in the RPI to Q2 1984 to be larger than the
rise in the GDP deflator to 1984-85 because of the proposed MIFS
assumption of falling inflation and because of the effect of import
prices on the RPI (but not, directly, on the GDP deflator). The
figure of 7 per cent for the RPI in 1984 Q2 is the forecasters' best
guess; a lower figure would be more obviously consistent with the
MIFS assumption. You will want to look closely at the published
figures for 1983 Q4 and 1984 Q2 on a consistent basis.

Next Steps
6. We are to discuss this draft at your meeting on Thursday, with

a view to sending a revised draft over to the Bank by the weekend,
for a meeting with the Governor on Monday. You may want to take
another look at the precise inflation assumptions for the MI'FS later
in the week, when you consider the section of the Financial Statement
on the short-term forecast.

i
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MEDIUM TERM FINANCIAL STRATEGY

I attach a draft of the MI'FS, along the lines agreed at last week's
overview meeting.

2. We have used the higher monetary ranges and inflation assumptions,
and the Chief Secretary's proposed path for the PSER.

3. Paragraphs 13 and 14 present alternative passages on the exchangé,
rate (short and long), and two ways of expressing the assumption about
the future path of the exchange rate.

4, The economic assumptions are set out in paragraph 19. We have
displayed two ways of describing the inflation assumption. Alternative
A gives separate figures for the GDP deflator in 1984-85 and 1985-86,
as last year. Alternative\B provides only an average figure for the
last two years. Averaging would be consistent with our treatment of
real output, where we have never shown the year to year path, and it
could be bresentationally convenient if we wanted to concede that

there might be a hump in inflation, but we were uncertain sbout timing.
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But it would have real disadvantages for public expenditure. A year
to year path is needed to convert the cash figures into cost terms.
More important, thére.is an operational need for realistic 1nflat10n
assumptions, in each year, to allow Departments to plan#gensibly.
Any path we provided for use within Whitehall would almost certainly
reach the Select Committee.

5. The post-Budget forecast update is not yet complete, and firm
decisions on the numbers are best left until later, but you asked
how the short-term forecast of the RPI squared with the MI'FS
assumptions about the GDP deflator. The figures might look as
follows:

5
)

per cent changes on a year earlier

g RPI GDP deflator =
1983  Qu @ 6-61 (forecast) _
1983-84 5%{6;(forecast)
1984 Q2 L 62-7 (forecast)
1984-85 54 (MTFS assumption)

We would expect the rise in the RPI to Q2 1984 to be larger than the
rise in the GDP deflator to 1984-85 because of the proposed MTFS
assumptlon of falling inflation and because of the effect of import
prices on the RPI (but not, directly, on the GDP deflator). The
figure of 7 per cent for the RPI in 1984 Q2 is the forecasters' best
guess; a lower figure would be more obviously consistent with the
MIFS assumption. You will want to look closely at the published
figures for 1983 -Q4 and 1984 Q2 on a consistent basis. TV

Next Steps
6. We are to discuss this draft at your meeting on Thursday, with
a view to -sending a revised draft over to the Bank by the weekend,

for a meeting with the Governor on Monday. You may want to take

another look at the precise inflation assumptions for the MIFS later
in the week, when you consider the section of the Financial Statement
on the short-term forecast. g
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MEDIUM TERM FINANCIAL STRATEGY - DRAFT

1. Government policies have helped to bring about a rate of inflation that is already well
into single figures. The objective over the medium term is to continue reducing inflation,
and to secure a lasting improvement in the performance of British industry, so providing the
foundations for f sustainable growth in output and employment. Firm financial policies are
an essential means to this end. The medium term financial strategy sets out the framework

within which policy is operated.

2. Control of the money supply is a central part of this strategy. In judging the rate of
monetary growth needed to reduce inflation, the Government will continue to take account
of structural influences on the different monetary aggregates, as well as the behaviour of
other financial indicators, including the exchange rate. Fiscal policy is designed to be
consistent with this monetary framework and with the overall objective of reducing
inflation. The relationship-between monetary growth, interest-rates and fiscal policy is-not
a.-simple_one. "Bt 9ver a period of years, a reduction in public sector borrowing, as a
proportion of GDP, has a key part to play in securing a fall in interest rates, in both real and

nominal terms,.as-inflation-comes down.

B3 The extent of the recovery in real activity over the next few years depends critically
on bringing down cost increases, in all sectors of the economy. Lower domestic costs will
enable British industry to compete more effectively, at home and abroad, without adding to
inflationary pressures. Despite recent gains, UK productivity is still low in comparison with
other major industrial countries. The long term health of the economy depends on further
efforts to close this gap. Moderation in pay will help to ensure that impraved efficiency is

reflected in higher output and employment.

4. The Government will continue to pursue policies to strengthen the supply performance
of the economy, by providing greater incentives for work, enterprise and saving, and by
improving the working of markets. A lowpst rate of inflation will provide the right

macro-economic environment in which these policies can succeed.

Recent Financial Conditions

5. Monetary conditions have developed broadly as intended over the past year; in the
year to February, the growth of the key monetary aggregates was within the-target range of
8-12 per cent. Combined with the rapid fall in inflation, this contributed to a substantial

fall in interest rates. By mid-November, short term rates had come down to 9 per cent but,

as the exchange rate weakened, market rates, and with them base rates, rose to around

-1-
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11 per cent. In recent weeks however short term interest rates have fallen back to around

[ ] per cent.

Table 2
MONETARY GROWTH 1982-83
Percentage growth
_ Mo(l) M1 M2 £M3 PSL1 PSL2
February 1982-February 1982 [34] 114 [6] [10] [9] [84]

(I)Monetary base, wide definition

6. £M3 grew by 10 per cent over the target period. During the spring and early summer
the rate of growth was close to the bottom of the range. There was some rise in the .late
summer and autumn, but since December growth has again slowed down. PSL2 grew by less
thn £M3 - [8%] per cent in the ye‘ar to February - in part reflecting the fact that a large
proportion of building societies' inflows were into term shares which are not included in
PSL2. Although such shares have become more liquid in recent years, as facilities for early
withdrawal have been offered, there is generally still a significant penalty for early access
in the form of a period of notice and loss of interest. {I‘he growth of bank lending followed
much the same profile as that of £M3, a period of slow growth being followed by a period of
accelera.tion and then a return to slower growth. This variation was attributable largely to

borrowing by companies, borrowing by persons remaining relatively high and steady through

the year@

7. M1 grew more slowly than £M3 over the period 1979-81. Last year as expected M1
responded to the fall in interest rates and its growth rate rose. By the autumn, it exceeded
that of £M3 -fthiough by the end of the target-period;—it-showed signs of slowing-down—]
finishing at [113] per cent over the period as a whole. Narrower measures of money
continued to grow slowly. While non-interest bearing M1 rose by [83] per cent over the year
as a whole, the monetary base grew by only [3%] per cent, despite lower interest rates,
possibly reflecting a trend decline in the importance of notes and coins relative to other
means of payment. The new monetary aggregate, M2, which is intended to provide a better
measure of transactions balances, grew by [6] per cent, though lack of past data still makes

it difficult to interpret the behaviour of this series.

8. Other financial indicators pointed to moderately restrictive monetary conditions. As

in other industrial countries real short term interest rates remained high. While the prices

-2-
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of some financial assets rose strongly, the increase in real asset prices was modest. House
prices stopped falling and showed some tendency to rise m-em-r—ap-xd—l—y towards the end of the
year. For most of the year the exchange rate was strong. The fall after October could be
taken to suggest that conditions were becoming less restrictive, though it seems to have
owed more to external factors, such as concern about oil prices [and, possibly, to political

uncertainties.)

9. Against this background, the growth in real money balances, on most measures of
money, largely reflects the fall in inflation and points to a recovery in real activity. (;"wen
el A

a—stable—framewerk—for the nominal money supply, higher real money bala.nces ‘are an

important mechanism by which lower inflation can help to raise the level of act1v1ty

Monetary Policy ;

10. In recent years the economic significance of the wider aggregates has been affected
by changes in savings behaviour and by structural changes to the financial system, .
associated in part with the ehding of direct controls. These developments led to last year's
decision to raise the monetary ranges. Experience-over-the past year tends to-support-that
“move. Inflation has fallen fast despite the overrun on previous years' monetary targets, and
monetary growth within the new target range set for 1982-83 seems-to-have been consistent

r’L.quwaM
with maintaining a mederately restrictive stance.

11. As announced in the Budget Speech the target range for 1983-84 is to be set:at the
7-11 per cent indicated last year. Suskalned progress in reducing inflation will require a
further fall in. monetary growth over the next few years along the lines shown in table 3.

The precise target ranges for 1984-85 and 1985-86 will be decided nearer the time.

Table 3
RANGES FOR MONETARY GROWTH
1983-84 1984-85 1985-86
Parcentage change during year 7-11 6-10 5-9

12. The path shown in table 3 applies to both broad and narrow measures of money.

. . L-h.,.,:p« ; .
However, as noted .in the last year's FSBR, a-sustained reduction in interest rates, as
——

4inflation comes-down, is likely to lead over time to a shift back into non-interest bearing
= 2 s 2

forms of money. The size and timing of these effects is uncertain, but if interest rates

maintain [resume] their downward path, and other indicators suggest that conditions remain
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moderately restrictive, some overshoot of the target range for 1983-84, as it applies to

narrow money - especially M1 - could be appropriate.

13. Alternative A. The interpretation of monetary conditions will continue to take e
et

account of all the available evidence, including the exchange rate, as explained in last year's e

. )
Financial Statement. However, these factors cannot be taken into account in setting{

B, i —
G’/:a}{lh monetary objectives in advance. The ranges shown in Table 3. have been constructed on the gm—,q

assumption that there is no major change in the exchange rate from year to year. [Ehe

14. Alternative B. The interpretation of monetary conditions will continue to take

ac~ount of all the available evidence, including the exchange rate. The exchange rate is an
important route through which changes in the money supply affect inflation and, p:ih:ticul'arly
when the monet"lary aggregates appear to be giving conflicting or misleading signalé;l it may
Y:;U?/“ convey useful information about the overall stance of policy. This will not invariablj'{l be the
case, since the exchange rate can also reflect developments in the rest of the world, gnd is
often subject to considerable short term volatility. Even so, exchange rate movements may
affect inflationary expectations and can disturb the link between the money supplylf and
prices, at least temporarily. This may influence the judgement about the appropriate st!_ance
of policy. Such changes cannot readily be taken into account in setting monetary taréets.
The ranges shown in table 3 have been constructed on the assumption that there is no major
change in the exchange rate from year to year. [The exchange rate remains broadly

unchanged].

Fiscal Policy

15. Sustained progress on both inflation and interest rates requires continued fiscal
restraint. During the 1950's and 1960's the PSBR averaged about (23-2% per cent of GNP).
As Chart [ ] shows, there was a strong rise in this ratio during the first half of the
1970's, peaking in 1975-76, when the PSBR reached nearly 10 per cent of GDP. High fiscal

deficits over this period were associated with high inflation and interest rates.

146.  Government policies have been directed at achieving a progressive reduction in public
scvtor borrowing over the medium term. The path that has been followed has also taken
account of the depth of the recession. Two years ago the PSBR path was raised
substantially for thig reason, though the generally declining profile was retained. The PSBR
was reduced from [5 per cent] of GDP in 1979-80 to [3% per cent] (£8.7 billion) in 1981-82.
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17. The estimated outturn for 1982-83 is [£8 billion] equivalent to about [3 per cent] of
GDP. This is some [£1 billion] lower than the Autumn Statement forecast, and about
[E1% billion] lower than expected at the time of the Budget [though still some way above the
21 per cent fi i~ envisaged in the 1980 FSBR]. L'I."}_le PSBR is the balance between very
large flows on eithier side. Over the past decade the average error on forecasts for the year
ahead made at Budgct time has been equivalent to some £4% billion and, orn-forecasts made
the following autumn, about £2 billiont_\ Identifiable factors contributing to the lower
outtufn this year include unexpectedly High receipts from North Sea oil taxes, reflecting a

&'l' 12

local authority capital. }‘Qﬁ‘ ) dows A ¢ g DAas LTS P

higher sterling oil price, and underspending in some areas of public expenditure, Snotably
Pt

18. The PSBR for 1983-84 is forecast to be [£8 billion], equivalent to about 2% per cent of
GDP, as suggested a year ago and in the Autumn Statement. The fiscal projections
summarised in table 6 show a further reduction in the PSBR as a proportion of GDP, to
around [2%] per cent in 1984-85, and [1 ﬁ per cent in 1985-86. This path should leave room
for a fall in interest rates, within the monetary guidelines, over the next few years. The
figures for 1984-85 and 1985-86 are illustrative. Decisions about the appropriate size of the

PSBR in any particular year will be taken nearer the time.

19. The fiscal projections in tables 4-6 are based on the public expenditure plans shown in
the Public Expenditure White Paper (Cmnd 8789), updated where necessary to take account
of Budget changes and estimating changes. Further details for 1982-83 and 1983-84 are
given in Part V, tables [ ]. Real output is assumed to grow by 2% per cent a year on
average over the period. The general rate of inflation, as measured by the GDP deflator, is
forecast at 6 p;ar cent in 1983-84; Alternafive A in the later years, inflation is assumed to
fall to 5% per cent in 1984-85, and 5 per cent in 1985-86 [Alternative-B—in-thelast-two

y.ea:.s_jnflat.ion-‘is-assumed_to.-avexag&.S_pér_cent—a--yeaﬂ. These assumptions imply a growth
of money GDP of 9 per cent in 1983-84, and an average of about 8 per cent a year, in the

last two years.

Public Expenditure

~20. The plans announced in the Public Expenditure White Paper imply an increase in

general government expenditure-of ‘about [5 per cent] in 1983-84 and each of the two later
years, [and a fall in public expenditure as a proportion of GDP ‘from [ ] in 1982-83 to
[ ] in 1983-84 amd [ -] in 1985-86, given the assumed growth of money GDP}. Table 4
shows the relationship between the planning total for public expenditure and general
government expenditure in national accounts terms (the definition of public expenditure

lying behind the general govenment borrowing requirement).

-5 -
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Table 4: General Government Expenditure

£ billion, cash

1981-82 1982-83 1983-84 1984-85 1985-86

Public expenditure planning totall
Planning total adjustments?

[General government expenditure.
Special sale of assets]

Differences due to policy measures
and economic assumptions

National accounts adjustment4
Interest payments

Total expenditure in national

Footnotes
[Lines 3 and 4 could be dropped]

Revenue ;

21. The growth of Government revenues over the m.edium term will depend on the growth
of incomes spending and prices, as well as policy decisions. Revenue is projected on the
cf)nventional assumption of constant indexed tax rates and allowances at the proposed
1983-84 levels. National Insurance contribution rates in future years are assumed to be
adjusted to maintain the present balance of income over expenditure in the Fund.
[Projections of North Sea tax revenues assume that the North Sea fiscal regime is changed
as proposed in the Budget and that oil prices remain around their present levels for the next

two yers and then rise broadly in line with world inflation.]

22. On these assumptions, general government receipts are projected to rise by [ ]
between 1982-83 and 1984-85 (closely in line with the growth in total money incomes].

Government revenues from the North Sea may [fall slightly as a prop,g txon of general
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Table 5: General Government Receipts

£ billion, cash

1981-82 1982-83 1983-84 1984-85 1985-86

Taxes on incomes expenditure and
capital

National Insurance and other
contributions

Interest and other receipts
Accruals adjustment
Total

of which North Sea tax1

1[Royalties, Supplementary Petroleum Duty (in 1981-82). Petroleum Revenue Tax (including
advance payments from 1983-84) and Corporation Tax from North Sea oil and gas production
(before Advance Corporation Tax set off).]

Public Sector Borrowing

23. The new projections of Government receipts and expenditure are brought tgoether in
table 6 to provide projections of. the general government borrowing!requirement (GGBR) and .
the PSBR. The size of the fiscal adjustment [conventionally assumed to take the form of
lower personal taxes] depends critically on the estimates of revenues and expenditure.
These are subject to major uncertainties about, for example, the tax yield for an assumed
set: of tax rates, the: behaviour -of oil prices, -and the actual level of public-spending in

relation to the plans.
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Table 6: Public Sector Borrowing

£ billion, cash

1981-82 1982-83 1983-84 1984-85 1985-86

General government expenditure
General government receipts

Implied fiscal adjustmentl

GCBR
PSBR 8.7 8 8
as % GDP 3% 3 2% 2% 1%

Money GDP at market prices g

L, means lower taxes or higher expenditure than assumed in lines 1 and 2.

[Comparison with 1982 revenue and borrowing projections: Table plus one or two

paragraphs]

Conclusions

24. The projections shown in tables 4-6 are no more than iilustrative of one particular
evolution of the economy. If the domestic and world economies develop in a different way,
the projections for public finances could be substantially affected. The policy response to
such changes would depend on their nature, but the intention would be to hold firmly to main
thrust of the strategy, by maintaining monetary conditions consistent with a continued trend

to lower inflation.
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FROM: ADAM RIWVLY

K5 15 Februery 1985
CYEANCELT.OR ce CST

BST

Mr Burns

Mr Middleton

THE MTFS AND INFLATION

I bave a number of anxieties about the MTFS which were not
dealt with at your recent meeting to discuss the draft circulated
with Terry Burns' minute of February 3. Not having the papers for the
meeting recently laid on for Thursday, February 17, and as time is
passing it seemed best to put my thoughts on the record now
rather than wait so late that their proper circulation became

impossible.
2. The first issue is the rather sharp contrast between
assuming for MTFS purposes an inflation path such as:
A B
198%2/84 6 5%
84/85 5% 5

85/86 5 4
for the GDP deflator (cf. Table 9 attached to Burns' minute)
while forecasting a path for this and other prices such as

the following:

GDP Deflator RPT  Wholesale prices
Forecast
1983/84 5.6 1983 73 7.1
84/85 6.9 84 7.9 7.0
85/86 7.1 85 7.6 8.8
86 8.2 9.7
Sources: Burns Teble 9. Forecast report "Activity & Inflation"

Table 18, p.>31.

Pk There seem to be several problems or risks involved in
doing so:

(1) The GDP deflator cited conveys an impression of the
likely future level of inflation which is misleadingly
reassuring. RPI inflation is likely to run 1% p.a.
faster, and wholesale price inflation 13% p.a. faster.

1=
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I would seen a bit odd to adopt an MLKFS which we privately
belicved implied such high RPI inflsation for the next four

years.

(2)0n eny of the th:ece inflstion measures adopted, it would be

odd to publish or imply an inflstion rste which fell
substentially over the wedium term if one believed it was
in truth on an upward trend.

(3) To go ahead and publish figures like those in variants A and B

4.
(1)

(2)

(3)

(4)

while the internal forecast is somewhat discrepant is of
itself a little disconcerting, even if one thinks the model
is wrong. But it is particulerly disconcerting when the
difference between the two marks the difference between an
MTFS which appears to work and one which, so it can be

alleged, the Government itself does not believe will get
inflation down.

Such issues suggest several possibilities:

Its all a matter of margins of error. Price projection is
a doubtful art. A discrepancy of 1 or 2% p.a. neither
need or should disqQuiet one.

The model is simply wrong. Monetary targets such as those
suggested would in practice deliver lower inflation than
it now suggests.

Though the model relationships may be right, some of the
constraints or exogenous assumptions are wrong (in the
"right" direction).

The model would show lower inflation at the end of the day,
but the period covered is too short to allow the lags to
work themselves out.

The margins of error possibility is not very reassuring.

It is slightly implausible anyway (implying a series of
accidents which Jjust happen to push the inflation trend
the wrong way each year for 3 or 4 years). If they happen
to leave one so awkwardly on the wrong side of the
rising/falling inflation divide then prima facie there is

a strong case for a different and tougher central thrust
to policy than that assumed. It is clearly possible that
the model relationships are wrong. But what do we actually
believe? Not being very close to the model these days,

-5
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I =mn pnot sure =nd worried lest the model is at leest
qualitatively right. It is equally clearly possible thst
the constraints or (de fscto) exogenous assumptions are

a zource of error. To be specific, I do not find the
presept exchsnge rate profile very plausible. Instead of
a flattish effective rate of 801 for the next 2 years or
so, I would assume that a further short-run fall is very
likely and, fer more important, that a significant and
lasting jump after an election is near-certain if this
Covernment is re-elected. This would suggest an inflation
path in 1984/85 and perhaps 1085/86 which is rather more
likely to fall (ceteris paribus), though there could well
be more of a hump in 1983/84. The idea that the kind of
monetary targets proposed might deliver lower inflation
"at the end of the day" is not very plausible. While it
is easy enough to think in terms of our currently enjoying
an adventitious advancement of the lower inflation which
one would normally have expected only to enjoy in 1984 or
later, such an explanation does not square very well with
tgg a gaﬁgo'gggfeoprice increases in paragraph 2 &bove.
One is also impelled to ask oneself when the end of the

day is, and at what inflation rate.

6. So much for the possibilities if the internal
projections are in some sense Wronge. What, on the other
bhand, if they are broadly right? There are then three
directions in which one might go.

(1) lower the monetary targets; or

(2) assume monetary policy will be so managed
as to achieve growth rates in the lower

part of the ranges; and/or

(3) postulate an intensification of other
cost reducing policies .such as Union and
Lebour Market reform, or a greater such
influence as time passes and measures
already taken bite progressively harder.

One assumes (1) and (2) could well mean some steepening of

the PSBR profile too.
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7. It may be retorted to 81l (or most) of this thuat of course
we do not, cannot and should not tske the model's projections of
inflation very seriously. This Government hes, right from the
start, set out a policy framework which is not model-based, for
excellent reasons, &nd with some real successes not least on the
inflation front. And there is undoubtedly wuch in such a view -
I would certainly defend it forcidbly myself as a general
proposition and in many specific respects. However it is my
impression that up till this year the model's price projections
bave been distinctly more reassuring than those now before us,
even if they pointed to some upturn ip inflation in the more
distant future. This time, in contrast, they are suggesting no
further success at any point, and a halt to the reduction in
ipfiation at a disquietingly high flow:. Should one not, therefore,
stop end think a little more and deeper before going fixing
this year's MI'FS?

8. Then there are one or two presentational matters. With the
RPI known to be likely to increase over the next 6-12 months

and outside forecasters also projecting an acceleration, one
wonders what risk there is that figures such as those discussed
at the beginning of this note might become publicly known, e.g.
through a TCSC cross-examination (or request for papers)?

This could be of special concern in a p;e-election atmosphere.

0. Finally there is the question of what would seem a sensible
kind of price profile to bave, in the published MTFS, whether
implicit or explicit. My own instinct is that the Government
will want to aspire to an RPI increase of 4% or so by 1986

(or less) which would seem to mean a growth in the GIDP deflator
of around 3% maximum, as sgasinst the present forecast of 7%

and figures in variants A and B of 5 and 4%, In sddition there
is a very strong case in this yeagoéc@fﬁ?ﬁmé%%ﬁ%&sH?%%dsgukfld
some kind of confidence that the MI'FS can carry one over the
imminent hump. How are we to do this? I suppose that the
simplest and best way might be for the Chancellor to say soon -
e.g. in the Budget speech, broadcast or subsequent debates -
something to the effect that in the next Parliament the Government
will, by continuing the MTFS, be "pressing on towards the
objective of considerably lower inflation than we have today."

A remark such as this would convey the flavour of getting to an
—4—
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WPT growth rate of say %% p.a. plus a little without actually
pinpointing a precise figure. If Questioned on this as both

143 ni.sters end offjicials are sure to be, he could say, truthfully
enough, that no one has claimed (or should ever do so) that
monetary discipline and targets will deliver a precise inflation
figure by a stipulated date. Its the broad objective that
counts, and that, evidently, is what bhe is talking about with

a realistic and responsible degree of imprecision. If asked
what inflation target is implicit in the MIFS, he would, again
say "a rate of increase considerably lower than today*s", and

go on to stress that the MIFS is not so much a 4 year plan as

a rolling strategy which is modified as needed to ensure the
delivery of the Government's objective.

A N RIDLEY
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FROM: C D HARRISON
DATE: 16 FEBRUARY 1983

PS/CHANCE LLOR cc Chief Secretary
Financial Secretary

MEDIUM TERM FINANCIAL STRATEGY

Minister of State (R)
Minister of State (C)
PCC

Mr

Cassell

Mrs Lomax

FEFFSAEERFFRAR

Odling-Smee
Monck

Evans
Sedgwick
Shields
Riley
Ridley
French
Harris
Turnbull
Bell
Melliss
Norgrove

A Walters (No.10)

M~ 6@@“

The Economic Secretary has made the following comments on
Mr Burns' submission of 15 February and the draft MTFS.

2. On the possible inflation forecasts in paragraph 5 of

Mr Burns' covering note, it seems to the Economic Secretary that

it is crucially important that the slope should be downwards.
So he feels it would be worth swallowing an RPI of 63% for
1983 Q4 (which is below many outside forecasts), and then
certainly not more than 64% -~ 6% if it can be defended - for
1984 Q2. (Moreover, 7% for 1984 Q2 would not sit comfortably
with a GDP deflator for 1984-85 of 51%). Similarly, if the
forecast GDP deflator for 1984-85 is indeed to be 53%, then
6% must be the best which can be shown for 1983-84,
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3. Moving to the draft MTFS, the Economic Secretary notes that

" table 3 in last year's MIFS, showing monetary growth over the past

6 years, has been dropped. Clearly such a table is not vital; but
could it possibly be worth a few cheap brownie points?

4, On paragraph 7, he is not sure how sustainable the first
bracketed clause is, which suggests that M1"showed signs- of
slowing down by the end of the target period!

5. In paragraph 9, he would insert the words "and contracting"
after "stable" in line 3. .
6. In paragraphs 13-14, he prefers alternative B. But he would
suggest adding the words "and political uncertainties at home"
after "world" in line 6. However, whether alternative A or B is
chosen, the Economic:Secretary feels that last year's sentence
about the importance of the exchange rate in monitoring domestic
monetary conditions and in taking policy decisions (paragraph 2.11)

should not be omitted; to do so would give undesirable signals.

7. In paragraph 17, it might be clearer to add the words "for

the year now ending" after " envisaged" in line 4.

8. In line 4 of paragraph 18, surely "one and a quarter" should

read "one and three quarters" (see table 6).

9. In paragraph 19, the Economic Secretary would prefer alternativé
A to alternative B, Apart from the awkwardnesses referred to in
paragraph 4 of Mr Burns' covering note, alternative B might suggest
that the Treasury was expecting some: additional adverse influences::

on prices in 1985-86 beyond those which were generally anticipated.
10. The Economic Secretary is not sure why the line—in table 4,

on special sales of assets, should be dropped.

11. To be consistent with last year's MTFS, insert "in cash terms"

after "government revenues" in paragraph 21.

RN
C/f? N \h\}\xtﬂﬁknrﬁhh

C D HARRISON
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CHANCELIOR M “3/

MEDIUM TERM FINANCIAL STRATEGY

FROM: T BURNS
DATE: 18 FEBRUARY 1983

cc. Chief Secretary
Financial Secretary
Economic Secretay
Minister of State (I
Minister of State (!
PCC

Mr

Cassell-‘

Mrs lomax

Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr

Odling-Smee
Monck

Evans “
Sedgwick
Shields

Riley

Ridley

French

Harris
Turnbull

Bell

Melliss
Norgrove

A Walters (No.10)

I attach a further draft of the MTFS taking account of some of the
suggestions from yesterday's meeting. In the time available it has
only been possible to make relatively simple changes.

2. This is the version the Governor will have for Monday's meeting.

r\
/;,7'
il

T BURNS
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MEDIUM TERM FINANCIAL STRATEGY - DRAFT

1. Government policies have helped to bring about a rate of inflation that is already well
into single figures. The objective over the medium term is to continue reducing inflation,
and to secure a lasting improvement in the performance of British industry, so providing the
foundations for sustainable growth in output and employment. Firm financial policies are an
essential means to this end. _The medium term financial strategy sets out the framework

within which policy is operated.

2. Control of the money supply is a central part of this strategy. In judging the rate of
monetary growth needed to reduce inflation, the Government will continue to take account
of structural influences on the different monetary aggregates, as well as the behaviour of
other financial indicators(including the exchange rate.) Fiscal policy is designed:to be
consistent with this monetary framework and with the overall objective of reducing
inflation. Over a period of years, a reduction in public sector borrowing, as a proportion of _
GDP, has a key part to play in securing a fall in interest rates, in both real and nominal

terms.

3. The extent of the recovery in real activity over the next few years depends critically
on bringing down cost increases, in all sectors of the economy. Lower domestic costs will
enable British industry to compete more effectively, at home and abroad, without adding to
inflationary pressures. Despite recent gains, Urﬁa;:gd(uctlwty is st111 low in comparison with
other major industrial countries. The long term health of the economy depends on further
efforts to close this gap. Moderation in pay will help to ensure that improved efficiency is

reflected in higher output and employment.

4., The Government will continue to pursue policies to strengthen the supply performance
of the economy, by providing greater incentives for work, enterprise and saving, and by
improving the working of markets. A low rate of inflation will provide the right

macro-economic environment in which these policies can succeed.

Recent Financial Conditions

5. Monetary conditions have developed broadly as intended over the past year; in the
year to February, the growth o‘d{he key monetary aggregates was within the target range of
8-12 per cent. Combined with the rapid fall in inflation, this contributed to a substantial
fall in interest rates. By mid-November, short term rates had come down to 9 per cent but,

as the exchange rate weakened, market rates, and with them base rates, rose to around
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11 per cent. In recent weeks however short term interest rates have fallen back to around

[ ] per cent.

Table 2
MONETARY GROWTH 1982-83
Percentage growth
M (1) M1 M2 £M3 PSL1 PSL2
February 1982-February 1982 [33] [11%] [6] [10] [9] [81]
(I)Monetary base, wide definition
6. £M3 grew by 10 per cent over the target period. During the spring and early summer

the rate of growth was close to the bottom of the range. There was some rise in the late
summer and autumn, but since December growth has again slowed down. PSL2 grew by less,
thn £M3 - [8%] per cent in the year to February - in part reflecting the fact that a large
proportion of building societies' inflows were into term shares which are not included in
PSL2. Although such shares have become more liquid in recent years, as facilities for early
withdrawal have been offered, there is generally still a significant penalty for early access
in the form of a period of notice and loss of interest. The growth of bank lending followed
much the same profile as that of £M3, a period of slow growth being followed by a period of
acceleration and then a return to slower growth. This variation was attributable largely to
borrowing by companies, borrowing by persons remaining relatively high and steady through

the year.

7. Ml grew more slowly than £M3 over the period 1979-81. Last year as expected Ml
responded to the fall in interest rates and its growth rate rose. By the autumn, it exceeded
that of £M3, finishing at [113] per cent over the period as a whole. Narrower measures of
money continued to grow slowly. While non-interest bearing M1 rose by [8%] per cent over
the year as a whole, the monetary base grew by only [3%] per cent, despite lower interest
rates, possibly reflecting a trend decline in the importance of notes and coins relative to
other means of payment. The new monetary aggregate, M2, which is intended to provide a
better measure of transactions balances, grew by [6] per cent, though lack of past data still

makes it difficult to interpret the behaviour of this series.

8. Other financial indicators pointed to moderately restrictive monetary conditions. As
in other industrial countries real short term interest rates remained high. While the prices

of some financial assets rose strongly, the increase in real asset prices was modest. After

-2 -
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falling for the past two years, house prices showed some tendency to rise towards the end
of the year. For most of the year the exchange rate was strong. The fall after October
could be taken to suggest that conditions were becoming less restrictive, though it seems to
have owed more to external factors, such as concern about oil prices and sharp movements

in other currencies [and, possibly, to political uncertainties.]

9. Against this background,. the growth in real money balances, on most measures of
money, largely reflects the fall in inflation and points to a recovery in real activity. For a
given growth in the nominal money supply, higher real money balances are an important

mechanism by which lower inflation can help to raise the level of activity.

Monetary Policy

10. In recent years the economic significance of the wider aggregates has been affected
by changes in savings behaviour and by structural changes to the financial system,
associated in part with the endir‘1g of direct controls. These developments led to last year's
decision to raise the monetary ranges. Monetary growth within the new target range set for
1982-83 has been consistent with maintaining a reasonably restrictive stance, and inflation

has fallen fast despite the overrun on previous year's monetary targets.

11. As announced in the Budget Speech, the target range for 1983-84 is to be set at the
7-1l-mer cent indicated in last year's Financial Statement. A substained reduction in
meneiary growth is needed to keep inflation on a downward trend. Dlustrative ranges for
the iiext few years are shown in table 3. Precise targets for 1984-85 and 1985-86 will be
decided nearer the time. [Further reductions in monetary growth will be needed in

subsequent years].

Table 3
RANGES FOR MONETARY GROWTH
1983-84 1984-85 1985-86
Percentage change during year 7-11 6-10 5-9
Tt

12. The path‘sflown in table 3 applies to both broad and narrow measures of money.
However, as noted in the last year's FSBR, lower interest rates are likely to lead over time
to a shift back into non-interest bearing forms of money. The size and timing of these

effects is uncertain, but if interest rates maintain [resume] their downward path, and other

-3 -






110/1.

CONFIDINTIAL

indicators suggest that conditions remain moderately restrictive, it may be appropriate to

allow M1 to grow more rapidly than the target range for 1983-84."

13. As explained in last years Financial Statement, the interpretation of monetary
conditions will continue to take account of all the available evidence, including the
exchange rate, structural changes in financial markets, and the behaviour of relative and
real interest rates. However,‘ these factors cannot be taken into account in setting
monetary objectives in advance. The ranges shown in Table 3 have once again been
constructed on the assumption that there is no major chaunge in the exchange rate from year

to year.

Fiscal Policy

14. Sustained progress on both inflation and interest rates requires continued f.iscal
restraint. During the 1950's and 1960's the PSBR averaged about (23-2%{ per cent of GNP).
As Chart [ ] shows, there was a strong rise in this ratio during the first half of the
1970's, peaking in 1975-76, when ‘the PSBR reached nearly 10 per cent of GDP. High fiscal

deficits over this period were associated with high inflation and interest rates.

15. Government policies have been directed at achieving a progressive reduction in public
sector borrowing over the medium term. The path that has been followed has also taken
account of the depth of the recession. Two years ago the PSBR path was raised
substantially for this reason, though the generally declining profile was retained. The PSBR
was reduced from [5 per cent] of GDP in 1979-80 to [33 per cent] (£8.7 billion) in 1981-82.

162 The estimated outturn for 1982-83 is [£8 billion] equivalent to about [3 per cent] of
GDF. This is some [£1 billion] lower than the Autumn Statement forecast, and about
[£12 billion] lower than expected at the time of the Budget, though still some way above the
21 per cent figure envisaged for the year now ending in the 1980 FSBR. Identifiable factors
contributing to the lower outturn this year include unexpectedly high receipts from North
Sea oil taxes, reflecting a higher sterling oil price, and underspending in some areas of

public expenditure, notably local authority capital.

17. The PSBR for 1983-84 is forecast to be [E8 billion], equivalent to about 2} per cent of
GDP, as suggested a year ago and in the Autumn Statement. The fiscal projections
summarised in table 6 show a further reduction in the PSBR as a proportion of GDP, to
around [21] per cent in 1984-85, and [1%] per cent in 1985-86. This path should leave room
for a fall in interest rates, within the monetary guidelines, over the next few years. The
figures for 1984~-85 and 1985-86 are illustrative. Decisions about the appropriate size of the

PSBR in any particular year will be taken nearer the time.
-4 -
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18. The fiscal projections in tables 4-6 are based on the public expenditure plans shown in
the T"ublic Expenditure White Paper (Cmnd 8789), updated where necessary to take account
of Budget changes and estimating changes. Further details for 1982-83 and 1983-84 are
given in Part V, tables [ ]. Real output is assumed to grow by 2% per cent a year on
average over the period. The general rate of inflation, as measured by the GDP deflator
rose by 7 per cent in 1982-83. It is forecast to rise by 6 per cent in 1983-84. (The
relationship between this forecast for the GDP deflator and the more widely known Retail
Price Index is discussed in Part 3). In the later years, inflation is assumed to fall to 5% per
cent in 1984-85, and 5 per cent in 1985-86. The implications of these assumptions for the

growth in money GDP are shown in table 6. .

Public Expenditure

19. The Public Expenditure White Paper implies an increase in the planning total of a.bout
[5 per cent] in 1983-84 and each of the two later years, [and a fall in public expenditure as a
proportion of GDP from [ ] in‘1982—83 to [ ] in 1983-84 and [ ] in 1985-86, given
the assumed growth of money GDP]. Table 4 shows the relationship between the planning
total for public expenditure and general government expenditure in national accounts terms
(the definition of public expenditure lying behind the general government borrowing

requirement).

Table 4: General Government Expenditure

£ billion, cash

1981-82 1982-83 1983-84 1984-85 1985-86

Public expenditure planning totall
Planning total adjustmentsz
General government expenditure.
Special sale of assets

Differences due to policy measures
and economic assumptions

National accounts adjustment4
Interest payments ,

Total expenditure in national
accounts terms
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Revenue

20. The growth of Government revenues in cash terms over the medium term will depend
on i': growth of incomes, spending and prices, as well as policy decisions. Revenue is
proj-. .od on the conventional assumption of constant indexed tax rates and allowances at
the pvopos=d 1983-84 levels. National Insurance contribution rates in future years are
assumed to be adjusted to maintain the present balance of income over expenditure in the
Fund. [Projections of North Sea tax revenues assume that the North Sea fiscal regime is
changed as proposed in the Budget and that oil prices remain around their present levels for

the next two yers and then rise broadly in line with world inflation.]

21. On these assumptions, general government receipts are projected to rise by [ ]
between 1982-83 and 1984-85 {(closely in line with the growth in total money incomes].
Government revenues from the North Sea may [fall slightly as a proportion of general

government tax receipts, from around | ] in 1982-83 to about [ ] o ome i« sf)s

Table 5: General Government Receipts

£ billion, cash

1981-82 1982-83 1983-84 1984-85 1985-86

Taxes on incomes expenditure and
capital

National Insurance and other
contributions

Interest and other receipts
Accruals adjustment
Total

of which North Sea tax1

l[Royalties, Supplementary Petroleum Duty (in 1981-82). Petroleum Revenue Tax (including
advance payments from 1983-84) and Corporation Tax from North Sea oil and gas production
(before Advance Corporation Tax set off).]

Public Sector Borrowing

22. The new projections of Government receipts and expenditure are brought together in
table 6 to provide projections of the general government borrowing requirement (GGBR) and

the PSBR. The size of the fiscal adjustment [conventionally assumed to take the form of

-
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lower personal taxes] depends critically on the estimates of revenues and expenditure,
These are subject to major uncertainties about, for example, the tax yield for an assumed
set of tax rates, the behaviour of oil prices, and the actual level of public spending in

i-~lation to the plans.

Table 6: Public Sector Borrowing

£ billion, cash

1981-82 1982-83 1583-84 1684-85 1985-86

General government expenditure
General government receipts

Implied fiscal adjustmentl

GGBR

PSBR ' 8.7 8 8

as % GDP 3% 3 2% 2% 13
Money GDP at market prices 254 274

1, means lower taxes or higher expenditure than assumed in lines 1 and 2.

[Comparison with 1982 revenue and borrowing projections: Table plus one or two

paragraphs]

Conclusions

23. The projections shown in tables 4-6 are no more than illustrative of one particular
evolution of the economy. If the domestic and world economies develop in a different way,
the projections for public finances could be substantially affected. The policy response to
such <l.anges would depend on their nature, but the intention would be to hold firmly to the
strai- 5y, by maintaining monetary conditions consistent with a continued trend to lower
inflation. The key to sustained recovery lies in reducing the growth of costs and increasing

the returns to investment and enterprise. Within the financial framework set out here, this

- wgnld make room for a faster growth in output, without damaging the outlook for inflation.

[24. Progress in reducing inflation over the next couple of years will depend, to some
extent, on the strength of the cyclical recovery in output, both domestically and in the rest

of the world. As explained in Part 3, the path of the Retail Price Index is liable to be

-7-
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especially bumpy. But the Government's policies will continue to be directed towards

achieving a progressive reduction in the trend of inflation from one cycle to another].
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A3S From: P E MIDDLETON
21 February 1983

Chancellor of the Excheguer cc Economic Secretary
Sir Douglas MWass
Mr Burns /
Mr Cassell
Mrs Lomax
Mr Ridley

MTFS MEETING WITH THE GOVERNOR

You might like to go through the following points with the Governor:

The MTFS g

a. General points on the tone of the first 9 paragraphs.
The precise words we use to describe the profile of monetary
developments during the past year is still bging discussed
with the Bank.

b. Monetary Policy (paras 10-13)

i. Are the ranges in Table 3 agreed; they are a

reiteration (and extension by a/year) of the previous

MTFS. The Governor is unlike to dissent.

ii. Should the targed for 108%-84 be 7-11 (as in para 11).
Tt has informally been\ agpéed with the Bank that the
target should (like this year) be for 14 months starting

in February.

iji. Para 11 raises the question about what can we say
about monetary growth - and inflation - beyond the MTFS

period.
c. Fiscal Policy (paras 14-18)

i. Is the path for the PSBR in para 17 about right.
The Governor is unlikely to argue for lower PSBRs as a

proportion of output.

ii. Is the wording in para 18 alright - describing the

profile for inflation and output

d. Expenditure and Revenue (paras 19-21) do not really concern
the Governor - though you may wish to ask if any points strike

him,

e. The conclusion depends on the conclusion reached earlier
about what could and should be about future intentions as

-1 =
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regards lowering inflation. But the Governor will have

views on the right concluding line.

Other Matters

At the beginning or the end we ought to have a couple of minutes

on the markets. The relevant points are:

a. The Governor's letter of 18 February seems quite acceptable
it was broadly agreed at my meeting last week at which Alan

Walters and the Bank were present.

b. But sterling got off to a tricky start. The o0il market
is still troublesome and we shall have some explaining to do

over the trade figures on Thursday.

c. As a precaution we need to ensure that we can keep the
sarket liquid if pressure develops on interest rates (there
are no signs of this at present). This points to extending
the arrangements for gilt repurchases which have been in
operation to carry us over the revenue season. If so it would
be best to do this tomorrow; we would not want it to appear
to be anything to do with the trade figures.

ém

P E MIDDLETON
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RECORD OF A DISCUSSION ON THE MEDIUM TERM FINANCIAL STRATEGY
AT 2.15PM ON 21 FEBRUARY AT THE TREASURY

Present: Chancellor Governor Professor Walters

Economic Secretary Mr George Mr Cassel
Sir D Wass Mr Loehnis Mr Kerr
Mr Burnhs «——— Mr Goodhart Mrs Lo

Mr Middleton

The meeting considered the draft of the| 1983 MTFS which had been

circulated with Mr Burns' minute of 18 ruary.

2. The Chancellor suggested that the key issue was the appropriate

target monetary ranges for 1983-84. It had been agreed that the
target period should be 14 months, starting in February: the issue
was whether the ranges shoula be 7-11, or 6-10. The latter might
perhaps have a better impact on expectations about inflation.

3. The Governor thought it important to maintain consistency in
successive MTFSs: the fact that RPT inflation had fallen faster
than expected did not constitute a case for further ratcheting

down the deceleration of monetary growth. 2aAnd to go for a range

of 6-10 would on the one hand cause concern by appearing to damage
the prospect of recovery: it might, on the other hand, also raise
issues of credibility. A range of 7-11 looked achievable, but to
go for a lower range would probably necessitate adopting a separate,
and higher, range for Ml. Mr George added that the market reaction
to 6-10 would be unfortunate, for it would imply that the task of
reverting to a declining interest rate path would be harder.

4. Sir Douglas Wass and Mr Burns agreed with the Governor. To

ratchet down to 6-10 would be seen as reducing the headroom for

real growth. Professor Walters however thought that to stay with

7-11 would suggest acceptance that the process of working inflation
out of the system would be long and slow. To go for 6-10 would
/signal greater

s
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signal greater resolve, and would have considerable symbolic
value. If it was thought necessary to hold to 7-11 for 1983-84,
it would be as well to move to 5-9 and 3-7 for the two subsequent
years.

5. In further discussion, it was suggested that the markets
expected the Government to hold to the path shown in the 1982
MTFS, and would find it difficult to reconcile a lower path

with lower interest rates and higher output; that lowering

the target ranges now could entail a significant tightening

of policy in due course; that to the extent that inflation

was likely to rise during the year the 7-11 range would impose

a tighter discipline; and that a lower range would be likely - at
least in the short term - to lead to higher interest rates.

6. It was agreed that the balance of advantage lay in retaining
the path shown in table 3 of the draft MTFS, ie ranges of 7-11
in 1983-84, and 6-10 and 5-9 in the two subsequent years.

7. The meeting then considered a number of drafting points.
It was agreed:-

a. that the discussion of Ml in para 7 should be
condensed,
b. that the last sentence of para 11 should be

omitted, but that the first sentence of para 12
should be subsumed in para 11, which should also
set out the agreed target period;

c. that the reference, in para 13, to the
exchange rate assumption deserved further study.
It was argued that the reference to "no major
change" could be construed as implying expectation/
acceptance of a further 10 per cent fall; though it
was noted that
CONFIDENTIAL
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was noted that its replacement by a new phrase
would be :seenas significant, and might be no

less likely to provoke guestions;

d. that the PSBR figures in para 17 were provisional,
and that decisions would be taken in due course
in the light of a further forecast; and

e. that a full discussion of the relationship
between the GDP deflator and the RPI might be
required in para 18, or a foot-note to para 18,
depending on the extent of the discussion in part 3
of the FSBR.

It was noted that the Bank would submit detailed drafting

suggestions.

8. At the conclusion of the meeting, the Chancellor thanked

the Governor for his letter of 18 February on short term interest
rates. He accepted that in-the light of current uncertainties,
and particularly developments in the oil market, it would not be
appropriate at present for the Bank to seek to bring down the
general level of rates. But it was of course agreed that the Bank

would resist any renewed threat of higher rates.

>
[
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NOTE OF A MEETING HELD IN THE CHANCELLOR'S ROOM, HM TREASURY
ON MONDAY 28 FEBRUARY 1983 AT 2.40PM

Those Present:-

Chancellor of the Exchequer Basnett

Mr Barber
Mr Cave

)

Chief Secretary Chapple )

——aMr Burns Drain )

Mr Middleton Gill )

Mr Bailey Jarvis )
Mr Kemp Jenkins ) TUC

Mr Hall Wood )

Murray )

Lea )

Mr Callaghan)

)

)

— s — —————————— ——— — . S S T g ———— i f f  —  ———— —————— — = =

TUC BUDGET REPRESENTATIONS

Mr Basnett, dpeaking on behalf of the.TUC Economic Committee[

said that the Committee had met the Chancellor a number of times since
1979 and each of the meetings had followed a similar pattern. The
TUC had urged Treasury Ministers to expand the economy and reduce
unemployment. They had stressed that if the Government failed to
take action, more jobs and production would be lost and the recession
would deepen. However, the Chancellor had always claimed that the
Government had no alternative but to persist with the same strategy.
On each occasion he had suggested that recovery was in sight but it
had never-materialised. However, at the last meeting the TUC had
noted that all such traces of optimism had disappeared from the
Chancellor's remarks. The Government appeared to be looking forward
only to continuing stagnation and a rise of 300,000 in the numbers

of unemployed. The TUC by contrast had not lost their optimism
about the prospects of recovery. Their plea to the Chancellor to
change his Budget policy was based not on rhetoric but on an appeal

to the facts.

/2. Mr Basnett
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2. Mr Basnett said that since the TUC's Economic Review had been
published the Government had produced its White Paper and the press
was full of stories that the Chancellor was planning a give-away
Budget. The TUC would like to think that the Chancellor was
contemplating an expansionary Budget but they remained sceptical.
He noted that at the time of the Autumn Statement, the Chancellor
had claimed that a fiscal adjustment of £1lbn would not be expansionary
but would simply reflect the PSBR undershoot. The Public Expenditure
White Paper had reinforced this statement by showing that total
public spending had fallen £2bn below plan. The Economic Committee
therefore invited the Chancellor to confirm that a Budget boost of
£2-3bn would not be expansionary but neutral in its effect. The
Committee also invited the Chancellor's views on the TUC's argument
that the starting point for any analysis of the Bﬁdget's effects
must be based on the assumptionof full indexation of taxes, duties
and benefits and the assumption that there would be no claw-back.
The TUC's own proposals were set out in the Economic Review. They
had been tested on the publicly available version of the Treasury
model which had revealed that they would indeed promote recovery
and that the trade-offs implicit in the strategy were favourable.
In assessing the measures, the TUC had paid particular attention

to their effects on inflation, productivity and competitiveness.

3. Mr Basnett suggested that it was not possible to conduct a
sensible discussion on the question of how far the Budget should
be weighted towards assistance for industry and how far towards
help for individuals. The TUC believed that the level of effective
demand in the economy determined industrial production more than
any other factor, although they acknowledged that the balance of
expenditure became increasingly important the lower the level of
demand fell. They feared that the effects of a consumer boom
would be dissipated in higher imports. It was for this reason
that their own proposals had focused on an increase in public
investment which would have a lower import content. The Committee
/would






The Committee would be interested to know whether the Chancellor
was satisfied with the balance of expenditure in the economy or
whether he felt that the Government was helpless to influence such
factors.

4. Mr Basnett said that the TUC appreciated the impact which develop-
ments in-.the world-economy had on the UK. They were not proposing
that Britain should engage in a policy of competitive devaluation
but rather that the Government should actively seek to foster
co-ordinated expansion. They would therefore be interested to

see what the Chancellor could achieve as Chairman of the IMF
Interim Committee and what the Government's stance would be at

the Williamsburg Summit. They would like to have his. estimate

of the level of unemployment at the end of 1983 and also -his. .

assessment of the effect of the recent fall in oil prices.

&; Finally, Mr Basnett recalled that when the Chancellor had
met the TUC before the 1982 Budget he had said that he would

like to open up the process of decision making. The TUC welcomed the
greater amount of information contained in the Autumn Statement
but this fell far short of a Green Budget. Mr Basnett suggested
that the exercise recently undertaken by the IFS demonstrated
what might be done to draw up real options for alternative Budget
strategies. The Committee were concerned that the Government was
still operating within the constraints of a Medium Term Financial
Strategy set three years ago and that it had taken no account

of any deVelopments in the real economy since then. The TUC's

own approach stood in sharp contrast.

6. The Chancellor said that for his part, he found the meetings

with the TUC helpful and valuable. He would welcome more rather
than fewer meetings since he believed they helped to broaden the
area of common ground. He noted the Economic Committee's wish to

/open up the decision






open up the decision-making process. A similar wish on the part

of the Government had underlain the publication of the Autumn
Statement but decisiors would always ultimately have to be taken

by the Government itself. He shared the TUC's anxiety about the
current level of unemployment. He himself wanted to see sustained
growth in the economy which would offer genuine job opportunities
However, developments in the domestic economy must be

placed in a world context. Almost all countries found themselves
constrained by the realities of the world situation. The TUC

would be familiar with the charts which the CBI had presented to

the NEDC the previous summer showing how the loss of both export

and domestic markets had led to a loss of jobs at

home. He referred to the disintegration of the fixed exchange

rate system, largely attributable to excessive US

budget deficits,'and the problems now being experienced by some

of the major oil producers. He appreciated that the constraints

of the world situation posed problems for union leaders as well

as for Governments. Yet if Governments ignored the need to

restore stability to both the national and international framework,
the position was bound to deteriorate and he referred to the experience
of France. It was for this reason that the British Government had
endeavoured with its Medium Term Financial Strategy to achieve for
the UK budget deficit that which the US administration had failed to
do for its own. The MTFS had been reappraised and modified both in 1981
and 1982 to take account of changing conditions but a strategy of
this kind was essential if the economy was to move in the right

direction.

7. Turning to the TUC's questions, the Chancellor emphasised
that any fiscal adjustment in his 1983 Budget would not be a
consequence of the 1982-83 PSBR undershoot. Of course, lessons
could be learnt from the underspend of capital projects in the
current financial year but measures for 1983-84 would be viewed

/on their merits






on their merits in the light of the Government's objectives. The
Chancellor emphasised that he had no intention of introducing a
give-away Budget but he noted that the TUC's own proposals were
directed predominantly towards increases in consumption. Like
all its predecessors, the present Government was not prepared to
give forecasts of unemployment but the Chancellor agreed with the
TUC on the need to see an increase in effective demand. Real
demand had risen by about 3% over the last year and a similar
rise was forecast in the Autumn Statement. In January the demand
for cars had reached a record level. It was vital that this
increase in demand should be met by increased production of
domestic goods and services at competitive prices. He welcomed
the fact that the TUC would assume full..indexation of taxes and
duties in their analysis of the Budget. Benefit rates did not
form part of the Budget proper but the Chancellor commented that
it was useful that the TUC had acknowledged that they should be
taken into account in the Budget arithmetic. He drew attention
to the Government's commitment to protect the real value of '
benefits during the present Parliament. Any changes over and
above this would depend upon what room for manoceuvre he had in
March. Finally, he referred to the effect of the oil price fall.
The position was still unclear and account had to be taken of a
number of factors. The fall in the o0il price would in itself
reduce oil revenues but to thé extent that: it also induced a
fall in the £/9 exchange rate, there would be some offset.
Reductions in the oil price could also encourage industrial

activitywhich in itself would generate additional revenue.

8. Mr Chapple pressed the Chancellor to be more specific about

the employment outlook. The Chancellor said that the rise of
300,000 in the numbers of unemployed to which Mr Basnett had

drawn attention was not a forecast but an assumption made by
the Government Actuary. He would not be announcing any revised
assumptions at the time of the Budget but his statement would of

/course contain






course contain passages on the general economic outlook and would
make qualitative,if not quantitative references to the unemployment
prospect. He noted that although world growth had fallen in 1982
it was likely to rise in the current year and that the domestic
forecast produced at the time of the Autumn Statement also gave
grounds for believing that the rate of increase in UK unemployment
would at’ least not accelerate further, although it was not possible
to tell when the level would actually fall. In the light of this,

Mr Chapple voiced his concern about overseas purchases made by the

public sector. He referred in particular to the cable laying
ship. which the CEGB were buying from Korea. The Chancellor
emphasised the UK's interest in maintaining an open world economic
system. He pointed out that our own industry was heavily dependent

on_large overseas contracts. That said, the Government's general

policy‘was to encourage the public sector to purchase from domestic
sources wherever possible, although the UK's international obligations

meant that this point could not be given great publicity.

9. Mr Murray expressed his concern that the Government no longer
regarded full employment as a policy objective. In its attempt to
reduce the rate of inflation, it had been prepared to take risks

on the level of unemployment. In putting forward their own strategy,
the TUC had preferred to take risks on the balance of payments and
on inflation. They had enphasised the importance of taking
co-ordinated action at an international level in order to avoid

the problem that the UK might get out of step with other countries.
Their proposals did not ignore the problem of competitiveness but
stressed the need for joint action. The Economic Review thus
enquired what risks it would bereasonable for the Government to
undertake, how other countries i . " could be encouraged to

participate in co-ordinated action and what role the unions might

play.

10. The Chancellor emphasised his passionate and manifest concern to

/reduce the level






reduce the level of unemployment but repeated that any attempt to
stimulate activity which also provoked an increase in inflation
would jeopardise the Government's chances of reducing unemployment.
He wondered what would happen to pay and wages under the
reflationary package which the TUC advocated and enquired whether
this point would be covered in the proposed National Economic
Assessment. Mr Murray said that the National Economic Assessment
would cover all such issues but he pointed out that it was important
to given the unions a more positive role than simply holding down pay;
they also had an interest in increasing productivity, for instance.

The Chief Secretary noted that there had been a 13% improvement in

productivity since 1980. Mr Murray commented that this was a cylical
phenomenon and Mr Lea drew attention to the diagram on page 15 of

the Review which showed that productivity was now below the trend

it had been on in the year before the Government took office. The
Chancellor noted that nevertheless the rise in productivity was

still ahead of the cycle.

11, Mr Basnett suggested that in considering the question of

competitiveness, it was unfair to focus solely on pay. The Chancellor °

listed a number of the measures which the Government had introduced
to. reduce industry's costs but commented that if the Germans were
prepared to endorse the case for pay moderation, notwithstanding
the rise in unemployment in Germany, the UK should be willing to

do the same. He recalled that the TUC had been pressing for a 10%
fall inthe exchange rate in the summer'this had now effectively
taken placte. He wondered whether they would recommend a further
fall. Mr Murray replied that the TUC would welcome a further

depreciation against the Deutschemark and the yen but the Chancellor

pointed out that it did not lie within the Government's power to
achieve this. Moreover, depreciation would add to industry's costs
and so competitiveness could only be secured through a lower exchange

rate if pay was kept under even tighter control. The Chief Secretary

/wondered






wondered how the Economic Committee thought that the further reduc-
tion in sterling could be achieved. Mr Murray stressed that the

TUC had no target for the exchange rate and would not actively seek
to push the rate down. However, if the measures they were proposing

produced a fall in the rate, they would not attempt to counteract it.

12. Mr Lea explained that the Economic Committee had examined the
constraints on their 3-5 year expansion programme and devised policies
which could be put in place so that the strategy did not have to be
abandoned because a crisis intervened. The Chancellor asked whether
the TUC would accept that they must take some account of market
reactions to their policies~ for instance, on the level of the PSBR.
Mr Murray thought that this should be less of a problem if a number
of countries committed themselves to co-ordinated expansion. The

Chief Secretary enquired whether the TUC would still recommend

proceeding with their programme if attempts to secure international
co-ordination failed. Mr Murray said that this would depend upon -
the circumstances but that he believed the proposals should be

implemented nonetheless.

13. The Chancellor said that he hoped he had left the TUC in no

doubt about his concern over the level of unemployment. Mr Murray
replied that doubts remained. The Government were too complacent
about the current situation. Mr Basnett commented that despite the

reduction in inflation, unemployment was still very high and there was
no sign of any improvement in the situation. Mr Murray asked whether,
if the Government had known the unemployment outcome, it would ever

.

have embarked on its current strategy. The Chancellor said that

there was no genuine alternative to the course the Government had
taken. Other countries had attempted to introduce different policies

but had been forced to abandon them when they had not produced the

right results. Mr Murray enquired what the Chancellor saw as the
source of any increase in real demand. The Chancellor said that the

fall in inflation should lead industry to take a more optimistic view

/of the






of the future and thus to increase investment and production. He
noted that the UK was now seen as one of the few countries whose

economy would be growing in 1983.

14. In conclusion, Mr Basnett thanked the Chancellor for meeting
the Economic Committee. He hoped that his March Budget would be
desighed to create jobs and not votes. The Chancellor in reply

said that he believed that the survival of democratic government

depended on the integrity of governments in demonstrating that they

took a long-term view and that economic problems could not be solved

more easily or quickly than reality suggested.

15. The meeting closed at 3.50pm.
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Dgaf Chancellor of the Exchequer,
gﬁ

IfThank you very much for your detailed message about the

/ 198%/84 budget presented to the House of Commons on 15 March,
which you sent me through Ambassador Sir Jock Taylor.

; Your additional information on the key targets of economic

f policy in the United Kingdom have been most useful to me.

| Your latest budget clearly reflects the really considerable
achievements of your domestic economic strategy which has in
recent years been designed especially to control inflation
mentality, excessive public sector borrowing and too large

a public deficit.

As far as I can see, the 1983/84 budget should be expected
to have a slightly expansive effect on overall demand due

to the tax and surcharge cuts for which it provides and the
proposed measures to enhance the employment situation and to
strengthen the competitiveness of industry. This is entirely
in line with a consistent and prudent economic strategy at
international level with a view to strengthening the funda-
mentals permitting sustained economic recovery.
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I am very much looking forward te intensifying, at the next
German-British summit, our exchange of views on current eco-

nomic policy problems.

Yours sincerely,



—t o

o =l 5 o aclerlansded ol Biewrs?
~000 JaotToo Mo geafy 1o sppsdats e

.

\ \ J ,| .Lj:'_;'_.’ ,_’,J'IJIL_}

arctdocf dortnt vreY fmE I
2 Emmnm s L L panmesnd

vilomaoais sl

i




