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With the permission of the House, Mr Speaker, I should

like to make a statement on monetary policy.

Ein The figures for October, Jjust published, show that
&5 grew by 2 per cent in that banking month. The
growth since mid-June, the beginning of the target
period, has been equivalent to just over 14 per cent a
year. Although the figure for banking October was
erratically high, it is clear that the underlying growth
of &lM3 is still significantly above the target of 7-11

per cent.

Bs There have been two principal causes of this
excess: a higher than expected Public Sector Borrowing
Requirement in the first half of the year and the
persistently high level of bank lending.

4.  Because of the timing of the Budget measures - in
particular receipts from VAT and reductions in public
spending - the PSBER was always expected to be higher in
the first half of the year than in the second. In the
event, the PSBER in the first half year has been further
increased by strikes and other industrial action, which
have delayed the collection of VAT and telephone bills.
At the peak arrears on telephone bills are expected to

reach £1 billion.

5. A large part of these arrears will be made good in

the second half-year. ZEven so, the best estimate which
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could now be made of the PSBR for the year as a whole,
if no action is taken)is that it would be about £9

billion, compared with the £8.3 billion Budget estimate.

6. The monthly growth of bank lending has averaged
about £700 million over the last quarter. Although the
tining is difficult to predict, its growth can be

expected to fall in due course.

g7 % Nevertheless it is necessary to take action now to
bring the growth of the money supply within the target
range. The Bank of England accordingly announced this
morning with my approval that Miniwmum Lending Rate would
be increased to 17 per cent. This goes beyond the rise
in market interest rates at home and demonstrates the
Government's determination to act with the firmness
foreshadowed by my Rt Hon Friend the Prime lMinister

earlier this week.

B« The House will realise that interest rates overseas
have risen sharply as other countries have moved to
fight inflation by limiting monetary growth. In the
United States, for example, prime rates have risen from

111 to 15 per cent since the summer.
=

9. In addition to sales of gilts, we intend to secure
further funding of the PSBR through National Savings.
The limit on holdings of the index-linked National
Savings Certificates Retirement Issue will be increased

next month from £700 to £1,200. A new ordinary National
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Special Deposits scheme, or corset, has also played a
part in monetary control. I am well aware of the
limitations of this scheme and do not believe that it

has a permanent role to play. Nevertheless, the Governor
and I have agreed that it is right that it should
continue for a further six months. The Bank announced

the arrangements this morning.

13. In the future, other techniques, including one of
the variants of monetary base control, could play a
useful role, without the disadvantages of the SSD scheme.
The Bank and Treasury will therefore shortly issue a
discussion paper for consultation. I must, however,
stress that no such scheme can avoid the need for the
right fiscal and interest rate policies. Indeed, one of
the possible advantages would be to improve the response

of interest rates to monetary conditions.

14, Tinally, I am extending the period covered by the
present target range for £lM5 of 7 to 1l per cent per
annum. That target at present applies to the 10 months
from mid-Jdune 1979 to mid-April 1980. It will now cover
the 16 months from mid-June to mid-October 1980. The
effect will be to avoid building into the target for

the new period the excess growbth of the money supply in
the recent past, while allowlng a reasonable period in

which to offset that excess.

15. Mr Speaker, Britain's fubture depends gbove all on
mastering inflation. This can only be done if we bring

the money supply under firm control, progressively
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Savings Certificate will be introduced early next year.
The interest rate on the National Savings Bank Invest-

ment Account will be raised to 15 per cent from

1 January next.

10. Although much of the increase in the estimate of
this year's PSBR is due to the timing of receipts,
further action is required to bring the PSBR down. In
the light of this we ghall require oil companies to make
a payment on account of Petroleum Revenue Tax at the

time when they make their returns. This will have the
effect from now on of advancing the due date for collect-
ion by 2 months, thus bringing the arrangements for PRT
into line with those for collecting royalties. This
will ensure that PRT reaches the Exchequer with the

winimum of delay at a time when oil prices are rising.

1l. The Bill to achieve this will be introduced shortly.
It will reduce this year's PSBR by £700 million and thus
bring the estimated level back to the original Budget
figure of £8.3 billion. It will also yield an extra
£300 million next year, in addition to £400 million or

so from the deferred payment of telephone bills.

12. I set in hand some months ago a review of methods
of controlling the growth of the money supply. The
main instruments must conbtinue to be our public
expenditure and tax policles, which together determine
both the size and the compogition of the PSBR, and

interest rate policies. Recently the Supplementary
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reduce the rate of monetary growth over the years, and
pursue the most rigorous restraint on public spending.
The supposed alternatives to these policies are a
delusion. None of them would be responsible and none
of them would be sustainable. The action I have taken
today underlines the Government's total and continuing
commitment to getting inflation down.
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RECENT MONETARY DEVELOPHENTIS

factual

1. &M% grew by 2% in banking October (figures published 2.3%0
pm today). Bank lending was main expansionary factor (incrcased
by &1% billion).

= In four monvhs since mid-June, &M% grown at annual rate of
just over 4% (14.2%), ie above 7-11% target range. LI allowsnse

made for take-up of ac-eptancesoutside banking sector, underlying

srowth somewhat higher.

Be Details of recent developments in Annex.

< Latest Tigures suggest taking longer than huped to briung duwn
noney supply growth from rate inherited but Covernment determined
to bring back within btarget range.

2 txcess growth largely due Lo ev-~ hizher PSBR than eoxpected in

first half of year and sustained growth ot bunk lending.

5. Can expcct some slowing in &1% growth. Budeet measures
reducing the FSBR will take effect in second half of the year.
-Further reduction from bringing forward PRT due date. Bank lending
growth should nodcerate with lower wctivity, and interest rate
increases.

defensive

13 Banking October:

tions to normal financial flows.

(ii) CGBR in banking October affected by delays to some receipts
from higher rate of VAT; expected low CGBR meant no

recelipts from part paid gilts were planned.

(iii) High demand for credit in banking October following
small rise in banking Septenber. Special factors operatine
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other way and tending to incresse lending in October, cg

ending of engineering strike; also impact of tax rebates

on companics' cush flow.

(iv) oOutflows across exchanges from non-bank private
sector, as in other recent months. Probably associatl

with exchange control rclaxations.

(v) Ml growth substantiul (3.4%) but rise in interes

cd

L

Al

bearing sizht deposits accounted for much of it; poesibly

gecociated with funds awaiting longer term investiaent

24 Governnenhit borrowing: PSBR expected tc be higher in

first hall of year; and swolien further by PO strike (peak effeet

about £1 billion) and delays in VAT collection., Greater p

dru

of short rall mgids 2ood in sccond lulf. when &lso evpect recoipts

_ public expenditurc yveductions ,
from higher rateVilT/and benefit from bringing forwacd PRT

Fia Bank l!endines: Remained strong, since heginning ol ye
J o 2 , o

(incressed about £700 million in last 3 months). Affect.d

due

ar

in

aa Lo

some months by special factors, but expect increasscs Lo moderate
p s [

not least as a result of higher interest rates and lower activity.

But timing difficult to predict.

4 . Acceptances: Recognise underlying growth in bank-typ

credit understated by published figures. Substautial take

C

—~up

of acceptunces ouvutside banking scctor(£l.l bn in last 3 months),

-

A side effect of SSD scheme (sce scparate brief)., Action

prevent leakage would be counterproductive - force credit indco

more danaging and hidden channels.

5. Debt sales: Substantial sales until September. Sale

affected by mirket uncertainties, Receipts in banking
October affected by lack of part payments in anticipation
low CGOR and substantial roedemptions and buying in of next

maturities.

to

-~

]

of

6. Exchange control abolition: Net coffect on monetary arowth

difficult to assess but likely to he simall this ycur (scec

separate brief).




Al ANNEX [ |
'RECENT OKETARY DEVELOFMENTS

I. DMenetary Growth Ebn
seasonally adjusted
Banking bBanking July -
Octobher Banking October
(4 months)
CGBR | 0.94 3.65

Purchases of central
governrent debt by non bank

rrivate sector (increase:-) +0.04 -2.02
Cther public sector -0.62 -0.18
terling bank lending to:
private sector _ 1.24 2.48
overseas -0.03% _B.05
DCE 157 24986
External and foreiem currercy
finance adjustment -0.40 -1.28
Net non deposit
liakilities etc. -0.09 ~-0.31
K3 1.08 2. 99
pre A 4.5

IT. Cumulative &M% growth (st 2n anrual rste in target rerioc.

banking months %

Target Avgust Septemter Cctober
=117
(annual rate) 1.5 0.5 14.2
I11. Bank lending and accevtances
Ebn

July August Sertember October
Bank lending 0.4 0.7 0.2 142
Acceptances Gl 0.7 Ch 0«2
Total Qu5 1.0 0.4 1.4
Average bank lending last 6 mo:uths last 3% months
to private sector, adjusted £900n 5920m

for bill lcak



with progressive reduction of target range.
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A2 DMONETARY TARGET

, i
Factual reducing inflation

i Objective remains to redice monetary srowth as key factor in

2, Present target period extended: £M3 target now 7-11% (at

annual rate) to apply from mid June 1979 to mid October 1980
(16 months).

B Growth of 7-11% for whole period implies

substantially
lTower rate over next 12 months ~— 7«47

U, Target to be rolled forward again in Budget.

Positive

1. Keeping £113 growth within target vital %o improving inflation
and prospect for revitalisstion of industry.

diy Keeping same base avoids building-in recent c¢xcess growth
(ie avoids 'base drift': to rebase on October 1979 would be less
restrictive since £M3 growth to mid October ahove target range).

B Target allows us to offset recent rapid growth over reasonatle

period. Growtk at middle of range (9%) over whole 16 months ‘mplies
7.4% mid October 1979 - mid October 1980.

4., Provided private sector exercises restraint in pszy bvergeining,
expect room within target for necessary finance for indusuiry.

Defensive
1 Lower target: To reduce target now would be unnecessarily

restrictive; new target implies sharp deceleration. Still intend
to reduce target in longer term.

2 Higher target: To be less restrictive would be contrary to
commitment to progressive deceleration of monetary growth. An
incresse in inflation would be much more damaging to investment
and growth.

Ty Turnaround excessive: lMuch sharper switch achieved in 1976-77
/EM3 growth in © months to mid November 1976 was 15% at an annual
rate; in following 6 months just 1%/.

4, Medium term targets: Chancellor considering whether to formulate
more precisely longer term objectives (see separate brief on medium
term Tfinancial plans).

Sia Too complicated: No, simply applies to longer period.
Necessary to avoid base drift.

6. Cther aggrecates: We monitor and take account of movements
other measures of money supply and liquidity. Additional targets
would overconstyrain the system. &M?% has a number of advantages &8s

a target and is well understood by markets.

in

i

will monitor developments and reconsider appropriate definmitions o

ot . \ 5 € e but
7 Exchange corntrol makes &M% less relevant: Not necessarily, bSuu
. cchange ntx g

and when neceseary.
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INTEREST RATES (including implications for building societies)

factual

1. Bank anncunced at 12.30 today increase in MLR by 3% to 17
from today.

2 Bank statement also gave deteils of roll forward of BSD
scheme and foreshadowed statement this afternocon (see separate
briefs).

R

5. Recent interest raves devalopments in Annex.

vositive

T e inerease demonztrates Government's determinstion to brings

money supply tnder controel. Recent increases in market rates
PCYlQCt[? : ss.fﬁﬁé]gunera] increase
in interest racles overseas, |

Py High nominzl raties of intercss essential, given present rate

-

of inflation, %to slow demand for credit.

S Increase will help bring acwn recent rapid growth in bawk
lending. Reflects Government's determination to meet monetary
objectives.

4, Future interest rates crucially dependent on future inflation
and earnings growth. If progress in reducing inflation is slower
than expected then would not hesitate to take further fiscal or
monetary acticn required.

defensive

15 Building societics: Recent rises in market rates will

inevitably put some strain on sociecties. Impuct will depend on
societies' reactions to effects of package. . (Money market
rates now some 3% above socictics' grossed up share rate »f 1240,

See separate brief for impact of national suvings measures.

2 Future mortmage rates: Matter for the societies. The

decisions will doubtless depend on how long higher interest rates
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last, which in turn depends on progress in restraining &1% growth

SECRET AND PERSONAL UNTIL 12.%C Fi1 ON 15 NOVEMBER

and reducing inflation.

5/ Lower rates: As factors boosting monetary growth fall away,
should be possible to see lower interest rates. Timing of fall
will depend on external and internal developments, and we will
want to be sure monetary growth is under control.

A, 5till hicher rates: MLR rise is sufficient to meet present

gitugbion.

S Exchange rote: Increase in interest rates reeded om internal

grounds. Overseas interest rates also risen, therefore may be
little net impact on exchoange rales. But uuahccked expansion of

A
domestic credit would have put pressure on c¢wchange rate in

[

longer term.

8. Industry and investment: Higher

£1

interest rates ma have sone
impact on activity, and will add to companies' costs. 3But surce

in rate of inflation would be more demaging to outrut and _wpioymert

s Hisgh interest rates inflationary: No, high rates restruin

demand for credit and reduce monstary growth. This helps to
reduce inflation. [For reference: increase of 1% in nortgage
rate adds %% to RPI.]

Bis U-turn: No, Government remains determined to bring money
supply under control. In time, as inflation comes down and public
exnenditure is restrained, this should be possible with lower
interest rates. ‘'Consistency and continuity' about policy.
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INTEREST RATES: RECENT DEVELOFNLENTS

1. Sterling Rates

Clcaring Banks' % month Gilt Yields™
1979 MLR Base Lkate Interbank 5 years 10 years 20 years
o5 Hay =~ 12 12 1%%/16 1.4 11.9 12.2
29 June 4 Al 147 /46 12.% 12.8 12.9
27 July 4 14 an 42,4 12.% 12.3
71 Aug 4 o Ww2/46 . 12.1 12.% 12.4
28 Sept 14 14 147 /g - 12.2 12.% 12.6
9 Oct A4 1 an 12.6 12.9 1%.0
26 Oct 14 Y >/ 1%.5 1%.6 1%.5
> Nov o 14 182 /4 13,3 1%.5 134
9 Nov 14 1z 152/8 4.8 A5 4.7
A4 Nov 1 14 % 161/16 154 14.9 14.6

*on nearest convenient date
(for 14 November, on that day)
+ except for Hat Vest, at 153%

2. U.5. Rates
% month 3 month Covered®
rurodellar Interbvanlk differential

28 Sepu 127/ wl/s -
19 Cet 147 /& 4 /%6

- ) 12 jac and /i 5 pac
20 Cet 15 “/16 14_/4 o
2 Nov 151 /16 142/ N

=

5 Nov 15" /46 15°/8 + /8
14 Nov 15 161/16 + 1/16

- indicates differential against sterling
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A4 SSD SCHEME AND MONETARY CONTROL TECHNIQUES

Factual

1. SSD scheme (the 'corset') continued for further 6 months.

P Government aware of 85D scheme's limitations, and do not see
it as permanent.

B Current guideline extended to mid June 1880; allows for
further growth of 1% per month in banks' interest bearing eligible

liabilities (IBELs). Details announced in Bank press release
at 12.%0 pm.

&4, Bank and Treasury to undertake issue discussion paper and
consuliations with those most concerned on monetary base schemes.

Positive

Lo Whatever the control system, main metheds of ccatrol must be

policies on FSBR and interest rates. Other controls no substitute
fer this.

e SSD scheme despite its defects still some role to play.

% - Consultations on monetary base control to assess whether it could
help smooth mon=ztary growth or bring about better response of interest
rates to <¢lznges in monetary condltlons.

4, Directional guidance remains in force: asks banks to give
pricrsiny te finance for industry and exports and, in order to
ensure tney <an meet priority reguircments, to exercise strict
restraint on lending to persons, property companies, and for purely
financial requirements.

Defensive

1. Distortions: Recognise SSD scheme and other direct controls
encourage development of alternative channels of liquidity and
credit - SSD scheme particularly encouraged take-up of acceptances
outside bank sector. Also has damaging structural impact on
financial sector. But, even allowing for this, has effects on
credit conditions.

2 Adjust figures: Can only estimate total impact of distortions;
preferable to remove cause.

s Other controls distort: Depends on form of control and how
they are used. DNo substitute for getting PSBR and interest rates
right.

4. Monetary base now: Highly technical subject with wide ranging
institutional implications. Hence need for consultations. Not
sensible to introduce before new system fully understood and wid
accepted.

b s Exchange control: Transactions abroad potentially a further
loophole of S5SD scheme. But high sterling interest rates bite on
demand for sterling credit whatever its source. Ability to get
the fundamentals right not signiflicantly affected by abolition

of exchange controls (sce separate brief).
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A4 (continued)

6. Guideline still too tight: Relationship between IBELs and
£M% very complex. Tightness depends, inter alia, on money market
developments. But guideline growth somewhat greater than targeted

£M% growth rate. Would hope that bank lending moderates sufficiently

to allow some reversal of distortions.

T Industry squeezed: Availability of finence to industry depends
on pay bargains agreed. Providing these are reasonable, room within
guidelines for necessary finance to industry.

B Restrict personasl lending: Directional guidance remains in
force. lMore direct controls would only increase distortions.
Lending to persons relatively small part of total.

g. Tncrease EP controls: HP controls have a discriminatory
impact between industries und tetween forme of credit; and the
net effect on credit growth o1ld be small.

e ———
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NATICNAL SAVINGS

factual
i. The National Savings Bank Investment Account rate will

be increcased on 1 January 1980 from L12%% to 15%.
o

ii. The maximum holdings limit on the Retirement (15th)
Issue of Notional Suvings Certificates wiliﬁbu incressaa
on 3 Lecember “rom £700 to £1200. The Notiehad lssue is
index-linked and is only uveilablce Lo those of natiocnal

el reinent age,

iiis A new (19th) Issue of Nationul Savinss Certificatecs
will be introduced in Feliruary in place of the current
18th Issue., The new Issue wili be sold in units of £10

with & minimum purch.se of £10 and maximum individusl

holdings of £1500 (the same as the 18th issue), A £10

certificate will incresse in value to £16.35 over 5 veel's

(equivalent to overall compound interest rate ol 10.35%

tax free). The grossed up yield to the stancard ~.te
taxpaver is 14.75%. This comparcs with 8.4% or 12,07%

grcss for the 18th Issue. The incrementa) scliuliura

for a £10C certificate is as 1ollows: -

Interest Total Annual Jumulated
P £ Yield Yiqld
% 9%
End of Year 1: 50 10,506 5 5
Year 2: 90 11.40 8.57 6.79
Year 3: 115 1 &ad.5 9.7} 1259
Year 4: 165 1. 10 L5225 9.01
Year 5: 225 16435 15.96 10355

positive

These changes are intended to ensure that these savings media
remain an attractive form of investment fTor the per=onal
saver thereby ensuring that National Savings plays a full
part in financing the Public Sector Borrowing Requircment
from outside the banking system. This will enable Lhe
Govermnent to achieve its money supply targeis ot a gencrally

lower level of interest rates thatn would cetherwise be the

case.
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ii. The substantial increase in the holdings limit fTor
the ketircment Issue will provide a considerably greater
measure of protection aguinst the effects of inflation
for the savings of the section of the populaticon

least able to protect themselves.

iii) defensive

i. The higher rates of inteirest offered on the Investment,
Account and the new certilicute reflect the rise in the
ceneral level of merkot intercest rates in recoent weeks.,
Promptl action was required to ensure thei the competitive
position of National Savings was not croded thus making

it more difficult for the GCovernment to achieve its morctary

targets,

1i. It is impossible to say how much additional investmoent
the changes will generute., The savings media concerned

Bive gencrallyproved to be attractive forms of investment for
savers and we would therefore expect guite a substautjal

response,

iii. The exact impact on competing savings institutions
will depend on how they react to the movement in tho morket
rates. The National Suvinzs changes arc, however, likely

to recsult in some reduction in their inflows.,
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ADVARICING COLLECTIOHNS OF PRT

factual

At present PRT is normally paid four months after the end of thc
6-monthly charseable periods. The proposal is to require, by
legiclation, that companies should make their payment with the
return they already submit two months after the end of each
chargeabie pcericd. These payments would be received at the
beginning of IMarch and Septemoer. Assessed tax is. and centirues

to ve, due at the beginning of May and Fovenber.

defunsive

The proposal will bring the payments arrangements for PRT into
line witl» those which already operate for the collection of
royalties by the Department of Fnergy.

The vprvporal does not conflict with the assurances about stabiliiy
of the North Sea fiscal regime. There is no change in the rate

of tar, only in the arrangements for ccllectiion.

The problem on the PSBR has arisen in large part from late payment
of telephone bills or of tax. It is appropriate to correci this
by a measure that brings forward the timing of tax collections.

[If guestioned on IMPLICATIONS KFOR RECENT BP SHARE SALE: This is
a general measure affecting all oil companles paying PRT:]

positive

The ¢ffect of the change, which will be permanent, will be to
increase the PRI receipts in 1979-80 by £700 million and to raise
receipts for 1980-81 by £300 million. The beneficigl effects
will continue so long as taxable profits from the North Sea are
on a rising trend.
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']_3 PSBR for 1979-80

i) factual

The'Budget forecast for the PSBR was £8.3billion. The first
estimate for the first half of the financial year will be
published on 22 November. The material is not yet complete
but the main component - the central government borrowing
IMPORTANT NOTEfrequirement has already been published. It was about £6
THESE FIGURES PR .
ARE NOT billion, after allowing for seasonal factors (the actual
PRECISE AND figure was about £6% billion). The total PSBR in the half

i%?Uggégggﬂ%s year was probably close to £5% billion (seasonally adjusted)

SUBJECT TO Lwith an actual total near &£7 billion. It was always to be
T

el expected that the bulk of the year's PSBR would lie in the

NOVEMBER first six months. But the latest evaluation is for a P3BR

-

for the year of about £9 billion before allowing for the
acceleration of PRT collection. This means about &£83.3billion
after taking PRT into account.

Factors pointing to ar excess if some action were not taken
included the Post Office telephone billing excess. Though
bills are now going out again, recovery will not be completed
in this financial year: a net excess of about £400 million

is now expected this year. ©Secondly, local authorities have
been borrowing more than was expected in June; and this is
now expected to continue.

ii) defensive

The wide margins of error in any forecast of the PSBR are
well known, but it would have been unsafe not to heed the
evidence so far. We seemed to be heading for a figure of
abmt £9 billion.

The acceleration of PRT collection will improve the
prospective public sector cash flow by about £700 millicn
and so lessen‘the borrowing needed in the remainder of this
year.. After taking account of this, the 1979-80 PSBR is
estimated at about £8.3% billion, in line with the Budget

forecast,

G
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The orogramme of gilt sales and the improvements to the terms
of National Savings will help to finance the PSBR in a non-—

inflationary way.

iii) positive
The extra receipts from the change in the PRT collection
arraﬁgements will help to ensure that the PSER for the year
as a whele is in line with the Budget forecast of £83 billion.
We have demonstrated therefore our determination to take steps

to keep borrowing under control.
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E PSBR AND PUBLIC EXPENDITURE FOR 1980-81

)

i) factual

Government expenditure plans for 1980-81 were given in
Cmnd 7746 on 1 November. They provide for stabilisation
of the volume of public expenditure at the 1979-80 level.
Treasury Ministers will not wish to say anything which
rules out categorically a possible further review of

1980-81 spending plans, in time for the Budget say.

It is intended to publiéh a forecast figure for the 1980-81
PSBR in the Industry Act forecast to be published in the.
next ten days or so. The proposal to accelerate collection
of PRT will itself benefit next year'g PSBR to the tune

of some £300 million. Telephone bills not collected this
hear will beneflit it by a fuﬁther £400m.

ii) defensive

As demonstrated by the statement today the Government will be
ready to adjust the fiscal balance as necessary to help
secure observance of the monetary target. We will be
considering the PSBR for 1980-81 on this basis.

Apart from relatively minor adjustments, such as further
savings as a consequence of the Lord Fresident's exercise
on Civil Service staff costs, there are no plans at present

for further reductions in planned public spending.

A final view on the PSBR and [(iscal plans for 1980-81 will
be taken in next spring's Budget. '

iii) positive
The 1980 Budget will be framed in the light of the monctary
target, which is paramount,

As the Prime Minister has said, the GCovernment is embarking
on a sustained programme of trying to get public expenditure
down as a proportion of national income. We cannot go on

spending money which the nation does not earn.
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A forecast figure lor the 1980-81 PSBR will be given in

the Industry Act forecast to be published shortly. [IF
PRESSED ON TIMING OF PUBLICATION: I must ask the House to
be patient - the forecast will be published soon.] But

decisions on the PSBR and the fiscal balance will be taken

later.

The proposal to accelerate collection of PRT will itself
ease the PSBR position for 1980-81 by about £300 million.
In addition the telephone bills not collected this year
will benefit the 1980-81 PSBR by some £400 million.
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EFFECTS ON INDUSTRY, GDP AND EMPLOYMENT

i) factual

1 Impossible to give reliable figures for impact on GDP of
recent upward trend in interest rates.

. Interest rates not necessarily the most importént determinant
of investment; prospect for economy generally much more important.

- The Industry Act forecast will probably be published in the
next day or so but not by 20 November, which on one interpretation
is the deadline implied by the Act. It will take account of the |
monetary package, and will contain a figure for the 1980-81 PSBR.

A garbled story about the alleged content of the draft forecast
appeared in the Financial Times on 14 November. It stressed the
alleged pessimism on the outlook, especially ‘for the path of GDP.

ii) positive
2 Reduction in monetary growth and hence inflation crucial to

give the right conditions for investment and revitalisation of
industry.

2. The acceleration of PRT collections will benefit public
sector cash flow and hence reduce need for public sector
borrowing. '

i As inflation and money supply brought. under control it
should be possible to meet objectives with lower interest rates.

4., Financial prospects for industry depend crucially on
moderation in pay negotiations. Inte:est.rate rises should help

by confirming government's unwavering commitment to reduce monetary
growth. '

iii) defensive

1 The Industry Act forecast will be published shortly. Mean-.
while it would not be right to gilve a detailed account of the
economic outlook. However, nearly all forecasters are expecting

some fall in GDP next year. This is a cost that we must be ready
to bear if inflation is to be brought under control. [IF PRESSED

UNCLASSIIFIED
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ON THE PUBLICATION DATE: I must ask the House to be patient -
the forecast will be published soon. ]

2 Hipgher interest rates damaging to Investment, Output and

Jobs: Higher inflation wculd be much more damaging to investment,

output and employment over the longer term.

2 Monetary target too tight: Provided private sector exercises

restraint in pay bargaining, expect room within target for
necessary finance for industry. (See brief A2 on new target.)

4, Impact on liquidity: Recognise that higher interest rates
will add to burden on many companieé, and liquidity already
depleted following strikes, bad weather last winter, and recent
cost pressures. But Government no intention of financing
inflationary wage increases; companies will benefit in longer

term from reducticon in inflation.

- Two Tier Interest Rates: Thére are objections of practice

and principle to such schemesg. Financial system too sophisticated;
and vrotective for one sector would require greater restraint on
others.

2
UNCLASSIFIED:
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PROSPECTS FOR TAX CUTS
factual

i, Main tax points in Chancellor's speech to Tux Reform
Conference

— chances of economic and industrial recovery will certainly
be improved by further pruning and re-shaping of the
damaging tax structure that was inherited; but even that
important task cannot be allowed to blunt the determination

to keep borrowing down and the money supply under control

-~ certainly hope to be ablc in. the years ahead to make
further cuts in the basic rate of income tax

- also want to bring further relief to those at the bottom

of the income tax scale, by raising the thresholds
- and to make improvements in company taxation
-~ but must have regard to the constraints imposed by the

combination of low growth and in-built public spending.

ii. Chancellor's intentions for the next (and subsequent)
Budgets

We recommend against being drawn into any discussion of
prospects for tax adjustments in 1980 and the medium term,
or of timing and form of specific tax changes that might be
introduced. Budget fiscal policy will have to be consistent
with the overriding need to contain monetary growth.

iii. Tax reductions expensive - for example:

-~ 1p off basic rate: over £500m (full year)
- £100 on basic personal allowances: over £700m (full year)

positive

i. Much already achieved.

- 3p off basic rate. Allowances increased by double the amount

needed to keep up with inflation., Substantial cuts in
higher rates - threshold up from £8,000 to £10,000, 60%
maximum on earned income., Aim has been to improve
incentives, reward hard work, responsibility and success. Direcc
tax reduced by £4,300m in full year.
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ii. Long-term objectives unchanggd

Budget cuts in income tax only a first step. Objective
remains 25% basic rate and to raise thresholds as high as
possible. Need for a simpler and less oppressive system

of capital taxation.

iii) defensive

i. Burden of tax to be increased in next Budget?

Determined to cut burden of income tax further. Too early
to be specific about scope for ahtipn. Tax Reform speech
said: "No Chancellor at this time could encourage over-

generous expectations."

ii. Thresholds?

As outlined in Tax Reform speech, there is a strong case
~ for raising thresholds - best way of widening gap between
those in and those out of work and improving incentive tec

work.

iii. 1977 Finance Act indexation?

‘Action on thresholds will nuturally be a major priority.
[Recommend - avoid specific commitment to raise thresholds
in line with 1979 price inflation (ie 17% plus). ]

iv. Specific duties

To be considered in usual way in framing Budget.

v. VAT

No intention of going buck on commitment not to raise 15%
rate ceiling.

vi. Why consider cuts in capital taxes, when no more being
done on income Lux?

Income tax was given priority this year - bulk of the benefit
went to helping those liable at basic or reduced rate. Right

to review capital taxes as the sccond stage.

vii., Reliefs/exemptions/mortgage interest relief ceilings etc

Will all be considered in usual way in framing Budget judgement.,

No question of withdrawing mortgage interest relief.

2
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H PUBLIC EXPENDITURE WHITE PAPER ON THE LATER YEARS *
1)y Faetuzl

(a) Date of publication

It has been the general practice recently to publish a White
Paper in January giving details of public expenditure plans for

a five year period. In the Press Conference held on publication
of Cmnd 7746 on 1 November Treasury lMinisteis said that a White
Paper on the years to 198%-84 would be published ataround "the
turn of the year". In his statement to thé House the Chief
Secretary said simply that plans for later years would appear in
a "subsequent" White Paper. The intention to publish in January,
or indeed whether to publish at all, is being.reviewed by Treasury
Ministers. Therefore for the moment as little as possible should
be said publicly about the publication date: neither to give a
stronger commitment on January nor to give rise to speculation
about delay cr cancellation.

~(b) Economic content

Treasury Ministers warned at the Press Conference on 1 November -
that the White Paper on the later years night not contain all the
detailed "futurology" that was in recent White Papers. Treasury
Ministers are reviewing the economic content of the next White
Paper. Therefore little should be said, neither to imply that
there will be a detailed forecast of revenue etc nor to suggest
that decisions on expenditure are proving difficult for Cabinet
to reach.

ii) defensive

By presenting Cmnd 7746 on public expenditure for 1980-81 the
Government has already provided a basis for planning for next

year. DPlans for later years will be anncdunced later. [IF PRESSED
ON PRECISE PUBLICATION DATE: There is nothing to add at this stage
to what the Chief Secretary said in his statement to the House on
Cmnd 7746.] [IF PRESSED CN ECONOMIC CONTENT: We shall be consider-
ing the details of the next White Paper in due course.]
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poaitive

Spending plans for the years after 1980-81 will be announced

later. Public expenditure in the years ahead will be consistent
with the observance of monetary targets. As.the Prime Minister
has said, we must try to get public expenditure down as a propor-
tion of national income. We cannot go on spending money which
the nation does not earn.

CONI'IDENTTIAL
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dJd MEDIUM TERM FINANCIAL PLAN

i) factual

The Chancellor has s&aid in the House that he is considerin:g
whether there would be advantage in adoptinz and publishing.
a medium term financial plan, Such a plan would contain
specific medium term commitments on. the progressive reduction
of the rate of growth of the money supply. It could also
contain supporting data, such as revenue and expenditure
projections.

ii) defecnsive

A medium term financial plan could be helpful in further
demonstrating that the government is absolutely determined
to control inflation. But, as the Chancellor said in the
House on 8 November, this is not the only arzument to be
taken into account. 1t would not be right to rush a
decision on this important matter.

iii) positive
The government has already given a firm commitment to
reduction of the rate of growth of the money supply. The
announcement of a tight monetary target for next year and
the measures adopted to help meet it are further moves in
discharging that commitment. The Government will remain
ready to adopt whatever measures prove necessary to
secure obhservance of the monetary target.
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K EXCHANGE CONTROL AND THE IMONETARY POSITION

i) factual/nositive

1 Abolition of controls removed an artificial distortion of
capital markets which discriminated against private investment
nverseas.

2. Domestic monetary implications complex, and have been
somewhat overplayed. An outflow from the UK private sector
would put downward pressure on money supply whereas our present
problem is excegssive monetary growth.

B Net effect likely to be spread over months or even years.
Net effect this year likely to be small, and could go eiher way.

ii) defensive

Tox Detailed effects: Contractionary impact as private sector

seeks investment opportunities abroad. But offset if bank
borrowing increased to finance overseas investment or repayment
of forelgn currency debt; and foreign assets may be purchased
at expense of gilts. Net impact will also depend on size and
nature of offsetting inflows.

25 Domestic economy exposed: Abolition does mean we are more

sensitive to developments overseas. But recent increases in
overseas interest rates, especially in US, have been so dramatic
that a UK response would have been necessary regardless.

3. Domestic Monetary Control: Abolition weakens SSD scheme

(see separate brief). But as always the key things are an
appropriate fiscal ‘policy and the right level of interest rates.
We remain determined to get these fundamentals right and our
ability to do so not significantly affected by abolition. Higher
sterling interest rates bite on demand for sterling credit
whatever its source.

UNCLASSIFIED
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FEFEFFFFA

PSBR IN 1979-80

You asked for a note on the PSBR. The position has not changed
materially over the past week. We still expect - subject to a

margin of error which may exceed £1 bn - a PSBR this financial year
of about £9 bn. This takes account of a small contribution from

the reduction in the contingency reserve, and extra forward oil sales.

s The attached note, which it may be convenient to add to the
background briefing, explains why the estimate of the PSBR this year
has been revised upwards. For public use, the £400 m loss of PO
revenue (caused by the billing dispute) is the main identifiable
factor; one of the other main factors is a forecast higher level of
borrowing by local authorities: this mainly reflects lower receipts
rather than any failure of public expenditure control.

hee

H P EVANS
SDh1
15 November 1979

CONFIDENTTAT
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THE PSBR IN 1979-80

In the June budget, the PSBR forecast for 1979-80 was put at
£8.% bn. In the Statement of 15 November the PSBR this year is
estimated at £9 bn.

2 Accurate estimates of the 1979-80 PSBR will not be available
until May. 1980: until then, estimates are subject to an uncomfortably
wide margin of error.

3. The main factors accounting for the higher PSBR this year are:
(i) Extra borrowing by nationalised industries, above all
by the Post Office: the dispute which delayed the sending
out of bills is estimated, very roughly, to cost the PO
£400m (at current prices) in this financial year - none of
which was allowed for in the budget forecast.

(ii) Extra borrowing by local authorities. Partly because of
higher borrowing to end September than had been expected,
partly because of downward revisions to the forecasts of
local authority revenues (including rates), we now think
that LA borrowing will be £500m or so higher this year

than expected at the time of the budget. We have not changed
significantly our forecast of local authority expenditure:
at constant prices their current expenditure on goods and
services may be slightly lower than the level allowed for

in the RSG settlement (but rather above the level implied
by Mr Heseltine's optimistic target of a 3% cut in
expenditure below the RSG settlement level).

(iii) A large number of minor revisions, many of them

of fsetting. These include higher interest rates and so
higher debt interest payments by central government.

4, Our best estimate of the PSBR in the first half of 1979-80

(ie the April-September period) is about £64 bn, with £2% bn in the
second half of the year. The first half of the year was inflated
by the effects of the PO dispute; the second half of the year will
benefit from asset sales, partial recovery of the PO position, and
the full effect of the budget increase in VAT.

CONFIDENTIAL
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EFFECT OF THE MEASURES ON PRICES

Factual

1. None of the measures in the statement will have a direct
effect on retail prices. However if the increase in MLR prompts
a further increase in mortgage interest rates, each 1% of such
an increase would cause about a %% increase in the RPI.
Additionally industrial costs will rise as a result of higher
costs of borrowing, but how far the increase will be passed on

in prices will depend on market conditions.

Defensive

2. None of the measures I have announced will have a direct
effect on prices but higher interest rates will work through

into industrial costs if they have to be maintained for long.

Positive g
- ,7 mCes

3. There are no direct effects on #naflation. And the key point
is that action to restrain monetary growth is vital if we are to

strike at the roots of the inflation problem.

5. 1- 74
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Sir K Couzens

Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr
Mr

STATEMENT

I attach a redraft prepared in the light of
this morning. With the exception of the £l

for the Post Office arrears in billing, all

Littler
Unwin
Bridgeman
Middleton
Monck
Davies
Mower
Folger
Williams
Cardona

your comments
billion figure

figures are,

as far as we know, correct, subject to any final comments,

which should be submitted to Mr Unwin.

N

ADAM RIDLEY

15th November 197G
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With the permission of the House, Mr Speaker,

I should like to make a statement on monetary policy.

2 The figures for October, just published, show that
EM3 grew by 2 per cent in that banking month. The
growth since mid-June, the beginning of the target
period, has been equivalent to just over 14 per cent

a year. Although the figure for banking October was
erratically high, it is clear that the underlying
growth of £M?% is still significantly above the target

of T-11 per cent.

B There have been two principal causes of this
excess: a higher than expected Public Sector
Borrowing Requirement in the first half of the year

and the persistently high level of bank lending.

., Because of the timing of the Budget measures -

in particular receipts from VAT and reductions in
public spending - the PSBR was always expected to

be higher in the first half of the year than in the
second. In the event, the PSBR in the first half year
has been further increases by strikes and other
industrial action,which have delayed the collection

of VAT and telephone bills. At the peak arrears on

telephone bills are expected to reach[£l]billion.

! 5. A large part

SECRET
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5s A large part of these arrears will be made

good in the second half-year. Even so, the best

_ oAl
estimate which now be made of,the PSBR for the

AR 0~¢Qh-h£&{45%mw

year as a whole/is that it would be about £9 billion,

compared with the £8.3 billion Budget estimate.

6. The montly growth of bank lending has averaged
about £700 million over the last quarter. Although
the timing is difficult to predict, its growth can
be expected to fall in due course because of the

likely decline in the level of economic activity.

Ta Nevertheless it is necessary to take action
now to bring the growth of the money supply within
the target range. The Bank of England accordingly
announced this morning with my approval that

Minimum Lending Rate would be increased to 17 per cent.

8. This goes beyond the rise in market interest rates
at home and demonstrates the Government's determination
to act with the firmness foreshadowed by my

Rt. Hon. Friend the Prime Minister earlier this week.
The recent increase in our interest rates reflects

the general increase in interest rates overseas.

-

In the USA prime rates have risen from 11} to 15

sincethe summer.

/ 9. In addition
SECRET
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9. In addition to sales of gilts, we intend

to secure further funding of the PSBR through
National Savings. The limit on holdings of the
index-linked National Savings Certificates

Retirement Issue will be increased next month

from £700 to £1,200. A new ordinary National

Savings Certificate wiil be introduced early

next year. The Interest Rates on National Savings
Bank Investment Account will be raised to 15 per cent

from lst January next.

10. Although much of the increase in the estimate

of this year's PSBR is due to the timing of receipts,
further action is required to bring the PSBR down. As
an'additioggﬁrggggﬁfewfoiga%%mgg-E%Eeto make

a payment on account of Petroleum Revenue Tax at

the time when they make their returns. This will
‘have the effect of advqncing the due date for
collection by 2 months and will bring the arrangements
for PRT into line with those for collecting royalties.

We shall thus ensure that PRT reaches the Exchequer

with the minimum of delay, when oil prices are rising.

11. The Bill to achieve this will be introduced
"shortly. It will reduce this year's PSBR by
£700 million and thus bring the estimated level

back to the original Budget figure of £8.3 billion.

/ As a result

SECRET
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As a result of this measure, next year's PSBR will
also be reduced by $£300 million. And telephone
bills not paid this year will reduce it'by about

a further $400 million.

12, I set in hand some months ago a review of
methods of controlling the growth of the money supply.
The main instruments must continue to be our public
expenditure and tax policies, which together determine
both the size and the composition of the PSBR, and
interest rate policies. Recently the Supplementary
Special Deposits scheme, or corset, has also played

a part in monetary control. I am well aware of the
limitations of this scheme and do not believe that

it has a permanent role to play. Nevertheless,

the Governor and I have agreed that it is right

that it should continue for a further six months.

The Bank announced the arrangements this morning.

15, In the future, other techniques, including
one of the variants of monetary base control,

could play a useful role, without have the
disadvantages of the SSD scheme. The Bank and
Treasury will therefore shortly issue a discussion -
paper for consultation. I must, however, stress
that no such scheme can replace the right fiscal
and interest rate policies. Indeed, one of the

possible advantages would be to improve the

/ response of

SECRET
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response of interest rates to monetary conditions.

14, Finally, I an extending the period covered by
the present target range for IM3 of 7 to 1l per cent
per annum. That target at present applies to the
10 months from mid-June 1979 to mid-April 1980.

" It will now cover the 16 months from mid-June to
mid-October 1980. The effect will be to avoid
building into the target for the new period the excess
growth of the money supply in the recent past, while
allowing a reasonable period in which to offset

that excess.

15. Mr Speaker, the restoration of the economy

depends above all on mastering inflation. This can

only be done if we bring the money supply'under

firm control, progressively reduce its rate of

. growth over the years, and maintain the most rigorous
restraint on public spending. There may still

appear to be easier alternatives to the policies

we are pursuing, but none of them would be

responsible and none of them would be sustainable.

That is why I have taken action today which demonstrates

the Government's total and continuing commitment.

SECRET
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FEERFEEA

STATEMENT: CONSUMER CREDIT

The Financial Secretarﬁ has suggested that the defensive briefing
available on consumer credit should be expanded (there are short
references in brief A4). I offer the following additional
guidance to meet suggestions that the Chancellor should have
increased HP controls or otherwise acted to reduce lending to
persons.

1) Direct controls over banks' lending would increase distortions.
It would not be very effective; there would be an incentive to
channel business outside the control. This would in turn be
difficult to monitor and tend to damage the financial system
(compare impact of direct ceilings in 1960s which contributed to
growth of 'fringe banks'). '

2) Bank lending to persons is a relatively small part of total.

. repaeses b adutwa ces
(About 12% of outstanding bank advances, to persons, other than for
house purchase. If only the clearers are considered, the total

rises only to 16%.) Tlecq bt

o

@keéhadﬁa'[figures include bank lending to persons via credit card
companies and a large part of lending for HP, etc via Finance Houses
and other credit granters. C.Ca. alco fmfm&) i

(}du&hﬂz u#umihn)
3) HP controls currently apply only to a limited range offgoods

(mainly cars, but also domestic electrical goods). To tighten the
controls would probably have some effect in relation to the
particular goods involved. But this(ﬁgrticulﬁzgijwould be
discriminatory and could be[gghaging for some of the industries
concerned,
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4) HP controls also discriminate between different forms of credit. .
There 1s a variety of ways that consumers can obtain credit
(overdrafts, personal loans, credit cards, option accounts, charge
cards, etc) and any tightening could be evatled. Moreover it would
be more easily evaded by those with access to other forms of

credit; ie it would.be discriminatory as between persons.

5) Money advanced on credit cards.is within total of bank lending
to persons. Repayment requirements gould be tightened, but it
would be difficult to justify singling out this one form of
(relatively expensive) personal credit.,

6) Bank's guidance to banks on the direction of their lending
remains in force.

To summarise: restrictions on credit to consumers would be
discriminatory, have undesirable side effects and, because

consumer credit is a small part of the total, do little alone
to bring bank lending and money supply growth under control.

Instead the increase in interest rates will bite equally on all
forms of credit.

h;)\){ganhAuux_ﬂ?
M L WILLIAMS
15 November 1979
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PSBR 1979-80 : GOVERNMENT EXPENDITURE

As an addendum to today's briefing the following summarises public
expenditure aspects of the PSBR excess this year.

Es Central government expenditure’at around £5% billion, is now
expected to be over £F billion higher than at Budget time.

Da Cash limited expenditure is generally on course. On cash limits
other than the RSG an underspend of about £300 million is expected, the
same as at Budget time.

——-"“’Ft\\
4, The/ cost of the Clegg comparability awards (for which the RSG and
other cakh limits were incredsed) is however now A higher than at
Budget time,™d rgasiag”fétal expenditure.

B Some excess i1is to be expected on expenditure not subject to cash
limits; on housing subsidies, export credit and other interest support

costs which will be affected by higher interest rates.

Public corporations

G The main element in the higher borrowing in the first half year
by public corporations was caused by the delay in issuing telephone
bills (probably around £1 billion).

Local’gﬁgﬂgrities ﬁhﬂh%‘“‘*a\

s \%;;?l authority borrowing )is now forecast £500 million higher than
e

expect at Budget time. This is mainly a downward revision of forecast

receipts (rates, rents etc). The forecast of expenditure (volume) is

little changed since Budget time, i.e. current expenditure slightly

below the level in the November 1978 RSG settlement, not as much below

as Mr Heseltine asked for, but what we regarded as realistic at

Budget time.,

A K RAWLINSON
15 NOVEMBER 1979
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PRINCIPAL PRIVATE SECRETARY cc Mr Riley |

SUPFLEMENTARY FIGUR=S FOR NO. 10

I attach the additional information on the PSBR, gilt sales
and MLR changes requested by No. 10

i S W

P SHERIDAN
15 November 1979



PSBR

Financial years

1974/75
1975/76
1976/77
1977/78
1978/79

Total net gilt sales by sector

Total
1974/75 2177
1975/76 4159
1976/77 6290
1977/78 6684
1978/79 6256

Gilt sales to non banks 1979/80

banking lMay -
banking Octob
inclusive

er

£m

unad justed

74,949
10,588
8,500
i v
9,251

non bank
private
sector

2290
5860
5785
4907
6203

seasonally
adjusted
7628
10513
8886
5497
9409
£m
banking
sector overseas
= -38
556 =55
145 %26
961 816
-84 21

£5’92‘? Me



MLR CHANGES
1974
April 5
11
May 24
Sept 20
1975
Jan 472
24
Feb 7
14
Mar 7
21
April 18
May 2
dJuly 25
Ot %
Nowv 14
Nov 28
Dec 24
1976
Jan 5
16
23
20
Feb 6
27
Mar o
April 235
May 21
Sept 10
Cet 7
Nov 19
Dec 17
24
1977
Jan 7
g
28
Feb 5
Mar 10
18
1
April 7
P 15
22
29
May 1%
Aug 5
12
Sep 9
16
Oct "/
14
Nov 25

124
12

11%
113

114
102

14
154
124
12
11
10%

1

O
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%

1978
Jan 6 6%
April 11 %
May 5 8%
May 12 9
June 8 10
Nov 9 123
1979
Feb 8 14
Mar 1 1%
April 5 12
June 12 14

average lMLR calendar years

1974
1975
1976
19¥7
1978

11.94
10.79

11.77
8.45
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SECRET AND PERGONAL

UNTIL 4 pm 15 NOVEMBER,
THEN UNCLASSIFIED

RECENT MONETARY DEVELOPMENTS

factual

1. &M% grew by 2% in banking October (figures published 2.30
pm today). Bank lending was main expansionary factor (increased
by £14 billion).

2. In four months since mid-June, &M% grown at annual rate of
just over 14% (14.2%), ie above 7-11% target range. If allowance
made for take-up of acceptancesoutside banking sector, underlying
growth somewhat higher.

3. Details of recent developments in Annex. /

positive
1. Latest figures suggest taking longer than hoped to bring down

money supply growth from rate inherited but Government determined
to bring back within target range.

2 Excess growth largely due to sustained rapid growth of bank
lending and high PSBR in first half of year.

3 Can expect some slowing in £l11% growth. Budget measures
reducing the PSBR will take effect in second half of the year.
Further reduction from bringing forward PRT due date. Bank lending
growth should moderate with lower activity, and interest rate
increases.

defensive

P Banking October:

(1) Banking October figures swollen by a number of distor-
tions to normal financial flows.

(ii) CGBR in banking October affected by timing of receipts
from higher rate of VAT; expected low £I1% growth meant no
receipts from part paid gilts were planned.

(1iii) High demand for credit in banking October following
small rise in banking September. ©Special factors operating
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other way and tending to increase lending in October, eg
also

ending of engineering strike;/impact of tax rebates on

companies' cash flow.

(iv) Outflows from non-bank private sector, as in other
recent months. Probably associated with exchange control
relaxations.

(v) M1 growth substantial (3.4%) but rise in interest
bearing sight deposits accounted for much of it; possibly
associlated with funds awaiting longer term investment.

2. Government borrowing: Has been running at high level; impact

on receipts of Budget tax rebates in large part taken effect. But
in second half of year expect asset sales, receipts from higher
rate of VAT, partial recovery by Post Office of arrears, and
benefit of bringing forward PRT due date.

3. Bank lending: Remained strong since beginning of year
(increased about £700 million in Iast % months). Affected in
some months by special factors, but expect increases to moderate

not least as a result of higher interest rates and lower activity.
But timing difficult to predict.

4, Acceptances: Recognise underlying growth in bank-type credit

understated by published figures. Substantial take-up of acceptances
outside banking sector (£1.1bn in last 5 months). A side effect

of SSD scheme (see separate brief). Action to prevent leakage

would be counterproductive - force credit into more damaging and
hidden channels.

5. Debt sales: Substantial sales until recent weeks. Sales
affected by market uncertainties but also lack of part payments
in anticipation of low £M3 growth and substantial redemptions and

buying in of next maturities.

& Exchange control abolition: Net effect on monetary growth
difficult to assess but likely to be small this year (see separate
brief).




Al ANNEX

RECELT LONETARY DEVELCHMIERTS 6 5
1. Ionetary Growth b
seasonelly adjusted
Banking banking July -
October Banking October
(4 months)
CGBR 0.94 %65

Purchases of central
government debt by non bank

private sector (increase:-) +0.04 -2.02
Other public sector -0.62 -0.18
Sterling bank lending to:
private sector 1.24 2.48
overseas =0.03% 0.05
DCE 1.57 3.98
External and foreign currency
finance adjustment -0.40 -1.28
Net non deposit
liabilities etc. =0.09 . =0.%1
£11% 108 2429
% 20 4.5

II. Cumulative £M3 growth (at an annual rate in target_period)

banking months %

Target August September October

7-11%

(annual rate) 11.5 10.% (B

I1T. Bank lending and acceptances £b

n

July August September October

Bank lending 0.4 0% 0.2 N2

Acceptances G 0.3 0.2 5

Total 0.5 1.0 0.4 1.4

Average bank lending last 6 months last % months

to private sector, adjusted £900m £920m

for bill leak
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£2 MONETARY TARGET §;

Factual

i 1 Objective remains to keep firm monetary control with
progressive reduction of target range.

2. Present target period extended: £M3 target now 7-11% (at

annual rate) to apply from mid June 1979 to mid October 1980
(16 months).

3. Growth of 7-11% for whole period implies sybstantial
deceleration over next 12 months.

4, Target to be rolled forward again in Spring.
Positive

1. Keeping £M3 growth within target vital to improving inflation
and prospect for revitalisation of industry.

2. Keeping same base avoids building-in recent excess growth
(ie avoids 'base drift': to rebase on October 1979 would be less
restrictive since £M% growth to mid October above target range).

s Target allows us to offset recent rapid growth over reasonable

period. Growth at middle of range (9%) over whole 16 months implies
7.n% mid October 1979 - mid October 1980.

4, Provided private sector exercises restraint in pay bargaining,
expect room within target for necessary finance for industry.

Defensive

" Lower target: To reduce target now would ?e unnecgssa?ily
restrictive; new target implies sharp deceleration. Still intend
to reduce target in longer term.

2. Higher target: To be less restrictive would be contrary to
commitment to progressive deceleration of monetary grgwth. An
increase in inflation would be much more damaging to investment
and growth.

3. Turnaround excessive: Much sharper switch achieved in 1976-7701

[EME growth in 6 months to mid November 1976 was 15% at an annual
rate; in following 6 months just 1%/.

4, Medium term targets: Chancellor considering whether to formulate
more precisely longer term objectives (see separate brief on medium
term financial plans).

5. Too complicated: No, simply applies to longer period.
Necessary to avoid base drift.

6. Other aggregates: We monitor and take account of movements in
other measures of money supply and liquidity. Additional targets
would overconstrain the system. &£M3 has a number of advantages as
a target and is well understood by markets.

7. Exchange control makes ﬂ"[a less relevant: Not Decessari]-Y-n but
will monitor developments and reconsider appropriate definitions if

and when necessary.
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INTEREST RATES (including implications for building societies)

factual

" Bank announced at 12.3%0 today increase in MLR by 3% to 17%
from today.

= Bank statement also gave details of roll forward of SSD
scheme and foreshadowed statement this afternoon (see separate

briefs).

B Recent interest rates developments in Annex.

positive

4 - Increase confirms rises in market rates that have already
taken place (in response to domestic monetary situation and rise
in rates overseas), and shows Government's determination to bring

money supply under control.

s High nominal rates of interest essential, given present rate

of inflation, to slow demand for credit.

b 1 Increase will help bring down recent rapid growth in bank
lending. Reflects Government's determination to meet monetary

objectives.

4, Future interest rates crucially dependent on future inflation
and earnings growth. If progress in reducing inflation is slower
than expected then would not hesitate to take further fiscal or

monetary action regquired.

defensive

14 Building societies: Recent rises in market rates will

inevitably put some strain on societies. If high interest rates
continue, they will have to increase rates for both borrowers

and savers if flow of funds for housing is to be sustained. (lMoney
market rates now some %% above societies' grossed up share rate

of 12%%.) See separate brief for impact of national savings

measures.

2. Future mortgage rates: Matter for the societies. The
decisions will doubtless depend on how long higher interest rates
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last, which in turn depends on progress in restraining &M3 growth

and reducing inflation.

Be Lower rates: As factors boosting monetary growth fall away,

should be possible to see lower interest rates. Timing of fall
will depend on external and internal developments, and we will
want to be sure monetary growth is under control.

4, Still higher rates: MLR rise is sufficient to meet present

situation.

5. Exchange rate: Increase in interest rates needed on internal

grounds. Overseas interest rates also risen, therefore may be
little net impact on exchange rates. But unchecked expansion of
domestic oredit would have put pressure on exchange rate in
longer term.

6. Industry and investment: Higher interest rates may have some

impact on activity, and will add to companies' costs. But surge
in rate of inflation would be more damaging to output and employment

(see separate brief).

P High interest rates inflationary: No, high rates restrain

demand for credit and reduce monetary growth. This helps to
reduce inflation. [For reference: increase of 1% in mortgage
rate adds 2% to RPI.] -

8. U-turn: No, Government remains determined to bring money
supply under control. In time, as inflation comes down amd public
expenditure is restrained, this should be possible with lower
interest rates. 'Consistency and continuity' about policy.



INTEREST RATES:

RECENT DEVELOPREKTS

1. Sterling hates

1978

25 May
29 dJune
27 dJduly
%1 Aug
28 Sept
19 Qe
26 Oct
2 Nov

9 Nov
14 Nov

Clearing Banks' 3 month
MLR Base Kate Interbank
12 12 111%/46
14 14 147 /16
14 14 14
U 14 142 /16
4 4 w78
4 14 4
14 14 42 /4
4 1 w3/
o an 453/8
14 g 16716

5 years
1.4
g g
124
Tea
NE el
126
15.5
12.3
14.8

Z

L% Annex

Gilt Yields®

10 years
1.5
12.8
125
125
T
12.9
13.6
15
14.5

*on nearest convenient date
(for 14 November, on that day)
+ except for Nat West, at 153%

2. U.S. Rates

28 Sept
19 Cct
26 Ccet
2 DNov
9 Nov
14 Nov

% month 3 month
FEurodollar Interbank
127/8 147 /8

4’ /g 14
1513 /46 142/
1511 /16 142 /4
1511/16 157/8
15 161/16

Covered*
differential

-7/16
~2/16
i
+1/8
+ 1/16

S

20 years
12 .2
12.9
12:5
12 .4
1246
13,0
13.5
13.4
14.%

* - indicates differential against sterling
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A4 S5D SCHEME AND MONETARY CONTROL TECHNIQUES
Factual
1. SSD scheme (the 'corset') to be phased out in due course.

2. Current guideline extended to mid June 1980; allows for
further growth of 1% per month in banks' interest bearing eligible
liabilities (IBELs). Details announced in Bank press release

at 12.30 pm.

3. Bank and Treasury to undertake consultations with those most
concerned on monetary base schemes.

Positive

E . Whatever the control system, main methods of control must be
policies on PSBR and interest rates. M % :
substitute for this. SRSy UORR CANREL o

2. Recognise that SSD scheme has nearly outlived its usefulness,
therefore to be phased out. Inappropriate in present circumstances
to dismantle completely.

. Consultations on monetary base control to assess whether it
could help smooth monetary growth or bring about more readily
necessary interest rate changes.

b, Directional guidance remains in force: asks banks to give
priority to finance for industry and exports and, in order to
ensure they can meet priority requirements, to exercise strict
restraint on lending to persons, property companies, and for purely
financial requirements.

Defensive

1w Distortions: Recognise SSD scheme and other direct controls
encourage development of alternative channels of liquidity and
credit - SSD scheme particularly encouraged take-up of acceptances
outside bank sector. Also has damaging structural impact on
financial sector. Hence decision to phase out scheme.

2. Adjust figures: Can only estimate total impact of distortions;
preferable to remove cause.

D Other controls distort: Depends on form of control and how
they are used. No substitute for getting PSBR and interest rates

right.

4. Monetary base mow: Highly technical subject with wide ranging
institutional implications. Hence need for consultations. No?
sensible to introduce before new system fully understood and widely

accepted.

B Exchange control: Transactions abroad_potentially a fgrther
loophole of SSD scheme. But high sterling interest rates bite on
demand for sterling credit whatever its source. Ability to get
the fundamentals right not significantly affected by abolition

of exchange controls (see separate brief).

-1 -
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A4 (continued) %; !

6. Guideline still too tight: Relationship between IBELs and

£M?% very complex. Tightness depends, inter alia, on money market
developments. But guideline growth somewhat greater than targeted
£M% growth rate. Would hope that bank lending moderates sufficiently
to allow some reversal of distortions.

e Industry squeezed: Availability of finance to industry depends
on pay bargains agreed. Providing these are reasonable, room within
guidelines for necessary finance to industry.

8. Restrict personal lending: Directional guidance remains in
force. More direct controls would only increase distortions.
Lending to persons relatively small part of total.

9. Increase HP controls: HP controls have a discriminatory
impact between industries; and the net effect on credit growth
would be small.
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ADVANCING COLLECTIONS OF PRT

factual

At present PRT is normally paid four months after” the end of the
6-monthly chargeable periods. The proposal is to require, by
legislation, that companies should make their payment with the
return they already submit two months after the;énd of each
chargeable period. These payments would be received at the
beginning of March and September. Assessed tax is, and continues
to be, due at the beginning of May and November.

defensive

The proposal will bring the payments arrangements for PRT into
line with those which already operate for the collection of
royalties by the Department of Energy.

The proposal does not conflict with the assurances about stability
of the North Sea fiscal regime. There is no change in the rate
of tax,.only in the arrangements for collection.

The problem on the PSBR has arisen in large part from late payment
of telephone bills or of tax. It is appropriate to correct this
by a measure that brings forward the timing of tax collections.

[If questioned on IMPLICATIONS FOR RECENT BP SHARE SALE: This is
a general measure affecting all oil companies paying PRT. It
has no special implications for BP.]

positive

The effect of the change, which will be permanent, will be to
increase the PRT receipts in 1979-80 by £700 million and to raise
receipts for 1980-81 by £300 million. The beneficial effects

will continue so long as taxable profits from the North Sea are
on a rising trend.
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i)

IMPORTANT NOTE
THESE FIGURES
ARE NOT
PRECISE AND
THE SEASONAT
ADJUSTMENT IS
SUBJECT TO
CORRECTION
BEFORE 22
NOVEMBER

ii)

SECRET AND PERSONAL

UNTTII. 4 PM 15 NOVENBER 1979 THEN 63 .

RESTRICTED

PSBR for 1979-80

factual

The Budget forecast for the PSBR was £8% billion. The first
estimate for the first half of the financial» year will be
published on 22 November. The material is not yet complete
but the main component - the central government borrowing

frequirement has already been published. It”was about £6

billion, after allowing for seasonal factofs (the actual
figure was about £6% billion). The total PSBR in the half
year was probably close to £6% billion (seasonally adjusted)
with an actual total near &£7 billion. It was always to be
expected that the bulk of the year's PSBR would lie in the
first six months. But the latest evaluation is for a PSBR
for the year of about £9 billion before allowing for the
acceleration of PRT collection. This means about £3% billion

after taking PRT into account.

Factors pointing to an excess if some action were not taken
included the Post Office telephone billing excess. Though
bills are now going out again, recovery will not be completed
in this financial year: a net excess of about £400 million

is now expected this year. Secondly, local authorities have
been borrowing more than was expected in June; and this is-
now expected to continue.

defensive

The wide margins of error in any forecast of the PSBR are
well known, but it would have been unsafe not to heed the
evidence so far. We seemed to be heading for a figure of
abmt £9 billion.

The acceleration of PRT collection will improve the
prospective public sector cash flow by about £700 million
and so lessen the borrowing needed in the remainder of this
year.
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The PSBR for the current year is now estimated at about
£33+ billion.

The improvements to the terms of Nation31“Savings will help

to finance the PSBR in a non-inflationary way.

P

iii) positive
The extra receipts from the change in the PRT cpllection
arrangements will help to ensure that the PEBR for the year
as a whole is in line with the Budget forecast of £8%
billion. We have demonstrated therefore our determination
to take steps to keep borrowing under control.



UNTIL 4 PM 15 NOVEMBER 1979 THER fE;T
COIFIDENTIAL ‘

E PSBR AND PUBLIC EXPENDITURE FOR 19830-81

i) factual

Government expenditure plans for 1980-81 were given in Cmnd
7746 on 1 November. They provide for stabiYisation of the
volume of public expenditure at the 1979-80 level.

r

Treasury Ministers will not wish to say anjthing which rules
out categorically a possible further review of 1980-81 spending
plans, in time for the Budget say.

It is intended to publish a forecast figure for the 1980-81
PSBR in the Industry Act forecast to be published in the
next ten days or so.

The propbsal to accelerate collection of PRT will itself
benefit the PSBR to the tune of some £300 million next year.

ii) defensive

As indicated by the statement today the Government will be
ready to adjust the fiscal balance as necessary to help
secure observance of the monetary targets. We will be
considering the PSBR for 1980-81 on this basis.

Apart from relatively minor adjustments, such as further
savings as a consequence of the Lord President's exercise
on Civil Service staff costs, there are no plans at present

ll

for further reductions in planned public spending.

A final view on the PSBR and fiscal plans for 1980-81 will
be taken in next spring's Budget.

iii) positive
The 1980 Budget will be framed in the light of the monetary
targets, which are of paramount importance.

As the Prime Minister has said, the Government is embarking
on a sustained programme of trying to get public expenditure
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CONFIDENTIAL 66

down as a proportion of national income. We cannot go on

spending money which the nation does not earn.

A forecast figure for the 1980-81 PSBR will be given in the
Industry Act forecast to be published shortly. [IF PRESSED
ON TIMING OF PUBLICATION: I must ask the House to be patient -

L™

the forecast will be published soon.]

But decisions on the PSBR and the fiscal balance will be
taken later. 2

The proposal to accelerate collection of PﬁT will itself
ease the PSBR position for 1980-81 by about £3%00 million.
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UNCLASSTFIiLD
67
EFFECTS ON I1IIDUSTRY, GDP AND EMPLOYMENT

factual

1 Impossible to give reliable figures for impact on GDP of
recent upward trend in interest rates.

2 Interest rates not necessarily the most imp6rtant determinant
of investment; prospect for economy generally much more important.

B The Industry Act forecast will probably be ,published in the
next day or so but not by 20 November, which on one interpretation
is the deadline implied by the Act. It will take account of the
monetary package, and will contain avfigure for the 1980-81 PSBR.
A garbled story about the alleged content of the draft forecast
ap?eared in the Financial Times on 14 November. It stressed the
alleged pessimism on the outlook, especially for the path of GDP.

positive
e 11 Reduction in monetary growth and hence inflation crucial to

give the right conditions for investment and revitalisation of
industry.

2. The acceleration of PRT collections will benefit public
sector cash flow and hence reduce need for public sectér

borrowing.

3 As inflation and money supply brought. under control it
should be possible to meet objectives with lower interest rates.

4, Financial prospects for industry depend crucially on
moderation in pay negotiations. Interest rate rises should help
by confirming government's unwavering commitment to reduce monetary
growth.

defensive

Ts The Industry Act forecast will be published shortly. DMean-
while it would not be right to give a detailed account of the

economic outlook. However, nearly all forecasters are expecting
some fall in GDP next year. This 1s a cost that we must be ready
to bear if inflation is to be brought under control. [IF PRESSED

UNCLASSIFIED



ON THE PUBLICATION DATE: I must ask the House to be patient -
" the forecast will be published soon.] :

= Higher interest rates damaging to Investmént, Qutput and

Jobs: Higher inflation would be much more damaging to investment,
output and employment over the longer term.

3 Monetary target too tight: Provided private-sector exercises

restraint in pay bargaining, expect room within target for
necessary finance for industry. (See brief A2 on new target.)

4, Impact on liquidity: Recognise that higher'interest rates
will add to burden on many companies, and liquidity already
depleted following strikes, bad weather last winter, and recent
cost pressures. But Government no intention of financing

inflationary wage increases; companies will benefit in longer
term from reduction in inflation.

B Two Tier Interest Rates: There are objections of practice

and principle to such schemes. Financial system too sophisticated;
and protective for one sector would require greater restraint on
others.

2
UNCLASSIFIED
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PRGSPECTS FOR TAX CUTS

factual

i. Main tax points in Chancellor's speech to Tux Reform
Conference i :

- chances of cconomic and industrial recovery will certainly
be improved by further pruning and re-shaping of the
damaging tax structure that was inherited; but even that
important task cannot be allowed to blunt the determination

to keep borrowing down and the money supply under control

- <certainly hope to be able in the years ahead to make

further cuts in the basic rate of income tax

- also want to bring further relief to those at the bottom

of the income tax scale, by raising the thresholds
- and to make improvements in company taxation
- but must have regard to the constraints imposed by the

combination of low growth and in-built public spending.

ii. Chancellor's intentions for the next (and subsequent)
Budgets

We recommend against being drawn into any discussion of
prospects for tax adjustments in 1980 and the medium term,
or of timing and form of specific tax changes that might be
introduced. Budget fiscal policy will have to be consistent

with the overriding need to contain monetary growth.

iii. Tax reductions expensive - for example:

- 1p off basic rate: over £500m (full year) )
— £100 on basic personal allowances: over £700m (full year)

positive

i. Much already achieved.

3p off basic rate. Allowances increased by double the amount
needed to keep up with inflation. Substantial cuts in

higher rates - threshold up from £8,000 to £10,000, 60%
maximum on earned income., Aim has been to improve

incentives, reward hard work, responsibility and success. Direc
tax reduced by £4,300m in full year.
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ii. Long-term objectives unchanged

Budget cuts in income tax only a first step. Objective
remains 25% basic rate and to raise thyeéholds as high as
possible. Need for a simpler and less oppressive system

of capital taxation.

iii) defensive

i. Burden of tax to be increased in next Budget?

Determined to cut burden of income tax fdrther. Too early
to be specific about scope for action. Tax Reform speech
said: "No Chancellor at this time could encourage over-

generous expectations."

ii. Thresholds?

As outlined in Tax Reform speech, there is a strong case
for raising thresholds - best way of widening gap between
those in and those out of work and improving incentive to

work.

iii. 1977 Finance Act indexation?

Action on thresholds will naturally be a major priority.
[Recommend - avoid specific commitment to raise thresholds
in line with 1979 price inflation (ie 17% plus).]

iv. Specific duties

To be considered in usual way in framing Budget.
v. VAT

No intention of going back on commitment not to raise 15%

rate ceiling.

vi. Why consider cuts in capital taxes, when no more being
done on _income tax?

Income tax was given priority this year - bulk of the benefit
went to helping those liable at basic or reduced rate, Right

to review capital taxes as the second stage.

vii. Reliefs/exemptions/mortgage interest relief ceilings etc

Will all be considered in usual way in framing Budget judgement,

No question of withdrawing mortgage interest relief.

2
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PUBLIC EXPeNDITURE WHITE PAPER ON THE LATER YEARS

Factual

(a) Date of publication

It has been the general practice recently to publssh a White

Paper in January giving details of public expenditure plans for

a five year period. In the Press Conference held on publication
of Cmnd 7746 on 1 November Treasury Ministems said that a White
Paper on the years to 1983-84 would be publisheé at around "the
turn of the year". In his statement to the House the Chief
Secretary said simply that plans for later years would appear in

a "subsequent" White Paper. The intention to publish in January,
or indeed whether to publish at all, is being reviewed by Treasury
Ministers. Therefore for the moment as little as possible should
be said publicly about the publication date: neither to give a
stronger commitment on January nor to give rise to speculation
about delay or cancellation.

(b) Economic content

Treasury Ministers warned at the Press Conference on 1 November
that the White Paper on the later years might not contain all the
detailed "futurology" that was in recent White Papers. Treasury
Ministers are reviewing the economic content of the next White
Paper. Therefore little should be said, neither to imply that .
there will be a detailed forecast of revenue etc nor to suggest
that decisions on expenditure are proving difficult for Cabinet
to reach.

defensive

By presenting Cmnd 7746 on public expenditure for 1980-81 the
Government has already provided a basis for planning for next

year. Plans for later years will be announced later. [IF PRESSED
ON PRECISE PUBLICATION DATE: There is nothing to add at this stage
to what the Chief Secretary said in his statement to the House on
Cmnd 7746.] [IF PRESSED ON ECONOMIC CONTENT: We shall be consider-
ing the details of the next White Paper in due course.]

CONFIDENTIAL
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CONKIDENTT AL

positive

Spending plans for the years after 1980-81 will: be announced
later. DPublic expenditure in the years ahead will be consistent
with the observance of monetary targets. As the Prime Minister
has said, we must try to get public expenditure qun as a propor-
tion of national income. We cannot go on spending money which
the nation does not earn.

CONFIDENTIAL
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G MaDIUN TeRM FINANCIAL PLAN is

i) factual

The Chancellor has said in the House thak he is considering
whether there would be advantage in adopting and publishing

a medium term financial plan. Such a plan would contain
specific medium term commitments on the progressive reduction
of the rate of growth of the money supply. It could also
contain supporting data, such as revenue and expenditure

projections.

ii) defensive

A medium term financial plan could be helpful in further
demonstrating that the government is absolutely determined
to control inflation. But, as the Chancellor said in the
House on 8 November, this is not the only argument to be
taken into account. It would not be right to rush a

decision on this important matter.

iii) positive
The government has already given a firm commitment to
reduction of the rate of growth of the money supply. The
announcement of a tight monetary target for next year and
the measures adopted to help meet it are further moves in
discharging that commitment. The Government will remain
. ready to adopt whatever measures prove necessary to

secure observance of the monetary target.
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EXCHANGE CONTROL AND THE MONETARY POSITION

factual/positive

1 Abolition of controls removed an artificial distortion of
capital markets which discriminated against private investment
nverseas. : L

2 Domestic monetary implications complex, and have been
somewhat overplayed. An outflow from the UK private sector
would put downward pressure on money supply whqféas our present
problem is excessive monetary growth.

B Net effect likely to be spread over months or even years.

Net effect this year likely to be small, and could go either way.

defensive

s Detailed effects: Contractionary impact as private sector

seeks investment opportunities abroad. But offset if bank
borrowing increased to finance overseas invesﬁment or repayment
of foreign currency debt; and foreign assets may be purchased
at expense of gilts. Net impact will also depend on size and
nature of offsetting inflows.

2e Domestic economy exposed: Abolition does mean we are more

sensitive to developments overseas. But recent increases in
overseas interest rates, especially in US, have been so dramatic
that a UK response would have been necessary regardless.

Se Domestic Monetary Control: Abolition weakens SSD scheme

(see separate brief). But as always the key things are an
appropriate fiscal policy and the right level of interest rates.
We remain determined to get these fundamentals right and our
ability to do so not significantly affected by abolition. Higher
sterling interest rates bite on demand for sterling credit
whatever its source.
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PRIME MINISTER
MONETARY POLICY

Following our meeting last Friday and my minute to you of 9 Noveuber
I have been discussing further with the Governor and with officials

the proposals I shall need to announce tomorrow in the light of the

latest monetary and other developments.

2. We are faced with an exceedingly difficult situation. It is
widely known that the PSBR for this year is out of line (and, even if
we were to volunteer nothing further on this ourselves tomorrow, it
will be apparent from the PSBR figures for the first & months due to
be published next week); market rates have already moved upward in
anticipation of a significant increase in MIR; and the publication of
a revised (and very tight) monetary target for the next 12 months is
bound to create strong adverse expectations about interest rates.
This 1s especially true if it becomes thought - as it is already in
sone quarters -~ that the corset is a piece of self delusion on the
part of the authorities.

B If we are to hold confidence and create the atmosphere in which
there 1s a reasonable prospect of achieving the large gilt sales that
are needed quickly (£l.5 to £2 billion over the next 3 wonths), we
must announce proposals that do not disappoint market expectations.
This entalls - as you have recognised - an increase, unwelcome though
it is, in interest rates. Bubt it is also essential, as I think we are
both agreed, to be seen to be taking action to correct the overshoot
in this year's PSBR that is now apparent. To a substantial degree the
overshoot is due to adventitious factors (rotably the Post Office
strike and delayed VAT payments) which can and will be explained. But
~ particularly given the other bad news that the markets will have to
absorb, such as today's trade figures - I do not believe explanation
alone is enough and that we need to supplement an increase in MIR with
specific fiscal action. '
4, This is easier sald than done and the range of choice is a narrow
one. It is too late to make any significant changes in public
expenditure this year; and, although I have gone intc this in detall
with Customs and Excise, I do not think we can announce any steps to
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accelerate VAT payments which would not risk being counterproductive
(most of the big firms pay promptly already; and there would have to
be a de minimis limit that would exclude most of the little ones).

% The only major proposal that I consider feagible ig an advance-
ment of PRT receipts by 2 months into 1979-80. This would require
immediate legislation (a short Bill) and would yield an extra &£700
million or so this year and around a further £300 million next year.
Although in one sense an accounting transaction it would nevertheless
bring forward a stream of payments with continuous benefit to the PSBR
for gome years to come and would, I believe, be the only effective
response to the PSBER problems now facing us.

B In view of the ingtability of the world oil situation it would
not in itself be an attractive proposal. There could be accusations
of bad faith and perhaps even law sulits in relation to the BP issue,
although this would depend on what happens to the BP share price (EP
will pay about two-thirds of the £700m on top of their share of the
BNOC forwerd oil sales). Any row that might ensue could to some extent
offset the benesficial effects of our overall proposals. But I am
satisfied that there is no viable fiscal alternative; and I am con-
vinced that without the inclusion of a measure of this magnitude there
is a serious risk that the statement will prove inadequate and that

we should be faced with the prospect of even higher interest rates

and a further deterioration in the prospects for gilt sales and
confidence in the Government generally. The fact is that a new
situation has arisen since the BP issue and the action we must
unavoidably take is one answer to any criticisms of the kind referred
to above.

e I also propose to announce three National Savings measures
designed to produce a net inflow of some £700m in the present financial
vear. Thig will produce a valuable contribution to funding the PSBER

at a slightly lower average interest rate and help to reassure the
gilts market. The additional funding of the PSBR will come at a time
when the gilts market may be very uncertain. In the Judgement of the
Governor and wmygelf this addition will significantly increass the
chance of the package succeeding. However, much of the inflow

(perhaps a half) would be at the expense of the building societies and
consequently at the cxpense of mortgage lending early next year.

SECRET



SECRET 7 7

Their immediate reaction might be to slash any new mortgage couwnitments
for the period February to April. It could also bring forward the

date of a further mortgage rate increase. But the alternative is
iunning a greater risk that the general level of interest rates will
have to increase even further.

8. I propose, therefore, that my statement tomecrrow should in
addition to the MIR change which the Bank will have announced at
12.30 pm, include:-

(i) The PRT advancement described above;

(ii) a roll-forward of the £M3 target at the present 7-11%
target range for the 16 months from mid-June to mid-October
1980 (thus avoiding any "base drift" arising from the
excessive rate of growth in recent wmonths);

(iii) extension of the "corset" at the present rate for a
further 6 months, although announcing that it will be phased
out in due course and that there will be early consultatilons
on monetary base control;

(iv) The National Savings measures referred to above.

% I attach a draft of the statement I have in mind. As you will
see I have left open the crucial figure for the MIR increase. I fear
that the movement in warket rates has been such that 16% would no
longer be sufficient. But I think we must leave this open until
tomorrow morning. t would be fatal vo undershoot; but I shall be
reviewing the position with the Governor and with officials further
this afternoon before I see you.

10. I thought it would be helpful to set out my conclusions, and to
let you gee a draft of my statement, before our discussion this after-
noon. Among other things I should like to take your view on how we
might present the proposals to our colleagues at Cabinet tomorrow
morning when final decisions will have had To be taken.

4. H.

Geoffrey Howe

14 November 1979
SECRET
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DRAFT DSTATEMEN T, 78
r‘ir Speaker withthe permigsion of the House I would like :

to make a statement on monetary policy.

The figures for banking October, published earlier this
afternoon, show thatgrew by £1,080 million, or in
thatmonth. The rate of growth over the 4 months since
mid-June, the beginning of the present target period, has
therefore been equivalent to Jjust over Althoﬁgh a number
of factors point to the figure.for banking October being
erratically high, Just as that for the previous month was
erratically low, it is clear that the underlying growth of
is still significantly above the top of the target range

which I set, namely(?7-11%)per snnum for the 10 months from
§ &J,LS\.J L

mid-June 1979 Mmid-&me E98Qj % i
b, A

L-f‘f\l,’)’i;;,,bm
The excess has been largely due to the sustained rapid growth

of bank lending and the high PSBR in [{hé) first half of the
year. AR LAl e P o8 | N —17%
«2, con 2 PO
It had-always been expected that the wouid be higher in
the first half of the year than the second, because many of the
effects of the Budget - notably the receipts from the higher
rate of@} and reductions in public expenditure, would mainil:
affect the second half. But the waa further increased in
the first half year by the effects of industrial action,
notably on telephone bills aﬁd coll'ection. The greater pa:
WMis shorltFayg
of will be made good [;f% the second half year. But the
best estimate which can now be made for the PSBR for the year
as a whole is that it would be billion, if no action werse
taken. This compares with the estimate of £83 billion at the

time of the Budget. The Public Sector Borrowing Requirement

w ] -
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will be significently lower in the second half of the
financial year not only because of the factors originally
~envisaged but because of the partial recovery of the receipts

in the first half year. Thus monetary conditions will be

tighter on this account in the second half than in the first.
sm

coamsns oF W Tmye other main factor contributing to the high rate of
Macoral ('njk

e é/) 1‘.\,_“;-(\,‘ monetary growth has been thé gfowth of bank lending to the
g [ L private sector. This has fluctuated markedly from month to

"2’:] month but over the last 3 months has averaged about £700 millic
L46 gant
(\iAPY-M; o€ a month., This level can be expected to fell in due course
: ﬁumj }m‘:i. from the changes in interest rates earlier in the year [_—and
fhere e 00 d, with the decline in the level of economic activity_/, although
NN NS (o . ) .
ek o its timing is difficult to predict.

Government consider that it is necessary to take action now
in order to bring the growth of the money supply back within
the target range. Accordingly, we will be seeking to °

& g ngly, (in p,%%a_omke frasint:
reduce the PSER by bringing forward by / 2_/ months Lthe due

date for payment of petroleum revenue tax. The Bill to

-~

_ ' achieve this will be introduced shortly. This change will
| | yield £700 million this year, and a further £300 million
next. Next year's PSBR will also benefit from some

(, Ke 14 £400 million of telephone bills not collected this year.
s - }

3
{ }s z - The Bank of England announced this morning, with my approval,

that Minimum Yending Rate would be increased to / 17% /. This

! . .
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both confirms the recent rise in market interest rates which
have been generated by reactions both to the domestic monetary
situation, and to.the general rise in interest rates in other
countries, notably the United States and showé the Government's
determination to act in the way which my r.h.f. the Prime
Minister foreshadowed on lMonday.

In addition to operations in the markets, we will be taking
steps to secure a further funding of the PSBR through National
Savings. The limit on holdings of the National Savings
Certificates Retirement Issue -~ the Granny Bonds - will be
increased next month from £700 to £1,200. A new ordinary
National Savings Certificate will be introduced early next year
The Interest Rate on National Savings Bank Investment Account
will be raised to 1l44% from 1 January next.

The Government have been reviewing the methods which are
availeble to the authorities for controlling the growth of

the money supply. The main methods must continue to be

the policies on public expenditure and tax, which together
determine both the size and the composition of the PSBR, and
interest rate policies, both at the short end and in the gilts
market. However, successive governments have supported these

methods by somwe more direct method of control of the banking

--gystem such as the éeilings on lending used in the 1960s or

the supplementary special deposits scheme, usually referred
te as the corset, which has been applied at various times since

December 1973, The efficacy of the B8SD scheme has diminished

- B
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over time with the development of alternative channels of
liquidity and credit outside the control, and it has nearly

outlived its usefulness.

It would be inappropriate in present circumstances to
dismantle the scheme completely. I have therefore agreed with
The Governor that the scheme should be phased out over a
period rather than brought to em abrupt end: the

Bank of England announced, with my approvael, this morning the

basis on which it would be extended for a further 6 months.

It is possible that other techniques of contrecl, possibly one
of .the variants of monetary base control, might have a useful
role to play in the future, without having the disadvantages
of the S5SD scheme. The Bank and Treasury will accordingly
shortly be starting technical consultations on the basis

of a discussion paper with those most concerned to establish
whether such a scheme is technically feasible, and whether

it would have the desired effects of either smoothing the
growth of the money supply, or of bringing about more readily
the interest rate changes which may be necessary for moretary
control. But I must stress to the House that any such scheme
of monetary base control is not a substitute for the
appropriate fiscal policy and interest rates: indeed one of
the possible advantages is that they imﬁrove the response of

interest rates to changes in monetary conditions.

Finally I intend to extend by 6 montks, to mid-October next
year, the period for which the present target renge of 7-11%

i Bl e
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per annum for the rate of growth of £M3. That target at
present applies to the 10 months from mid-June to mid-April
next,and it will now apply to the 16 months from mid-June

to mid-October. I am extending it in this way, because to
adopt the more normal procedure of setting the target for the
12 months from mid-October this year to mid-October next
year would in?olve building into the new target the excess
growth of the money supply in the recent past. It would be
totally at variance with this Government's philosophy of
controlling the money supply té allow that, and to do what the
experts call "base drift". Iﬁstead, we are allowing a
reasonable.period over which we can offset the more rapid

growth which has already taken place.

Mr Speaker, this Government is committed to bringing the
money supply under control, and thereafter to reduce
progressively the rate of monetary growth over the years.
The measures which I have announced today show that we
are ready to take the action which appears necessary to

achieve that objective.
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b I am not satisfied that the present arrangeménts for
collecting petroleum revenue tax are entirely satisfactory
as regards the speed with which this tax, as distinct from
royalties, reaches the Exchequer. This is not a criticism
of the o0il industry bﬁt, rather, of the tax collection rules
themselves in the 0il Taxation Act 1975. The House will
appreciate that very large sums are involved and that we
must ensure that PRT reaches the Exchequer.with the minimum
delay consistent with collection arrangements that are workable
in practice. I therefore intend to bring before the House a
short Bill, before the recess, containing the Government's

proposals for changing the present PRT collection rules.

% Fur;her details are given in a Press Notice being issued
by the Board of Inland Revenue.

SECRET
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THURSDAY ANNOUNCEMENTS

For discussion at your meeting tomorrow morning I attach the following
further papers:-

o3
Man b lhecn

e (g 2)

e
ey

2.

Flag A: A note by PE on the PRT and other oil sale/disposal
proposals (£100 m extra BNOC forward oil sales and sale to BP

of Wytch field); amst a /fu.fﬂu( ot OF (M. Barrair) on I
MCH-MJM ’W&‘wg') A o0 AR P(M‘ww ,‘.m_,

Flag B: A note by Customs on the possibilities of accelerating
VAT payments by charging interest on deferred payments;

Flag C: A note by HF on National Savings and the implications
for the building societies;

Flag D: A draft statement which assumes that the PRT
proposal goes ahead.

I suggest that it might be helpful to tackle the main questions

in the following sequence:-

(1) PRT: Are the disadvantages of advancing payments
(legal risks ete, implications for BP, narrowing of options
for 1980-81, etc) outweighed by the risks to confidence
(and therefore prospects of adequate gilt sales) of not
including a substantial fiscal component in the package?
The markets have so far reacted favourably in anticipation

SECRET & PERSONAL
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of Thursday's statement (assumed at least to increase MR
and announce the roll-forward). But there is further bad
news (PSBR and trade figures) not yet discounted and which
the announcement must take account of.

(2) If the PRT proposal is ruled out, what further action
needs to be taken to reassure the markets? The other "fiscal®
components mentioned below would certainly not in themselves
be enough. One possibility would be to announce now tough
measures in next Spring's Budget in the hope that this,
although not directly affecting this year's PSBR, would hold
confidence until the Budget. The only alternative to this may
prove to be to increase MIR by more than at present proposed.

(3) Timing of VAT etc payments: Do the arguments in the
Customs note rule this out entirely? A separate possibility -
which Inland Revenue have accepted - is to increase the
interest rate (nmow 9%) on those taxes for which there is a due
date for payment. If this is done, we need to decide the new
rate and form of the announcement.

(4) National Savings: Are Ministers prepared to secure about
2% reduction in the money supply, and so reduce risgk of further
general interest rate increase, by extra National Savings
sales? These would affect flow of funds to housing market

in New Year and possibly hasten timing of further mortgage

rate increase. If so, when should Mr Heseltine be informed?

(5) Gilts: Decisions will need to be taken on new gilt
issues before the end of the week. HF and the Bank will
advise orally in the light of the latest market developments.

(6) Statement: In the light of discussion of the above, any
revisions to the draft statement?

You will need to clear your lines with the Prime Minister as

quickly as possible. You will be seeing her on Thursday morning but
there would be advantage in reaching decisions before then if this is
at all possible - ie at a meeting with the Prime Minister later

SECRET & PERSONAL
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tomorrow. We should aim, therefore, to prepare a minute for you to
send to the Prime Minister, together with a revised draft statement,
as soon as possible after tomorrow morning's discussion. Awmong the
matters you will also want to clear with the Prime Minister is how
you should present your proposals at Cabinet on Thursday morning (and
a fortiori how Mr Heseltine should be handled in relation to the
implications of the proposals for the building societies).

S

J B UNWIN
1% November 1979

SECRET & PERSONAT
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Co Sty

PSBR 1979-80

I am writing to explain the concern which I feel at your proposals
for bringing forward some public sector reteipts from oil and gas
into this financial year from next.

First, the international oil situation is as tense and uncertain
as ever. It would make no sense for us to do anything which
would increase instability, as I believe the wrong handling of
some of your proposals would do.

Second, we cannot retain the co-operation - which I believe to
be essential -~ of the o0il companies, if we spring major decisions
on them at short notice, without preparatlon or consuluatlon.
This is particularly important in the field of tax, given all that
has been said both by them and by us about the need for a
relatively stable fiscal regime.
It follows that I should strongly urge you not to make an announ%e-
ment about the possibility of bringing forward PRT in the next
few days. If, however, you believe that such an announcement is
_ inevitable, I would urge you no less strongly that time must be
o found to give representatives of the oil industry some indication
of our proposals and chance to react to them. (If this is done
by way of a meeting, I should like Hamish Gray to be present).
{0 e Obviously, the need for consultation and careful presentation
PR P would be even greater if there were any gquestion that further
legislation for another increase in PRT might follow legislation
to advance payment.

¢ wrirt] As for forward oil sale, BNOC believe that it would be possible to
Rk secure up to £100m above the higher figure of £500m previously
u> set for the exercise without offering additional oil or reopening
' negotiations, and I can therefore offer you this amount. It is
not, however, possible to go beyond this, since the existing forward
commitments, coupled with the additional commitments to BP

'}
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resulting; from the renegotiation of the BNOC/BP sales agrecments,
have now effectively committed the whole of BNOC's available

0il in 1980. I must, however, emphasise the harm thot would be
done by any public statement that we were raising additional
money in this way. It would merely increase the instabllity

of the international oil market, as well as reviving all the
criticism which the forward oil sales have already attracted.

As you asked, I have considered again the possibility of selling
the Wytch Farm field. I confirm that, on the basis of the Law
Officers' advice as well as for other reasons, it would simply
not be possible to complete such a sale by 31 March.

po o

f »
Do

D A R Howell

CONFIDENTIAL



CONFIDENTIAL ﬁgga

CHANCELLOR OF THE EXCHEQUER ce Chief Secretary
Financial Secretary

: - T Minister of State (L)
N, Thds v P Minister of State (C)

bﬁwf1‘1ﬁ~ v»&chL% Wil Lo Sir Douglas Wass

e = Sir Fred Atkinson
Witsites, ot dioﬁﬂ ) Sir Kenneth Couzens

Sir Anthony Rawlinson

¥ Mr Barratt

Mr F Jones

Mr Littler

Mr Monck

Mr Unwin

Mr Wicks

Mr Ridley

PRT AND BP

Mr Unwin is putting up a note for discussion at your meeting tomorrow
morning about the various measures under consideration for Thursday's
statement. This minute is concerned solely with the PRT proposal, and
in particular its impliecations for BP. It does not deal with the legal
aspects arising from the BP share sale on which Mr Wicks will be
advising separately, on the assumption (which may turn out to be
unfounded) that these will not present a conclusive obstacle.

2 The PRT proposal - in effect to advance payments by two months - is
the largest item under consideration. It would bring :70C million of
1980/81 tax receipts into 1979/80. Of this total, some two thirds
would come from BP. Since BP is also going to contribute £300 million
of the £500 million forward oil sales, plus a share of any further
amount to be raised by this means, the implications for BP's cash-flow

need very careful consideration.

B Unfortunately it 1s not possible to deduce with any certainty from
BP's published figures how far they are in a position to bear this
double burden. Clearly they have made considerable paper gains from
recent o0il price rises, and some of this will in due course materialise
as cash, but a good deal of it simply represents increased value of
stocks, which is no immediate help in meeting a demand for additional
ftax payments. Their half year statement shows that they have got a lot
of cash (£500 million in the UK at mid-year) and are generating a lot.
But not all of this would be available for meeting tax bills. Almost
certainly BP would rely on additional bank borrowing for a good deal of
the necessary funds, and this would simply add to the moneyrsupply -
except insofar as the effect on the PSBR helped us to sell more gilts.

1
CONFIDENTIAL
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'y, I doubt if we can carry the analysis of BP's ability to pay much
further than this. They certainly indicated no objection to advancing
PRT at the recent lunch with the Financial Secretary, but it could be
that they were considering this as an alternative, and not as an
addition, to the forward oil sales. I do not thiunk 1t 1s worth our
trying to sound the company in advance about the effect on them: they
are virtually bound to express the strongest possible objection to this
imposition (which of course comes on top of their disappointment about
the non-sale of BNOC assets, and their supply troubles in different
parts of the world). I do think however that if this proposal is
agreed it would only be courteous to give Sir David Steel a little
advance notice of any announcement, and if you agree, I will arrange to
see him during Thursday morning to tell him in confidence the terms of

the afternoon statement insofar as it relates to PRT.

B Whether the PRT measure will be necessary can only be judged in
the context of the monetary outlook, and the alternative measures, if
any, that could be put in place at very short notice. These will be
discussed tomorrow morning. But I would particularly like to draw

your attention to two aspects apart from the direct impact on BP:

(a) the effect on the world oil situation of the example set by
the UK government taking yet another step to raid the oil

companies' profits. No doubt the PRT proposal is less damaging
in this context than the forward oil sales on which Mr Barratt is

minuting separately, but the point is still there;

(b) more importantly, to take this step now could preclude the
imposition of a higher rate of PRT in next year's Finance Bill,
so that over the two years as a whole we might in fact be worse
ofEPR. Whether this is so depends largely on the amount of

opposition which the present proposal would arouse, which again

turns to some extent on the impact on BP, as main sufferer.

6. The one conclusion I would draw from all this in advance of

tomorrow's meeting is that we should only proceed w1th thls measure if

it is Judged 1nescapably necessary to restore the monetary 81tuat10n

Tt is certain to worsen relations with BP still further, as well as
casting a certain doubt (Whateyer”thewlawyers may say) over the
GoVeTHment s good faith at the time of the BP share sale.

— : = e

13 November 1979 L AIREY



NORTH SEA OIL AND GAS
Note be PE

Advancing PRT Receipts

The Inland Revenue will be making a separate submission on the method of achieving
this and what might be said in a statement. The Attorney General is considering
his advice on the relationship between this option and the BP sale. We

understand that his current view is that although there is no absolute legal
obstacle, the Government would be sailing very close to the wind and that if

the BP share price falls there may well be law suits. There would also be

broader accusations of bad faith.

2. Apart from the legal aspects, this measure would have other disadvantages.
It would damage BP's cash flow at a time when it is very likely to have to
resort to the spot market to get sufficient crude oil. Of the total yield

in advance PRT receipts of £700 million, BP ie estimated to contribute two-
thirds (or £460 million.) This would come on top of the £300 million which
it will already be paying early as part of the £500 million so far raised by
BNOC's forward oil sales. BP itself might well protest publicly and this

could be used as evidence in any litigation brought by shareholders.

3. Secondly, if Ministers advance PRT payments into 1979-80, they will be
shifting into 1979-80 some of the effect they could otherwise get in 1980-81,
though there would be nonet loss over the whole period. Acting in the Budget
next spring would yield £1 billion in 1980-81. Acting now would bring in

£700 million this year and only £300 million in 1980-81. The Revenue have

also suggested that the row caused by advancement now might in practice mean
that Ministers could not raise the PRT rate in the Budget. But the yield from
raising the rate would be of the order g;?£85—170 millionin/j%%?Qg&aPRT rate

were raised by 5 or 10 percentage points). ie

4. Clearly Ministers will wish to weigh these disadvantages or risks against

the chance that advancing PRT now could make the difference between a convincing
and an unconvincing statement next Thursday. It is relevant to this judgement

that although the advancement of PRT payments would reduce the PSBR by £700 million,
it would not reduce the money supply directly by that amount. The reason is that
the advance payments would no doubt be partly financed by additional bank
borrowing. From the monetary point of view, therefore, the judgement turns on

the effect on confidence, particularly in the gilts market of being seen to do

something to correct an overrun of the PSBR.
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5. Other Measures

We think it doubtful whether the additional £100 million of forward oil sales
is large enough to justify the criticism that this might eventually
cause . A separate submission from the overseas finance side argues against
mentioning this even if it decided to ahead with it. A further point is that
forward oil sales, unlike advanced PRT payments, have to be unwound and thus
present a problem for . the PSBR in later years.
I
6. I understand that Mr Howell ruled out a sale of Wytch Farm by the British
Gas Corporation in this financial year. The Chancellor's tactic on this ‘

might he to agree reiuctantly not to press it now provided that Mr Howell undertakes

to pursue. the option for 1980-81 and reports back early in the new year.

N |

N MONCK *
13 November 1979
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THE BOARD ROOM
INLAND REVENUE
SOMERSET HOUSE

13 November 1979

CHANCELLOR OF THE EXCHEQUER

ADVANCING PAYMENTS OF PRT

1l We understand that Ministers are considering measures
to bring forward the payment of some Petroleum Revenue
Tax (PRT) from 1980/81 to 1979/80; and have in mind to

announce this on Thursday.

2 The Revenue has been considering ways in which this could
be done. We recommend a scheme which requires a licensee to
calculate and make a payment on account of his PRT liability

at the time he submits a return for the chargeable period,

2 months after the end of that chargeable period. Thus the
payments on account would be due on March 1 and September 1
(whereas assessed PRT is normally due on May 1 and November 1).
The payment would be based on the gross revenues, valuations
and royalties shown in the return, expenditure incurred but not
so far allowed, and allowances (such as oil allowance and
safeguard) as provided by existing legislation. This is in
fact closely analogous to the method used by Department of
Energy for collecting royalties. We would estimate that the
legislation might be about 2 pages in length.

cc Chancellor of the Exchequer Sir William Pile
Chief Secretary Mr Dalton
Financial Secretary Mr Adams
Minister of State (Lords) Mr Pollard (origin)
Sir Douglas Wass Mr Boyles (2)
Sir Lawrence Airey Mr Walton
Mr F Jones Mr Whitear
Mr Monck
Mr Wicks
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35 We estimate that if all PRT due on 1 May 1980 were paid
on account, about £700m would be brought forward into 1979/80.
For future years smaller amounts would be brought forward for

as long as PRT receipts continue to increase.

4, The drawback to this scheme (and similar ones) is that

we would have no effective sanction to enforce compliance.
Unpalatably séGEEE"EEEEEEEE“;SEIE—be needed to stop the
companies simply delaying this payment on account if they

were so minded. Hence we have concluded that we have largely
to rely on the companies' co-operation. The only inducement
to prompt payment we propose is to charge interest on PRT
finally assessed or determined, not covered by a payment on
account. This interest, currently at 9 per cent per annum, wouldrun
from two months after the end of the chargeable period, rather
than the present four months. There would be symmetrical

provisions for interest on tax overpaid.

S We think that, in the interests of good relations, it would
be desirable for some advance warning to be given, preferably

by Ministers. Obviously, a meeting with all potential PRT
payers could hardly be arranged for Thursday morning but we
suggest that at least the majors (and other potential large

PRT payers - about fifteen in all) should be invited. If
Ministers wish, we will arrange a meeting by telephone.

S We understand that Treasury officials are examining the
implications of a scheme such as we propose on the BP share
sale - BP will be paying roughly two-thirds of the £m700 (the

e —

rest will be spread over four companies).

T It is for consideration whether any "sweetners" should be
offered to the 0il companies. The most obvious contender, and
one for which the industry has pressed, is a change to the

rules for "gas banking" where associated gas is produced with
oil. This would be of little cost, and would be of some benefit

to the companies immediately affected by these proposals except
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BP. But as Ministers have yet to take decisions on any such
changes, we think it would be premature to announce specific

"sweetners".

8. A draft statement and Press Notice is attached. We
would be grateful for early confirmation that the proposal
is to proceed (so that we can instruct Parliamentary Counsel;
and whether and for when we should arrange a meeting (see

paragraph 5 above)).

o

Private Secretary
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ANNOUNCEMENT

1. I am not satisfied that the present arrangements for
collecting petroleum revenue tax are entirely satisfactory
as regards the speed with which this tax, as distinct from
royalties, reaches the Excheqguer. This is not a criticism
of the o0il industry but, rather, of the tax collection rules
themselves in the 0il Taxation Act 1975. The House will
appreciate that very large sums are involved and that we
must ensure that PRT reaches the Exchequer with the minimum
delay consistent with collection arrangements that are workable
in practice. I therefore intend to bring before the House a
short Bill, before the recess, containing the Government's

proposals for changing the present PRT collection rules.

2. The new rules will require payment of PRT two months

after the end of the chargeable period, in place of the
present four months; and will apply to the chargeable periods
ending on or after 31 December next. I estimate that this will

result in about an extra £700m tax being received in 1979/80.

3 Further details are given in a Press Notice being issued

by the Board of Inland Revenue.

SECRET
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COLLECTION ARRANGEMENTS FOR PETROLEUM REVENUE
TAX (PRT)

The Chancellor announced today that measures
would be introduced before the Christmas
recess to speed the collection arrangements
for PRT.

Current collection arrangements

1. Under the provisions of the 0il Taxation
Act 1975, PRT is assessed for successive
chargeable periods, normallv of six months
and ending on 30 June and 31 December. A
licensee must submit a return within two
months after the end of a chargeable period.
An interval of at least four months from the
end of a chargeable period normallv elavses
before the PRT for the period becomes due
for payment. Thus, PRT in resnect of the
chargeable period 1 July to 31 December 1979
would normally be payable on 1 May 1980.

Proposed changes

2. It is the Government's intention to sneed
the flow of this revenue to the Exchecuer.
Companies make estimated pmavments of rovalties
to the Department of Energv when thev send in
their Statements of Value within two months
after the end of a chargeable period. These
Statements are examined by that Demartment

and adjustments made if necessarv. It is
intended to introduce an analogous vavment —

on-account system for PRT.

3. It is proposed that the licensee should

calculate and make a pavment on account of

1
SECRET



SECRET
é?ggf

Effect on Government revenues

7. These proposals are expected to increase
PRT receipts in 1979/80 by about E£700m.
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SIR KENNETH fOUZENS (v mA\

CHANCELLOR OF THE EXCHEQUER

cc Chief Secretary
Financial Secretary
Minister of State EC)
Minister of State (L)
Sir Douglas Wass
Sir Lawrence Airey
Mr Jordan-Moss
Mr F Jones
Mrs Hedley-Miller
Mr Hancock
Mr Monck
Mr Slater
Mr Peretz

FORWARD OIL SALES BY BNOC

The Chancellor is at present considering whether or not to include
in a package intended to reduce this year's PSBR a further £100 million
worth of forward oil sales by BNOC.

2 He will want to take fully into account the likely international
repercussions of announcing a step of this kind. The original announce-
ment about forward oil sales has, as he will know, brought protests

from the United States, Germany and France. The Americans have been

the most vocal. The US Secretary for Energy wrote to Mr Howell in
effect asking him not to go ahead with the sales. BSecretary Miller
telephoned the Chancellor. Other Americans have also protested.

B The French and German protests have been in a lower key, though
Count Lambsdorff did raise the matter with the Chancellor in Bonn at
the end of last month.

4, If the Government were now to announce further forward sales,

those who have protested to the Chancellor about what we have already
done would certainly take this as a direct affront. The Americans
would be especially upset, and though our Community partners' priginal
protests were fairly muted, their second round of protests would not be.
If OPEC did indeed start selling oil forward in a big way, the
consequences for the world could, as Secretary Miller has said, be very
damaging. The risk of OPEC doing so must be somewhat increased by a
second announcement from the UK. But whether OPEC follows suit or

/I
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not (and it is possible to argue that if they are going to sell oil
forward in a damaging way, they will do so whatever BNOC does), the
immediate point is that an announcement about further BNOC forward
sales would have potentially damaging effects on our relations with
our major partners - the United States in particular, but also France
and Germany. It could be expected to cast a cloud over the Dublin
Summit, where it would certainly be quoted against us, and might have
an adverse effect on our position on the much more important issues
which will be at stake at the European Council.

[ The question accordingly is whether the advantage of being able to
announce a further £100 million of forward oil sales will be sufficient
to offset the serious potential harm to our relations with our friends
and partners, and to our other interests.

6 If in the light of the foregoing, the Chancellor decides against
an announcement but still wants £100 million off the PSBR, it is our
understanding that BNOC could extend their negotiations with their
customers so as to raise £600 million rather than the £500 million now
contemplated. The fact that additional money had been raised in this
way would become known in due course, but would, one would hope,
attract 1little publicity. In that case, the damage would be less than
could result if the Government were now publicly to announce the
further sale and to take credit for it.

2’__/9

F R BARRATT
13 November 1979
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Mr Littler
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Iir Lovell
Mr H Griffiths

INTEREST CHARGE OIi OUTSTANDING VAT

i 1 You asked for advice on a suggestion made at No.710 by

Ilr D Wolfson that paying and charging 9% interest on deferred
VAT repeyrente and delayed VAT payments could improve the PSBR
by about £600 million.

Ea Ve have considered on a number of occasions the possible
introduction of provisions for payments and charges of interest
on VAT. Attached is a copy of a paper on this subject which we
submitted to Treasury Ministers only last month. 8So far it has
not been discussed with them.

B In our view charging interest on delayed payments of VAT is
unlikely to have any marked effect on the PSBR unless the rate of
interest is penal - much higher than the 9% suggested by Mr Wolfson. |

Relevant factors are as follows:—

a. Special attention is already paid to firms who are
very large payers of VAT. The 1,800 largest taxpayers

will be paying a total of about £7,500 million a year now

the 15% rate is fully effective. This represents about

50% of the gross yield of the tax or 75% of the net yield.*
h"-—'——"—__________—h

* VAT repayments are equivalent to about one-half of the £10,000
million full year net yéyld of the tax. Mr Wolfson's reference
to £150 million yield per week and his comment that repayments
are small in relation to payments are both inaccurate.

W ——
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Currently these very large taxpayers are paying tax
on averaze 17 days after the due date. This delay
is longer than in the past, mainly due to the after

-

effects of 14 weeks industrial action in the Spring.

We hope to reduce the delay to 12 ‘or 1% days by the

end of 1979-20. .

s it il

b. For practical reasons it would be necessary not to
try to collect very small amounts of interest. The
Government has accepted a recommendation of the Select
Committee on the PCA that Inland Revenue charge interest
only where it exceeds £20. However, only 12% of all
traders who normally pay VAT would be liable (at 9%) to
pay interest of £20 or more if every payment of VAT were
to be delayed by one month beyond the due date.

G Interest charging provisions could delay as well as

speed peyments of VAT. Unless there were to be no perioc

of grace at all, the end of that period of grace would then

become the normal date of payment for many traders who

currently pay promptly. Furthermore, the practical need

not to charge interest unless the amount involved exceeded,

say, £20 would encourage small traders to delay payments

even longer until the potential interest charge approached

that figure. i
4, Charging a penal rate of interest on outstanding VAT (comparable
to the French rate of 25 per cent per month) might be effective. We
assume that it would be unacceptable in the UK. We should like
stronger powers to enforce earlier payment of VAT but would instead
favour halving the existing 30 day period which must elapse before
we can enforce an assessment issued to a traderughg_has failed to
submit his VAT return.

e —
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e For the reasons sect out above, we have serious doubts about
the e¢ffectiveness of Iir VWolfson's proposal. Ve will ol course
consider further and report in more detail if required.

lleedless to say legislation will be necessary.

4
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12 November 1979 M J ELAND
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2. CHANCELLOR OF THE EXCHEQUER

FEFRFRRE

Chief Cashier - B/E

THURSDAY ANNOUNCEMENT : NATIONAL SAVINGS ETC ™

One way of meeting the monetary target at a slightly less
interest cost than otherwise would be to sell more National
Savings. The major drawback is that much of the likely inflow
would be at the expense of the building societies and
consequently of mortgage lending.

2. The rest of this note attempts to give an initial view
of the possible components of a National Savings package
and their likely housing and monetary effects. DPossible
measures are being discussed with the Department, for National
. . . - r*
Savings and a submission and recommendations can be made tomorrow.
Two points to note:-—

>0 some action on National Savings may be needed to

prevent outflows (especially from the National Savings Bank);
ii. no measures actually have to be announced on Thursday
in order to be brought into effect at the earliest possible
date for each. E@g_igglﬁian whether to include any

National Savings component turns on whether it would add

to the "impact" of Thursday's measures as whole.

-—

National Savings

3. We conclude that 1f there are changes in National Savings
they should include some, or all, of the following:-

2 an increase in the interest rate on the National
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Savings Bank Investment Account (from 121% to
14 ~ 141% from 1st January).

b. an increase to £1000 or £1200 in the limit on
holdings of the 15th (Retirement) Issue (in mid-December);

c. a new, aggressively priced National Savings Certificate
yielding, Say)ﬂoﬁ% tax free for 4-5 years (on sale by

mid-February).

Building Societies

4. Whatever the building societies do on interest rates,
their competitive disadvantage is already so great that a
National Savings package containing all the elements described
above could deprive them of, say, £400 million of net inflows
(4ai8 alhost two months worth at trend 1efelsj and could

lead to a BSA announcement, fairly soon, that given #eesr
present commitments in the pipeline there would be little
EE_EO mortgage finance available in, say, Feb;gg;y or March

P iyl e ———
of next year.
R S e

5. Coming to figures we would take the following view:-—

| i. raising the INVAC rate might produce £100 million
- ;i . —_——
- in 1979-80 much of which would be switched from bank

' deposit accounts but, say,£50 million from the building
\ societlies;

B

ii. inflows into %EyﬁﬁLEEEEEJ(say £200 million in
1979-80) would come almost entirely from building
societies;

m i i % 1 4znew savings certificate”to raise £500 million
' gross mightT cost the building societies about &£200

|\ million net inflow in 1979-80.
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Monetary effects

©. All the figures in this note are extremely approximate.
To assess the monetary effect of a National Savings package
requires a number of difficult assumptions. However, the
best guess we can make is that the money supply effect is
likely to be about a third of the net inflow to national
savings, and in any case is unlikely to be more than a half.
If, therefore, the extra net inflow to National Savings
were of the order of £700 million, the saving to £M% might
be of the order of £250 million, or 4%. To achieve the

same saving to £M% without a National Savings package might
require the general level of interest rates to be about

7% higher than would be necessary with the package.

( % |

MRS R E J GILMORE
1% November 1979



/
(,C)

(&7
Mr Speaker with the permission of the House I would like

to make a statement on monetary policy.

The figures for banking October, published earlier this
afternoon, show that £M3 grew by £1,080 million, or 2% in

that month. The rate of growth over the 4 months since
mid-June, the beginning of the present target period, has
therefore been equivalent to just over 14%. Although a number
of factors point to the figure for banking ectober being
erratically high, just as that for the previous month was
erratically low, it is clear that fhe underlying growth of
&M3 is still significantly above the top of the target range
which I set, namely 7-11% per annum éor the 10 months from

mid-June 1979 to mid-June 1980.

The excess has been largely due to the sustained rapid growth
of bank lending and the high PSBR in the first half of the
year., ' oz

The best éstimate which can be made for the PSBR for the yeéar
as a whole is that it would be £/ 9% 7 billion, if no action
were taken, compared with the estimate of £8%4 billion at the
time of the Budget. But the Public Sector Borrowing
Requirement is still expected to be significantly lower in
the second half of the financial year than it was in the
first, sigce it will then benefit from the proceeds of asset
saleﬁé gggzgeceipts of VAT at the higher rate and from the
partial recovering by the Post Office of the arrears in

T ———
collecting telephone bills. Thus monetary conditions will be

4
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tighter on this account in the second half than in the

first.

The other main factor contributing to the high rate of
monetary growth is the growth of bank lending to the private
sector. This has fluctuated markedly from month to month

but over the last 3 months has averaged about £700 million

a month. This level can be expected to fall in due course
from the changes in interest rates earlier in the year / and
with the decline in the level of economic activity;7, although

its timing is difficult to predict.

While there are good reasons to expect that the rate of growth
of the money supply will decline somewhat in the future, the
Government consider that it is necessary to take action now

in order to bring the growth of the money supply back within
the target range. Accordingly, we will be seeking to

reduce the PSBR by bringing forward by / 2_/ months the due
date for payment of petroleum revenue tax. The Bill to
achieve this will be introduced shortly. This change will
yield £/ 700_7 million this year, and a further £/ _7/ million
next. Next year's PSBR will also benefit from some

£400 million of telephone bills not collected this year.

/ Passage on due date for payment of taxes, if decided to

announce this.



=3 - (o

Passage on interest on unpaid tax - only worth including

in the statement if there is also action on due dates._/

The Bank of England announced this morning, with my approval,
that Minimum Lending Rate would be increased to / 16% 7. This
confirms the recent rise in market interest rates which have
been generated by reactions both to the domestic monetary
situation, and to the general rise in interest rates in other

countries, notably the United States.

The Government have been reviewing the methods which are
available to the authorities for controlling the growth of

the money supply. The main methods must continue to be

the policies on public expenditure and tax, which together
determine both the size and the composition of the PSBR, and
interest rate policies, both at the short end and in the gilts
market. However, successive governments have supported these
methods by some more direct method of control of the banking
system such as the ceilings on lending used in the 1960s or
the supplementary special deposits scheme, usually referred

to as the corset, which has been applied at various times since
December 1973. The efficacy of the SSD scheme has diminished
over time with the development of alternative channels of
liquidity and credit outside the control, and it has nearly

3 5 T
outlived its usefulness.

i

It would be inappropriate in present circumstances to

dismantle the scheme completely. I have therefore agreed with

%A
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the Governor that the scheme should be phased out over a
period rather than brought to an abrupt end: the
Bank of England announced, with my approval, fhis morning the

basis on which it would be extended for a further 6 months.

It is possible other techniques of control, possibly one

——

it
of the variants of monetary base control, might have a useful
\—..———-—-\.
role to play in the future, without having the disadvantages
of the SSD scheme. The Bank and Treasury will accordingly
shortly be starting technical consultations on the basis
of a discussion paper with those most concerned to establish
whether such a scheme is technically feasible, and whether
Ot
it would have the desired effects of either smoothing the
growth of the money supply, or of bringing about more readily
the interest rate changes which may be necessary for monetary
control. But I must stress to the House that any such scheme
of monetary base control has to be thought of as a means of

supplementing fiscal policy and interest rates: it is no

substitute for getting those right.

Finally I intend to extend by 6 months, to mid-October next
year, the period for which the present target range of 7-11%
per annum for the rate of growth of £M3. That target at
present applies to the 10 months from mid-June to mid-April
next, and it will now apply to the 16 months from mid-June
to mid-October. I am extending it in this way, because to

adopt the more normal procedure of setting the target for the

")
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NOTE OF A MEETING HELD IN THE CHANCELLOR OF THE EXCHEQUER'S
ROOM AT THE TREASURY AT 4.3%0 P.M. ON MONDAY, 12TH NOVEMBER

Present:
Chancellor of the Exchequer. Deputy Governor cf the
Chief Secretary Bank of England
Financial Secretary Mr. Fforde
Sir Douglas Wass Chief Cashier
Sir Kenneth Couzens Mr. Goodhart

Mr. Littler
Mr. Bridgeman
Mr. Middleton
Mr. Unwin

Mr. Ridley

i e e ey, . i WY o e i . i i i i s i i, by A . s e v i R v e s S

MONETARY SITUATION

The meeting considered the content and timing of the
proposed announcement of a monetary package. The following

records the main conclusions and points made in discussion.

Fiscal Measures

2 RSG. The Chancellor reported that Treasury Ministers had

decided against re-opening the RSG decision, having examined
the political and practical difficulties involved. The
settlement should be presented as a firm and realistic one.
The cash 1limit would not be increased.

3. Energy Measures. The Chancellor reported his discussicn

earlier in the day with the Secretary of State for Energy.
None of the three proposals for reducing the PSBR was free
from difficulty.

(a) BNOC Forward Sales of 0il. Additional forward
sales would squeeze the liquidity of the oil
companies, including BP; and invite further
international complaint, especially from the

US Administration.

SECRET AND PERSONAL
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(b) Sale of Wych Farm. This seemed as elusive

as ever. The Law Qfficers had advised that
legislation would be needed. BP were unenthusiastic.

(¢) Advancing of Payment of PRT. A one month
advancement would yield £700 million in 1979/80.
There were doubts both about the legal implications

for the sale of BP shares and about the uncertain
effects on confidence of tackling an excessive

PSBR by adjusting the flow of Government revenue.
On the first point the Financial Secretary and the
Deputy Governor were inclined to discount the problem
of the BP sale. The Law Officers' advice was being
sought. As to the second, it was difficult to
judge market reactions to a purely cash flow
adjustment; but accelerating PRT could be
represented as a legitimate response to a
deterioration in PSBR due to delayed receipts of
VAT and £400 million of Post Office telephone
accounts. To ignore a prospective &1 billion

PSBR overshoot would invite criticism of the
Government for benign neglect. The market could

be expected to show relief at the prospect of the
0il companies taking a share of the additional
funding requirement that would otherwise be needed.
Against this, Mr. Fforde suggested that the funding
benefit might be offset, perhaps significantly, by

reduced holdings by the oil companies of certificates
of tax deposit during the period from March to May..

(@) VAT Penalties. Customs and Excise had been

asked to give urgent advice on the possibility of
legislating for an interest charge on delayed payments
of VAT as a means of deterring companies from retaining
VAT balances in times of tight liguidity and high
interest rates. If feasible, this could form useful

- 0
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support for a fiscal package, indicating the

Government's resolve to check growth in PSBR.

(e) PAYE Receipts. Similarly, the Inland Revenue

should be asked to consider whether more could be
done to encourage prompter payment of PAYE receipts

and national insurance contributions by employers.

(f) Stock Relief. The Financial Secretary

mentioned the distorting effect on credit of
artifically high end-year stocking by companies
intended to maximise the tax advantages of the
stock relief scheme. It was noted that this was

a problem for longer-term consideration.

Monetary Measures

(g) SSD Scheme. After some discussion, the

Chancellor decided to announce a continuation

of the present 1 per cent guideline to June

1980. On the basis of the NIF, the Bank judged

that this would maintain at least the same level

of tightness in bank credit as recently. Despite

the perceived re-entry problem of coping with
offshore credit when controls were finally removed,
it was not thought desirable to raise the guideline
to 11 per cent as a move to encourage re-intermediation
before the SSD scheme can to an end. This would seem
like a loosening of the Government's monetary control
and there were presentational advantages in not
disturbing the present guideline during the

remaining months of the scheme. In any event, the
problem of re-accommodating offshore credit could
diminish if the level of tank lending came down in
the next six months. The Chancellor's announcement
should nob include a terminal date for the SSD

scheme, but shculd make clear the Government's intenticn

- 3 -
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not to continue indefinitely with physical controls
on bank lending. A further announcement could
follow in the Budget statement.

(h) Roll Forward of Monetary Targets. Of the three
options in paragraph 9 of Mr. Bridgeman's note of

7th November, the first was open tc the objection
that it failed to remove base drift from the roll-
forward. It would cast doubt on the Government's
determination to keep the money supply under
control. The second and third options implied much
the same rate of monetary growth in the coming 1i2
months. The third had a spurious appearance of
tightness because it retained base drift but
reduced the target range. On balance, the second

-

option appeared preférable: namely 7 to 11 per
cent to apply for the 16 months from mid-June 1979.
This combined recognition of the sliippage of
monetary growth in the past 4 months with acceptance
of the need to regain lost ground amd achieve the
announced target over the following 12 months. A
7 to 11 per cent range could represent a very
considerable deceleration of the underlying rate
of M3 growth if some of the Bill lezk was assumed
to come back into the money supply figures.
\bareful presentation would be required. Even a
reduction 1in the underlying figures from 14 per
cent to 7 per cent could be thought to imply
continuing high interest rates for some time to
come. At the technical level, the progressive
widening of the target band over a 16 month
period made it desirable to focus mere sharply on

. the middle of the range once money supply cane
back into control,

-l -
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(i) Monetary Base Control (MBC). Mr. Fforde sgaid

there were important prior questions for Ministers

before decisions on a MBC could be made. The

Chancellor said both he and the Prime Minister were

anxious to see consideration of this issue brought
to a speedy conclusion. iis statement would need
to include a firm undertaking by the Government to
proceed gquickly to consultations on an alternative
basis of monetary control, though without showing

predisposition towards a particular solution.

(j) Interest on Unpaid Tax. Mr. Bridgeman reported
that this would have to be raised in the light of

the MLR increase.

(k) Certificates of Tax Deposit. The interest on

these, although increased only a week earlier, would

also need to be raised again.

(1) National Savings Certificates. The possibility

of a new issue would need to be settled in the next
week or two. A £600 million issue could represent

1 per cent offthe money supply over 6 months; but
the efferts on building societies would need careful
gssessment. The Financial Secretary asked if an

/

inerease in the geriatric bond limit could be

considered also.

(m) Gilt Sales. The Chancellor referred to the

importance of restoring gilt sales in the wake of

the announcement. The Deputy Governor said the

Bank would be better able to judge likely market
response when they saw the completed package.
It was crucial to persuade the institutions that

interest rates had peaked. The Chief Cashier

suggested that, market conditions permitting, the

-

-5 -
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Bank should announce a §1 billion new long dated
stock maturing in 2003 for offer by tender in the
usual way. The choice between an announcement on
Thursday afternocon (up to 5.30 p.m.) or on Friday
morning should be left for decision in the light

of market reactions to the Chancellor's statement.

(n) Bank Lending. The Deputy Governor said the

Bank would continue to give thought to ways of
influencing the clearers. He did not think there
was any particular action the Government could
take to help the situation.

PSBR
4, Discussion showed no disposition to advance publication
of the Industry Act forecast from 20th November to coinecide

with the statement. But Mr. Bridgeman thought the Chancellor

should refer to the slippage in the 1979/80 PSBR, to avoid
the risk to gilt sales if the information appeared a week

later. The Chancellor said he was ineclined to accept this

advise provided he was able to include convincing references

to corrective fiscal measures.

Timing of Anncuncement

5. It was provisiOnally'agreed that:
#

(a) the Bank should announce an increase in MLR

at 12.30 p.m. in the usual way;

(b) together with the continuation of a 1 per cent
guideline for the SSD schene;

(c) the Chancellor's statement at 3%.30 p.m. would

include

-6 -
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(i) the roll-forward of the monetary
targets;

(ii) the forecast overshoot of the 1979/80
PSER;

(iii) relevant fiscal measures;
(iv) reference to consultatiors on MBR;

(v) any other relevant information on

bank lending etec.

(d) the tone of the statement; and its subseguent
presentation to the media, would need to judged
carefully to avoid appearance of crisis, whilst
giving due recognition to the boldness of the
measures and the Government's resolution to take

necessary action to contain monetary growth.

Sterling
6. A number of references were made to the foreign exchange

markets. The Chancellor recalled the agreed strategy to

use intervention to support the stock shift abroad following
removal of exchange controls, thereby helping the monetary

agegregates. Sir Kenneth Couzens said that about &} billion

of net intervention had taken place since 23rd October; but
this had naturally tailed off with the recent renewed strength
of the pound. Private outflows in the same period had been

about &1 billion. After a short discussion., the Chancellor

confirmed that intervention policy should continue to aim to

hold the pound broadly and at its present level.

Next Steps

7. A further meeting would be called on Wednesday, 1lith

November to consider the draft of the Chancellor's statement.

s/
SECRET AND PERSONAL (A.M.WJ}LLTTISHILL}

13th Novenrher., 1070
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THURSDAY PACKAGE: EFFECT ON BUILDING SOCIETES

It is impossible to predict the precise effect on the building
societies except to say that including National Savings measures
will both increase their immediate b and further reduce the
funds they have available for mortgage lending over the period

for which the new instruments are on sale. A crude 'rule of thumb'
is that National Savings measures designed to produce a net inflow
to National Savings of £700 million could switch as much as £400

million away from the building societies (but the precise amount

will depend on decisions about theire own rates).
The relevant facts about building society rates are as follows:-

- the basic share rate was raised to 8.75% (12.5% grossed
up) on 1 August 1979 and the corresponding mortgage rate -
12.5% - comes into effect on 1 January, so that the societies

will have been incurring a running loss for five months;

13, recently inflows have held up remarkably well despite
the increases in competing rates, primarily because of the
October/November tax rebates which may prove to be volatile
money (the societies are guarding against a pre-Christmas
venil safes embiue

outflow but it may not occur if

sluggish);

I
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iii. +the December Council meeting is probably too late to
raise the share rate from 1 January or to alter the amount

of the increase in the mortgage rate;

1. thus, higher rates are more likely to come in from

1 February or 1 March;

V. the largest single increase ever made in the mortgage

rate was the 2% increase recommended in October 1978;

vi. the 12.5% mortgage rate from 1 January will be the

highest ever;

vii. signs of strain within the recommended rate system may
mean that some societies will move fast and out of line with
the rest - effectively breaking the cartel is one possible

outcome of the present measures;

viii. working on the rule of thumb above the societies will
be deprived of about two months' inflow (at current differentials
in interest rates) corresponding to at least one month's mortgage

lending;

ixs the societies' preferred position is to have the
recommended share rate at about 4% above what they have
traditionally regarded as the 'proxy' competitor rate -

namely the three month local authority rate;

X. but the basic share rate might not need to move by so

much as this implies to restore at least part of their

competitive position since term shares gre sold at some 2"{0

A le  bawe wate . -iD
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REQUEST FROM BBC TELEVISION (‘vr,..m (}’

Mark Rogerson has reguested an interview with the Chancellor
this afternoon following reports from his speech this morning
which have dampened hopes of further tax cuts next year.
Rogerson's approach would undoubtedly be to suggest that things
were not going as well as had been expected.

I think it unlikely that the Chancellor would want to expose
himself to this type of questioning at this point and I have
indicated to Rogerson that I did not think he will accept.

I have pointed out that there is not a great deal he could possibly
add to expectations for next year's Budget.

The Chancellor will probably like to know that Denis Healey was
on the World at One suggesting, among other things, that the
Government should now speak to the trade unions with a view to
introducing a incomes policy.

If the Chancellor decided that he did wish to accept the
invitation, we could probably fit it in at Norman Shaw studios
in the course of the afternoon.

W g

B I MOWER
12 November 1979
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CHANCELLOR OF THE EXCHEQUER cc Chief Secretary
Financial Secretary
Sir Douglas Wass
Sir Lawrence Airey
Sir Fred Atkinson
Sir Ken Couzens
Mr Barratt
Mr Hancock
Mr Middleton
Mr Unwin
Mrs Gilmore
Mr Riley

Mr Ridley

PS/Deputy Governor
Mr Fforde

Chief Cashier

Mr Goodhart

THURSDAY ANNOUNCEMENTS

It will be necessary to decide what should be announced on Thursday,
and you may find the following useful as an aide-memoire.

2. There are two fixed points:-
i. an announcement by the Bank at 12.3%0pm of MIR.

This cannot be delayed - to do so would
create a false market from 12.%0pm for
3 hours or so, on the basis that MIR is
not changing this week.

ii. the announcement by you of +the roll forward of
the monetary target to the House at 3.45pm (or
thereabouts).

This is very much a matter for the
Government to announce to the House.

3. The question is then which of the other components of the package
are announced at 12.30pm, and then commented on in the statement, and
which are announced in the statement. In June 1978 a Treasury press
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release was made at 12.30pm on the tax element (the National Insurance
Surcharge) in order to gain the maximum market impact from having

the announcement of MLR and the fiscal change at the same time. The
circumstances were then somewhat different, in that the knowledge that
the PSBR would be off course was public, because it is the result
of amendments to the Finance Bill: this time the knowledge that the
PSBR is off course is not public, although it is surmised.

Pe——

4., The items to be covered on Thursday are:-
i. MIR: must be 12.30pm;

ii. The Roll Forward of the Target: must be 3.45pm;

iii. Future of the SSD Scheme: the details have to go
in a notice to banks, to be issued by the Bank,
and covered by a Bank press notice. That notice
could be at either 12.30pm (as it has been in the
past over "quasi-automatic" extensions) or timed
to coincide with the Chancellor's statement (as it
has been in the past when it has been significantly
altered). On this occasion the link to the roll
forward of the target, and the fact that the scheme
is to be phased out, both point to it being
Eggpunced in context in the afternoon statement, with
a parallel release by the Bank;

iv. Consultation on Future Forms of Monetary Control:
this again should clearly be in the statement, linked
to iii. R

v. PSBR for 1979-80: it seems unavoidable that this
should be included in the Industry Act forecast to be
published on thE:ééEE:Br thereabouts. (A PSBR figure
for 1980-81 might be avoided by the announcement to have
a MTFP.) There would be considerable advantage in

-
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referring to the 1979-80 PSBR prospect in the
statement on two counts. First, it will set in
context such measures as are being announced K?@ﬁ(i
for this year. Second, it will avoid the risk DE
of an adverse market reaction on this account
: e A
when the Industry Act forecast is published in
the following week, and so possibly checking
gilt sales; o e, W
/ =
vif> Measures_to be taken on the PSER this yeap:
this list depends on the fur%ﬁeramoykfﬁégng done}

vii. RSG Percentage for 1980-8l: the Chancellor will
presumably not want to pre-empt Mr Heseltine's
announcement of the figure the following day, but

the figure is changed) he may want to indicate
thet the over-run on local authority borrowing was
one of the factors which the Government had in mind

in arriving at the figure.

5. The other issue on which it would be useful to have guidance before
drafting is whether the announcements should be presented in a high

or a low key. Clearly it is necessary to avoid descriptions of it
being a second budget. But too low a key might be counter productive
in leading to expectati f further measures. The emphasis should
presumably be that(£Z§:Qgi;§;‘32“5;;g£;§§ is of the type that will be
necessary from time to time to achieve a monetary target and this

represents what the Govérnment considers to be necessary for the present
purpose. (It is not fthe old fiscal fine tuning!)!

\j.h.g-

J M BRIDGEMAN
12 November 1979
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I enclose my note of the meeting on
monetary policy which followed the
Prime Minister's lunch last Friday with
Treasury Ministers, the Secretary of State
for Trade, the Governor of the Bank of
England and senior officials.

I am sending a copy of this letter and
enclosure to Stuart Hampson (Department of
Trade), John Beverly (Bank of England),

Sir Robert Armstrong and Sir Kenneth Berrill.

r

&

A.M.W. Battishill, Esq.,
HM Treasury.
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NOTE OF A MEETING HELD AT 10 DOWNING STREET AT 1400 HOURS ON
FRIDAY 9 NOVEMBER 1979

Present: The Prime Minister
The Chancellor of the Exchequer
The Secretary of State for Trade
The Chief Secretary
The Financial Secretary
The Governor of the Bank of England
The Chief Cashier
Mr. Fforde
Mr. Goodhart
Sir Douglas Wass
Sir Kenneth Berrill
Mr. Bridgeman
Mr. Middleton
Mr. David Wolfson
Mr. Adam Ridley
Mr. Tim Lankester

The meeting had before it the Chancellor's minute of 9 November.

The Chancellor said that an increase in MLR up to 16%, or possibly

over., next Thursdayv was inescapable. Against the background of the
very bad money supply figures for October and rising market interest
rates, failure to raise MLR would precipitate a crisis of confidence.
It was essential to get gilt sales under way again on a substantial
scale, and a sizeable increase in MLR was an essential pre-requisite
for this. In addition, higher interest rates would moderate the
expansion of lending to the private sector, though they could not be
expected to have a big impact immediately. Ideally, interest rates
ought to be accompanied by action to bring down the PSBR. The PSBR
was running at a higher rate than had been forecast, and it was
making the achievement of the Government's monetary targets that much
more difficult. However, there could be no question of a fiscal
package. The Government had only just announced its public expenditure
decisions for 1980/81, and use of the regulator had to be ruled out
on counter-inflationary grounds. But there were still certain possibilities
for increasing revenue before the end of the financial year. One
such option was to oblige the o0il companies to make advance payments
of PRT. Although this would require legislation, it could bring in
£700 million; and it was worth considering. Speeding up the paymernt
of VAT should also be looked at.

The Chancellor went on to say that he would need to make a
statement next Thursday. Besides announcing the MLR increase, he

fonTT / proposed
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proposed to announce the roll forward of the monetary target; o
this, he would be bringing forward separately a spécific proposal
next week. He would also announce the intention to phase out the
""corset', and he would also say that the Treasury and the Bank
intended to begin consultations shortly on possible forms of monetary
base control.

The Prime Minister said that the October money supply figures

were far worse than she had been advised they were likely to be.
when she had discussed monetary developments with the Chancellor and
the Governor in September and early October. This appeared to be
partly due to the fact that the borrowing requirement in October had

- been forecast at a much lower level than had transpired, and as a
consequence the authorities had not planned on any substantial
receipts from gilt sales. It was a pity that the forecast had been
so badly wrong. As regards lending to the private sector, it

seemed that the existing policy levers were having no effect.

High interest rates seemed to be having little effect on loan demand,
and existing controls on the supply of credit had proved ineffective.
It was disappointing that the Treasury had been unable to come
forward with any new proposals for controlling credit on the supply
side.

In discussion, it was generally agreed that there was no

alternative to increasing MLR to at least 16% if the money supply
was to be brought under contrcl. It was suggested that an additional
measure might be to intervene in the exchange market so as to push
sterling up. Against the background of bad trade figures next week,
intervention in support of sterling might be necessary in any case.
On the other hand, it was pointed out that supporting sterling would nct

necessarily improve the figures for M3. In recent months, there
had been counter-balancing factors on the external side and it could

not be assumed that these would not continue.

As regards lending to the private sector, it was pointed out
that it was very hard for the authorities, and even the mmnks
themselves, to bring this under control as long as the demand for
credit remained high. Since industrial customers were normally
borrowing within existing lines of credit, it was hard - even if

they wanted to - for the banks to cut back their lending. As for

gﬂﬁgw ?*‘g’ / the authorities,
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the authorities, measures to control bank iending other than by
moving interest rates simply did not work. Schemes such as the
"corset'", while they might have some effect on bank lending, all
too easily led to credit creation outside the banking system. And
with the abolition of exchange controls, the opportunities for

evasion were now all the greater.

The Prime Minister asked whether there was nonetheless scope
for putting pressure on the banks to reduce their lending.
The Governor said that he saw the Chairmen of the Clearers every

month, and he was ready to use what influence he had. But there
was a risk in putting too much overt pressure upon them: if

this happened, borrowers might well draw down their overdrafts
against the expectation of a worsening credit situation and thus

aggravate the position. The Chancellor commented that, while

applauding the Government's strategy in principle, the banks did
not seem to be taking the message of tight money to heart and

putting it into practice.

It was further pointed out that the demand for credit was
inelastic in the short run. But consideration should be given
to ways of making demand more responsive to interest rate changes.
One such approach would be to change the provisions for tax relief
on interest payments. The Chancellor said that although changes
of this kind could not be introduced until the next Finance Bill,
he would consider the possibilities. The Prime Minister suggested

that borrowing on credit cards would be lower if people were
better aware of the high cost of interest which they were paying
on them. More generally, it was argued that the demand for
credit would only fall significantly when the economy moved into

recession.

As regards measures to reduce the PSBR, the Prime Minister
asked about the possibilities of holding back our contributions
to the EEC budget. The Chancellor replied that he had had this

fully examined, and it was possible to introduce some delay.

There had been the possibility, for example, of delaying payment
of £50 million earlier that week; but he had decided that in the

/run-up
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run-up to the European Council that would be unwise. However, '
this should not be ruled out for the future.

Other possibilities for action on the PSBR were mentioned.
First, the Rate Support Grant for 1980/81 was still to be
announced. Could it not be reduced below 61%? The Prime Minister

said that she did not think it would be possible to re-open the
decision which Cabinet had taken on this. Second, additional
forward sales of oil - possibly £100 million - might be contemplated
-for 1979/80. Third, asset sales for the current financial year
might be increased somewhat: for example, BGC could be directed

to sell Wytch Farm. On the other hand, there was no possibility

of selling further BP shares at least for another 18 months:

this was effectively ruled out by the prospectus for the recent

5% sale.

The Prime Minister said that she was worried that MLR might
be increased to 16%, and gilts sales would still not get under
way. She was also concerned about the general psychoiogical
effect of raising interest rates still further. She thought
the Treasury might be showing excessive zeal in their effort to
demonstrate that they were sticking to a policy of monetary
discipline. The Financial Secretary commented that, on the

contrary, the MLR increase proposed was absolutely essential

if the Government's monetary strategy was to have any continued
credibility. The Chancellor added that the Government's attitude
to interest rates was regarded as an area of weakness. The
reports that we were trying to prevent the mortgage rate increase
in July had been damaging. It was essential to avoid any

further impression that the Government would resist interest

rate increases where they were necessary. The Governor said

that he was reasonably confiident that, following the increase in.
MLR, gilts sales would start moving again. If they did not,
there would indeed be a real crisis; and a fiscal package might
then be unavoidable.
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As regards the Chancellor's statement on Thursday, it
was argued that it was important to avoid the impression
of a crisis. On the other hand, latest developments showed
that the Government's decisions on public expenditure were,
if anything, insufficiently tough; and it might well be
necessary to reconsider the spending plans for 1980/81 in
the run-up to the Budget. Reducing public expenditure was
much the most effective way of bringing the money supply under
control.

As for the announcement of consultations on MBC, it was
pointed out that an MBC scheme would not obviate the need
for interest rate increases when the demand for credit was
excessive. On the contrary, such increases would be more
automatic, and possibly larger, than under the present system.
It was possible with MBC that interest rates would move in the
wrong direction. TFor example, a large inflow of foreign
exchange, by pushing un M3. would tend to push inierest rates
up automatically. By contrast, under the present system the
authorities at least had some discretion to prevent this from
happening. It was essential to have adequate time for consultations

before any decision to introduce an MBC scheme.

In conclusion, the Prime Minister said that she reluctantly
agreed that MLR should be increased to 16% next Thursday. She
also agreed that the Chancellor's statement should cover the
roll-forward of the monetary target, the phasing out of the
"corset", and the intention to start consultations on MBC. The
statement should not suggest that further expenditure cuts wculd
rnow have to be considered. However, the Treasury should pursue the
options for reducing the PSBR which had come up In discussion. |

12 November 1979
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REFLECTIONS ON FRIDAY'S MEETING

1. Mood. We have a theoretical choice between playing down and
playing up; between saying that everything is more or less on course,
that we have simply had one month's freak figures, but that these do
require an adjustment as was implied by our already-stated determination
to adhere to monetary targets etc; or on the other hand‘gfamatising

the situation in order to demonstrate our determinatiorn/ adhere to our
declared targets and root out inflation come what may, and to affect

expectations favourably by the very drama of what we are doing.

I see no sense in any middle coursej; and if that is so, it seems to me
that we are forced towards the second: I see no way in which an all-
time record high MLR, higher even that in the crisis of 1976, can be
presented as a routine adjustment. In which case I see no point in
shrinking from sensible measures merely because they might smack of a

'second budget'.

2. The PSBR. We have to accept that the prospect is of a £1 bn
overshoot this year - which, because of the peculiar profile of this
vear's PSBR, will become apparent before the year is out and may indeed
appear even worse than is really the case. I am not too worried by the
£400m phone bill shortfall, but it remains highly desirable to take
fiscal action to cancel out the rest of the overshoot. The immediate
announcement of legislation to advance payment of PRT bya.mopth, which
I suggested at your meeting on 7 November, and which the Revenue in
their note of 9 November reckon would bring in £700m in 1979-80, looks
the best bet. I would be strongly opposed, incidentally, to Any
further increase (to £600m) in BNOC forward oil sales, although we
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should certainly ensure we get the full £500m originally planned.

One major reéson for the PSBR overshoot this year is likely to be
delayed payment of VAT. From soundings I have made over the weekend,
substantial companies are indulging in this on a significant scale, and
deliberately. It is not all that surprising: the higher the rate of
interest, and the greater the amount of VAT involved, the greater the
incentive to delay payment and enjoy a substantial interest-free loan.
It seems clear that we must seriously consider legislatingﬁige Finance
Bill to charge interest on overdue VAT. It would be helpful to have an
early decision on this, since we may wish to announce our intention to
legislate in advance. In the meantime, are there any ways in which IR

or Customs and Excise could or should retaliate by delaying tax refunds

due to traders?

3. Bank lending. On a previous occasion I have sought official

advice as to the effect of stock relief on the level of bank lending,
with inconclusive results. However, anecdotal evidence is unanimous
that stock relief is causing a deliberate and massive artificial build
up of stocks, much of which is financed by bank lending. No company
with a calendar year ending on 31 December (and there are a very large
number of these) is going to run down its stocks now and thus incur a
corporation tax liability: the (tax-deductible) interest rate penalty

is peanuts when set against this consideration. This, too, is something
we clearly cannot put right until the 1980 Finance Bill; but if we are
in a position to do so there might be some gain from announcing in

advance our intention to legislate then.

L, Pay. The break in inflationary expectations we are seeking has to
affect all markets, of which the labour market is one. Here the only
sensible direct action, which I greatly hope we will take, is to
engineer a situation this winter in which we take a firm stand on a

specific public sector pay claim and win.

5. Public expenditure. Clearly nothing can be done in the context of

1979-80, but 1980-81 is a different matter. The most hopeful prospect

would appear to be a substantial increase in the disposals figure, via

BNOC.

P L

NIGEL LAWSON
12 November 1979
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CHANCELLOR

The Governor will be in Gloucestershire at the weekend.
His telephone number is:

Miserden 355
The code from London is 028582.

2 I suggest there are three things you might want to
say to him in the wake of this afternoon's discussion with
the Prime Minister:

(a) Now that Ministers are about to grasp the
nettle and take difficult decisions on monetary
and fiscal policy it really 1s up to - the Bank

to take all p0851b1€H5E655 to ensure a successful
and sustained funding operation over the coming
weeks. You probably will not want to go too far
in suggesting how this should be done, though the
Financial Secretary's note below suggests one
possible approach. The mechanics of the operation
must be for the experts in the Bank to advise. But
there can be no doubt about the objective, or the
resolution needed to achieve it. Whether the
objective should be gmantified is a matter you
might want to discuss.
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(b) How best does the Governor think the Bank
can get through to the banking system the doubts
which exist about their general attitudes and
resolution at present. Partly this is about

bank lending, but not wholly (as I understand it).

(¢) We need to press ahead very fast now with
consideration of an alternative system of monetary
control. Finishing touches to the papers need to
made quickly. How quickly can the Bank do their
bit?

B I have been thinking ahead a little about timing.
Provisionally, we have pencilled in a meeting on Monday
afternoon at which I suggest you try to reach decisions on

the SSD scheme and the roll-forward of monetary targets. This
will need to be followed by a minute to the Prime Minister
recording your conclusions and seeking her assent to them.

Now that E Committee has been cancelled there is a useful glot
on Tuesday morning which I suggest we keep in reserve. You
will need a meeting to consider a draft statement for Thursday
and a first reading on monetary base control. These could

be taken separately. At the latest, the meeting on the draft
statement will need to take place by Wednesday morning, so
that it can be revised and sent to the Prime Minister Wednesday
night. This would then leave your Thursday morning with her
to clear any final points. Even this timetable requires a

completed draft to be in your box on Tuesday night.

4, There 1s one complication in all this: the Governor
has to be in Basle throughout Monday and Tuesday morning.
Subject to anything which passes between you on the telephone

T have told his office that we must proceed as far as possible
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without him. He can be represented at the meetings by .
the Deputy Governor. I do not think you need persuadeLto

change his plans.

Y

(A.M.W. BATTISHILL)
9th November, 1979
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MONETARY SITUATION

Following the decisions taken at today's meeting with the Prime
Minister, I consider it essential that we do everything possible
to ensure a major (and sustained) funding success in the wake

of next week's announcement. Clearly, this is not the time +to
think of new methods of funding. But it may be necessary for the
Bank to adopt slightly unorthodox market tactics - in particular,
to launch a major new long tap at an unusually attractive price

and on outstandingly attractive payment terms.

) Csthes

NIGEL LAWSON
9 November 1979

(Dictated by the Financial
Secretary, and signed in his
absence)
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Treasury Chambers, Parliament Street, SWIP 3AG
O1-233 3000

PRIME MINISTER

MONETARY POLICY

I attach a very preliminary Treasury ncte on possible forms
of direct control over bank lending (as distinet from Monetary
Base Control, which I discuss later in this minute). We have
not had time to discuss it with the Bank,. You may find it
useful if I set it in context.

2 I think that we are faced with three issuss:i-
(i) How can we best develop the system of monetary control?

(ii) Vhat can we do immediately to regain control over the
meney supply, as quickly as possible can we, in the
short run, reduce bank lending or sell more gilts?

~
b
[N
e

S

How canr (ii) be best presen ted as part of a ccherent
package including the roll forwar

the next week or so?

=
Q
o
)

the target in

The system of monetary control

k17 This is the most important issue in the longer term.

=
ci

is not the most pressing, though we mey need to make some
reference to the development of our thinking on this -~ a point
which I return to below. But I should stress one key point,
which came out in the earlier discussions on monetary base control.
In an economy and monetary system which are as sophisticatsd as

ours, and ones which are now open with the relaxation of exchange

control, the mainr methods available to the fovernment to affect
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monetary conditions are what it does to public expenditure,
taxation policy, and so the PSBR; what it does through interest
rates and gilt sales; and how it intervenes in the foreign
exchange markets. Any attempt at more direct control just
stimulates evasion, either elsewhere in the uncontrclled sector
of the domestic financial markets or through offshore routes.

At present changes in interest rates are partly brought about

by the markets, and partly by the discretionary actions of the
authorities. A monetary base system, if it were found
practicable, would generate changes in interest rates mcre
automatically and with less direct political involvement on the
part of the authorities. But most people would consider that
it would induce wider swings in interest rates. If such a
system had been operating in the last few months, it would almost
certainly have led to higher interest rates than today's.

b, The attached note on alternative methods of controlling
bank lending suggests that almost any method of direct controls
open to us is likely to encounter s basic difficulty. It would
further stimulate the channelling of credit through other routes
outside the banking system, in ways analogous to those which
have already brought the SSD scheme into disrepute; all the more
so because there is now the obvious additional avenue of
avoidance through the Euro-sterling markets. Moreover, forcing
the credit into alternative routes is apparently unlikely to
alter the present upward pressure on interest rates.

Wnat should be done in the short run?

5 It is possible that something might be gained if one could
change the present general impression that ecredit is fairly freely
available, The Governor might ask the banks to be more severe

in the granting or renewal of facilities. I would welcome the
Governor's view on this, although particularly at the outset I
would expect the effect mainly to be on the atmosphere in markets,
rather than on the monetary statisztics.

- 2 =
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6 It seems pretty clear that the only way we are going

significantly to affect the money supply figures for banking
November and December is through getting the gilts market

moving again. One element in this has to be the Government
reasserting its determination to control the money supply, and
being seen to take the necessary action to achieve this, whatever
it may cost in other respects. The other has to be the Bank
following this through in it gilts market oparations. On the
first, if we rule out fiscal action, as I think we must, then

it still seems difficult to avoid action on interest rates,

at the very least moving MLR to confirm the move which has
already taken place in market rates. I am strongly advised

that anything less than a move to 16 per cent now would be

seen as the action of Canute, and call in question our resolve

to adhere to our monetary targets. The second 1s a matter for
the Governor.

T Thege. are, of course, two of the key questions for

Giscussion at our meeting later today.

The announcement next Thursday.

H; As I indicated in my minute last night, the other main
elements in an announcement next Thursday ought to be

the roll forward of the target, and the future of the SSD scheme.

/ The
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The decision on what the amount of the roll forward should be
is, I think, separable from the decision on interest rates and
the SSD scheme. I would therefore suggest that we should deal
with it separately later. I will put something to you on it
early next week.

95 But, I think that it would be useful if we discussed the
SSD scheme today. There is a good case in logic for bringing
it to an end. Ways round it have now beccme so developed that

it is having little, if any, effect on either liquidity or credit.

This is obvious to all informed commentators. Moreover,
there is a distinet risk that if it is continued, it will

encourage disintermediation into offshore banking -~ the Euro-sterling

market. However, the Governcr and I considcr that there would
be an adverse reaction, particularly abrcad, if we were seen to
take it off tout court. We therefore recommend announcing that

it is intended to phase out the SSD scheme. We would justify

that domestically by explaining that,'while we accepted the
scheme was no longer having a significant effect on liquidity
of credit, its ending would lead to the inflaftion of a sterling
M3 statistic, by as much as 3 per cent over a period, as some
of the flows which had avoided the corset came back into the
banking system. We were therefore retaining it to control the
speed at which these flows returned.

10. The presentation would also be helped by inecluding in the
Thursday statement our intention to begin consultations shortly
on possible forms of the Monetary Pase control scheme. The
cognoscenti would realize that the SSD scheme, and any monetary
base scheme practicable in the absence of exchange contrcl,were
not really alternatives. The latter is less a system of direct
control, and more a method of generating the necessary changes

in interest rates.






Conclusion

11. The conclusion to which one is driven by the best advice

so far available is that controls on bank lending, or other
changes in control systems, are not going to prcduce the immediate
—-improvement in monetary conditions which we need. From this
there follows the need to achleve substantial gilt sales,
particularly before the end of banking November (21st), if at
.all possible, and to sustain them therealter. This requires
the Government to do what is necessary to maintain confidence in
our determination to carry our volicies through: that in turn
means we must accept MLR of at least 16 per cent. It nmust

then be followed by successful opersationsg by the Bank Iin the
gilts market to secure the maximum sales. Clearly these are

the issues on which we both want to concentrate today.

12. I am selding a copy of this to the Governor.

Wb e

e
e g

Approved by the Chancellor
and signed in his absence

"'y November 1979
J
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ATJTERNATIVE METIODS OF DIRECT CONTROL OVER BANK LENDING

In assessing ways of controlling bank lending one must separate the
effect on the banks and their ability and willingnesg to control
their advances to private sector customers, and the ¢ffects on the
customers' demand for bank credit.

Banke' Ability to Control Iending

2. The ability of banks to control lending is circumscribed particularl:
in the short run. The {irst reason for this is the general practice of
granting facilities, which are then used at the customer's discretion.
The overdraft system is the classic example of this, where & bank
pormally agrees with a customer an overdreft ceiling, which isg subject
to review, usually annually: the customer then has =2 virtoal
contractual right to use that facility at his discretion until the time
of the next review. The average utilisation of such facilities normally
varies betwesen 50% and 60%, and at pressnt is at the top end of that
range. Hence there is considerable scope for an unchecxable increage

in bank lending due to increased utilisstion of facilities,; which the
banks/gg%nothing to prevent in the short term. In recent years, there
has been a progressive switch from overdraft to term loans, butl hewrs
again the normal practice is to negotiate facilities, which can then

be drawn down at the customer's discretion.

%. The main opportunity for banks to vary the scale of their lending

is therefore at the time when facilities are either requested from then
or renewed. As a rule these reviews are, say, once a year, which meanms
that the opportunities they offer for changing facilities are very
linited, particularly cover a period of a few weelis. The scope for
change is further limited in practice, because a bank may not be able to
reduce its overdraft facility to most industrial customers shorply
without putting them out of business. The ability to cut back om
lending is probably greater in the perscnal sector, where there are .
more personal loans for particular purposes which are being runn ¢ff

*

in accordance with & pre-determined schedule.

4., DBanks can influence the use which is meds of facllities already
G

granted in only two ways, short of reneging on a contractual
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obligation. The first is through the interest rate which it charges.
The second is to offer an alternative eource of finance, and to pursuade
the customer to use it rather than to draw on the facility: this may
well have been happening to some extent in the recent past with the
growth of acceptances, and could obviously hsppen in the future by
offering a loan in the euro-sterling market from an overseas associate.

The Demand for Credit

5. In the longer term, the authorities can alfect the demand for bank
credit by the whole range of their econowmic policies with their effects
on the level of activity, prices, or on company profits and liquidity.
For example the increase in VAT will heve had a once-for-all effect on
company liguidity, which should have reduced the demand for bhank
lending. More specifically, the authorities can affect the demand
through interest rates, although it is clear that certain types of
lending at least are nct very sensitive, particularly in the short run.
For exauple a company facing s turn down in demand for its products

may heve little gltermative but tc build wp stocks in the short run,
financing it from its bank facility, elthough its decision ebout whether
to maintsin those stocks thereafter or cut beck on production may turn or
the rate of interest. The eifect of interest rates on company decisions
may salso be muted to the extent that interest payments are s charge
sgainst profits before tax.

6. The amgunt of credit which is teken by the borrower may be affected
by the ease with which he can cbtain facilities. Bub,; given the
sophistication of the British financial system, to the extent that soue
channels of credit are closed, it will usually be possible to find
others = here again acceptances are a clear example at present, and
euro-sterling loans could be in future. It may be harder for personal
gector borrowers than for companies to find alternative sources of
credit.
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Methods of Control by the Authorities

a. Ixisting

7. The present monetary methods for controlling bank lending, as oue
of the counterparts of the money supply, are interest rates; the
Supplementary Special Deposits Scheme and directional guidance.
Interest rastes, which are essentially the price of credit, tend to
have their effect after a substantisl lag as already mentioned. The
extent of the effect varies between types of customer, and with the
financial situation in which the customer finds himself.

8. The Supplementary Special Devosits Scheme (the corset) may
initially have had some effect on the willingness of banks to grant
facilities. In those cases where it has bittean it has also had an
effect on interest rates, because of provisions in some medium tern
loan sgreements which enable banks to pass on part of any penalties
which they incur uander the SSD scheme. Howewver, it would appear that
the bauks have now found sufficient ways round the 58I schenme, eg
throvgh acceptances, for it to be having little effect on their
willingness to grant credit, although in some cases that credit has
been chammelled into acceptances. So it probebly affects only
individual interest rates rather than their general level.

9. The directional guidance resquires the banks to exercise such
restraint in their lending to low priority categories (persons,
property companies end loans to finance purely finsncisl transactions),
as may be necessary to ensure that the banks have sufficient funds for
priority lending, such as to meet {the needs for working capital of
manmufacturing industry. The directional guidsnce seems to have
restrained banks' lending tc¢ persons somewhat when the corset has

been on on previous occagsions. However, it would appear to have hsad
less offect this time, presumably because the banks were confident that
they could channel sufficient of the demsnd for credit from their cther
customers through the acceptances znd other loopholes. The banks have
recently been tsking some messures to constrain personal leanding. But
the increase in personal lending in recent wonths since the post-Budget

-
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gpending hoom, has been significantly less than ons tenth of the
total increase in bank lending outstanding. The increases in
personal credit in recent months have probably been more important
in fostering a genersl impression that there is not a squeeze on
credit, than in adding greatly to the figures.
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i Controls on Banks

10. There are a range of methods of control which would seek
to constrain more directly then the SSD scheme the growth of
bank lending within banks' balance sheets. These include:

a. ceilings on bank lending, as used in the 1960s;

B penalties on lending over a guideline - eg a tax on
the excess: this would in effect be a switch of the SSD
scheme from banks' liabilities to a block of their assets;

& a reserve or liquidity ratio system, which weuld require
bank lending to be matched by the holding of a propertion of

the emount lent in specified assets, the total of which could
be controlled by the authorities.

The problem with them all is that they would cause the banks to
chennel businesg outside the control, without affecting undsrlying
liguidity and credit conditions, in the same way that hasg alryeady
happened with the SSD scheme. If the scope of the control were
widened to cover one loophole, for example acceplences, othar channely
would develop, notably the inter~company merket and offshore banking.,
These by their very nature cannot be controlled and morecver they

are potentially more dangerous than acceptances, both because their
extent cannot be monitored and becsuse of The distortions they

ereate in the domestic financizl system.

ii. Morsl Suvasion

11 It might be possible for the CGovernor to reinforce his
directionsl guidance, by specifically asking all British banks

to exercise restraint in granting or renewing facilities. The

nain banks would undoubtedly comply with the letter of the request.
But it would not stop disintermediation: the demand for creadis

would not be affected and the supply would undoubtedly be forthecoming
for most customers from other sources, eg the inter-company market
and offshore.

iii. Hire Purchase and Other Terms Controls

12. At present hire purchase terms controls still apply to cars and
cervain electrical goods, snd benks are asked to mebtch those terms
vihen giving personal loans on overdrafts for the purchase of such
gocds, The controls probably still have some effecht in relsbion to
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expensive goods. TFinsnce houses prefer hire purchase contracts

for them because their security is better, and since banks usually
know when a facility is being used for that purpose. But,
‘particularly since the Consumer Credit Act, the range of forms

of credit for smaller purchases has become so great - overdrafts,
personal loans, bank credit cards, departmental credit cards,
charge accounts and reteilers credit generally - that any attempt
to reimpose hire purchase terms controls on smaller goods could

be readily evaded. Moreover the Department of Trade no longer have
enforcement staff.

13, The amount of consumer credit, other than bank lending, has
been growing at about £100 million a month recently - much the
same as last year. This is roughly 20% pa. However, given the
extent to which the banks finance house subsidiaries have been
financed by acceptances recently, it is doubtful whether the
tightening or extension of terms controls would have much effect
on the benk lending or money supply statistics.

ive Credit Cards

14, The money advanced on bank credit cards is within the totel

of bank lending to persons. It would be pessible to ask them sgain
to tighten the repayment requirements ~ snd to abstain from furthew
incereases in creditv cellings. Bub it would be difficult to justify
singling out this one form of personal credit (which is already
relatively expensive) for special treatment.

V. Tex

15. A theoretical option for maling interest rates more effective
as a mesneg of regulating demand for credit would be to tax the

borrower. This could take the form of either:

. disallowing interest -~ presumably zbove some base leve] -
88 a charge against profit in computing corporation tax
liability;

or b. levying a tex on finanecing - charges (interest ete) for
consumer credit. ‘

But both would almost certainly be complex, if they were practicable
at ali. It is difficuilt to see either being introduced very quickly,
ilr they were thought desirable.
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ce Financial Secretary
PS/Secretary (No.1l0) (2)
Sir D Wass

Mr Bridgeman
CHANCELLOR Mr Middleton

GRIFFITHS, BURNS, ROSE AND FLEMMING

I attach a series of notes on the conversations I was instructed to
arrange. That with John Flemming was of necessity very short, but
the others were fairly exhaustive. In each case I managed to cover
most of the chief issues but not all, partly because to have raised
too many questions on my side would have been indelicate.

2. There is a clear unanimity about almost all issues, apart from
gaupging what has happened to money supply and why and where it will
go hereafter. These are matters about which people are understand-
ably very cautious. But this caution does not diminish the firmness
of views about the need for action or the general agreement about
the form it should take.

M

ADAM RIDLEY
Q9 November 1979
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BRIAN GRIFFITHS

The determinants of and prospects for Bank lending

It is not surprising that money supply and bank lending should be
so volatile in the short term, given the many factors which affect

them. But one can expect stable relationships over periods of 6
months to a year.

& Bank lending itself, or rather its trend,will reflect the

recession and high interest rates. But one cannot know precisely
when.

Interest rates

Ha A sharp and substantial increase now a fundamental pre-
requisite of monetary policy, and possibly the only thing one can

do. It i1s all the more necessary now that Euro-sterling has

become, with the abolition of exchange controls, part of the de facto
money supply, since interest rates are the only way one can control
it. One must err on the side of caution by acting early and boldly.

To do the opposite would threaten a crisis in monetary policy.

He An MLR increase would probably set off the gilts market, and
the rate could be brought down a bit before long. Once recession
had set in firmly, rates could be expected to tumble very sharply
over a short period - say roughly 6 months hence.

Financial Plan

5 To take an initiative over it before the short term anxieties
over trends in and policies for money supply were resolved would be
doubly dangerous. It would be deemed a foolish attempt to

mask those short-term difficulties. And the plan itself would be
thought to be worthless since the existence of unresolved short-term
difficulties would make it appear unattainable.

-
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Monetary Base Control

6. It is vital not to have a repetition of the Competition and
Credit Control fiasco. C&C took 4 months between announcement

and introduction, and that process was too hasty. MBC would
require more. In particular, if one were considering introducing
it now, one would need to consider very carefully the role of Euro-
sterling, which might otherwise cause broadly analogous problems to
the discount houses in 1972/73.

Conventlonal Controls

7. Special dEPOSitS?Reserve Ratios, Quantitative controls and the
like would all be useless, since there is an easy foreign escape
route from each. All a bank need do is discreetly ask its
customers to steer transactions to an overseas branch.

Gilts
8. The present system is necessarily gilt-strike prone and
spasmodic in operation. Since the Bank of England cannot in

the short-run know a great deal about demand, they will periodic-
ally choose to sell stock at what turns out to be the wrong price.

9. The system is wrong. Tap prices are kept still far too long,
and should be changed more quickly. There is a very strong case
for an open rather than minimum price tender when selling long-
dated stock.

10. At the short end of the money markets, more assets are needed;
and interest rates should change more frequently and by smaller
amounts, though not of course passively. They could still be used
to lead the market. This is essential to keep fund managers on
their toes, create a measure of uncertainty and thus a two way

market. If one decided to do this, it would be vital to warn the
market in advance.

Attitudes

11. No one has woken up to the nature of the authorities' monetary
2
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policy till very recently if at all. Both the banking system
and the company sector expect or at least feel that they will

be "bailed out" if things get difficult.

Exchange rate

12 If Iran or other factors promote an inflow, this could be
tricky and one should consider now how one would mop it up. To
the extent one cannot do so, it would be far better to endure

a temporary rise in the exchange rate than take in a lot of foreign
money.
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TERRY BURNS

Recent trends in bank lending and money supply

T.s On the prospects in the Summer, and assuming no unexpected
surprises, the Government's policy had seemed a little risky

but not unacceptably so. An £8.4 billion PSBR and 14% MLR should
have been enough to bring down the money supply growth within the
target range. Now, after the event, it is not difficult to see

some reasons why things have gone wrong:

- output has, up till now, been more buoyant than expected;

price inflation, and expectations of its future have, too.

Both will have bolstered the demand for money and boosted
bank lending.

- interest rates have risen unexpectedly high and quickly
overseas, thus reducing the incentive to borrow overseas
and, by the same token, increasing the incentive to
borrow at home;

- exchange control abolition has probably meant that domestic

interest rates have to be raised by more relative to

overseas to achieve a given degree of monetary stringency.

Sentiment

R There have recently been sudden but quite unambiguous signs

of a gilts strike. In the short-run this is at least in part
because an increase in MLR is seen as inevitable, and no one in his
right mind would buy gilts till it has happened. But in part this
is because there is a growing anxiety about the incompatibility
between the PSBR and the monetary targets.

PSBR

2 Published date on the CGBR cause much anxiety, and imply a
79/80 PSBR well above the FSBR projection. Burns own anxieties on

this front are now very marked too, and he suspects action is needed.

SECRET
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Controls?

b, Direct intervention of any kind would be undesirable, since
they would just hide the problem, and would be seen to. People
know exchange controls have made a nonsense of them. If there
is an imbalance between revenue/expenditure and money supply, it
must be dealt with directly.

S Furthermore, anxieties about the Government's possible
willingness to intensify controls are already a serious problem,

and have aggravated the authorities' problems. The stories
indicating a desire to restrain mortgage interest are the chief
problem. The PM's recent statement at Question Time (Thursday 6) ?
accepting that interest rates might have to rise after all in the
New Year had not been noted generally. People are saying that

just as petrol prices were the Americans' Achilles heel, mortgages
were the British Governments. A positive affirmation that the
Building Societies would not be interfered with is urgently needed.

Monetary Base?

6. Not desirable in a hurry whatever its merits. Memories of
Competition and Credit control have become obsessive. But the
issue is more fundamental. Monetary control, gilt selling and so
on are only operable effectively and reliably when monetary policy
is right and create very high interest rates, rationing, and
distortion when they are wrong.

{2 This is not to say that it would be foolish to announce some
moves or other on consultation over monetary base. But that, though
sensible, is no substitute for the central measures needed,

particularly an early increase in interest rates.
Gilts
B It is not easy to be objective about selling methods when

respected observers and commentators - most, however, with axes

to grind - bend one's ear this way and that. However, it would

2
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seem sensible to sell gilts by tender and ensure one mopped

up one's target of liquidity, month by month. To hit targets

for the quantity of money you must be able to control pretty
directly the PSBR and gilt sales, its two prinecipal determinants.
The present system is one in which the authorities are often
fighting with one hand tied behind their backs, and in which it is
thus possible for some parts of the markets to make large and easy
profits out of that disability.

Interest rates

9. There is no avoiding a sharp increase. The longer one waits
the bigger the gilts strike and the larger the jump needed. One
should nip the crisis in the bud hard and as fast as possible.

What is to be done?

10. The ideal response would be:

a sharp and early MLR hike;

- action to reduce the PSBR, ie expenditure cuts or

tax increases;

- new gilts sales tactics;

- on the negative front the avoidance of evasions,
in particular an unfrank Bray forecast,and the
continuation of anxieties about intervention in the

mortgage interest levels.

Reducing the PSBR

11. To achieve much this year would evidently be very difficult.
To make firm suggestions about how would require a proper examine
of the technical and political possibilities on both expenditure and

revenue.

12. But in principal one can say something about the orders of
magnitude one would be aiming at. One would wish at least to get
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the PSBR back to 8.4 bn this year, and may be more to allow

for the fact that, if one standardised the FSBR projection for
deviations between projected and actual levels of output and
prices, the £8.4 bn figure would be equivalent to less in today's
conditions.

13. There is a very strong case for overkill now. Timing
considerations are becoming very awkward. There is a risk, if

one under~reacted now, that one would be driven to an excessively
violent package in, say 6 months time, just when the economy

is turning down anyway. The case for "quick and hard" is
reinforced by the need to be influencing wage bargaining. The
present deteriorating prospect on that front is only to be expected
given the effective lack of awareness of the intended tightness of

monetary policy.

Retrospect

14, Present problems stem from Healey's errors, from late 1977
onwards. But even if they are largely his fault, the need to err

on the side of caution is none the less.

SECRET
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HAROLD ROSE

Money and lending trends since May

A slow-down in either never seemed probable before early 1980.

The Bank of England read far too much optimism into the September
money supply figures. The Banks have seen no clear signs of
higher Vat payments in October, which strongly implies companies
are short of money, only in limited measure because of funding
income tax rebates, important though that is. Of course the tax
position is of little comfort, as the more that is paid back, the
lower the PSBR and Government created liquidity, but the higher is
demand for Bank lending ceteris paribus.

2. Barclays - and other clearers - expect lending to remain strong
for months and not to slacken before 1980 Q1 or possibly even QIT.

L The determinants of the money supply are not that easy to
interpret. One factor leading to high demand for money may be
that industry now operates with and wants high stock levels in
relation to output, since to do so is very cheap with stock-relief
plus tax deductible interest (if you have profits); and industrial
disruption - now chronic - dictates higher levels for obvious

reasons. The surveys suggest recession is only Jjust beginning.
Policy

by, Interest rates must clearly go up immediately. On the one

hand arbitraging is already happening and will get much worse if

they don't. On the other, a feeling of gilts-striking is growing
fast and that demands an increase. With short interest rates so

high the authorities simply look silly if they delay.

B The PSBR is looking too high. Direct controls are no use if
there is unsatisfied demand for credit. It will go offshore

immediately, and while it could leave the £M3 statistic looking
better, people would not be fooled for long.

SECRET



28
SECRET i i‘; g

6 . The Bank of England should certainly take a tougher line in

its guidance. No one has any feeling of monetary policy being
tough. The Bank looked like being so only briefly in the Summer,
when it failed to repay special deposits in August. But it soon
changed its tune. One would have expected it to take a tougher
line in a variety of ways, particularly cover personal credit.

T Barclays only issued a circular to branch managers about
restricting the net total of personal credit last month. Since
the branches always put up excellent special case pleas, this
guidance will not be fearfully effective in all probability.

8. The increase in house prices is as telling a sign as any

of the relative slackness of credit conditions.

2
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JOHN FLEMMING

Bank lending and money supply

The underlying determinants are very difficult to disentangle.
The exchange control relaxation will, for various technical
reasons, make it very attractive to borrow at Pomg and_run down
. ) relative of ours
overseas loans while dollar interest rates are so high/, all the
more so since US inflation is less than here and their exchange

rate is more competitive.

Role of interest rates

2, They will certainly have a dampening effect on credit
expansion. But the lags and scale will vary a lot depending
on a multitude of factors. Even Milton Friedman, who used

to deny they restricted credit, has now recanted and admitted
they do. They should be raised immediately.

Blie Ruthless pursuit of monetary targets requires ruthlessness
over interest rate policy.

Gilts strategy

4. This, too, demands higher interest rates.
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PRINCIPAL PRIVATE SECRETARY

POSSIBLE MEASURES TO AFFECT BANK LENDING

1. You asked over the telephone for a note for the
Chancellor's meeting with the Prime Minister at lunch
today. This is attached.

o

o
Private Secretary

Inland Revenue

ce Chief Secretary Sir William Pile
Financial Secretary Mr Dalton
MST (C) Mr Isaac (origin)
MST (L) Mr Gracey
Sir D Wass Mr Ware

Sir L Airey
Sir A Rawlinson
Mr Littler

Mr Bridgeman

Mr Riley
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Chancellor of the Exchequer

You asked us for a quick note, before you see
the Prime Minister today, on 2 possible tax
measures which could discourage the growth of
bank lending:

a. Deductibility of business interest.
b. Leasing.

Either of these measures would require new
legislation.

Interest

The present rules allow for interest to be
deducted, in exactly the same way as any other
expenditure incurred in earning profits. We

see no scope for changing this. If a business
borrows at (say) 12%, to finance an investment
which yields a net 14%, we cannot argue that the
business profit exceeds 2%.

A highly sophisticated point arises in the
context of accounting for inflation. A tax
system is unduly generous, to the extent that it
both gives relief for maintaining the real value
of capital assets and gives full relief for
interest (which, in such circumstances, commonly
includes an element of capital repayment). This
is i/ rationale of the monetary working capital
and gearing adjustments proposed by the
accountants. However, this is by some distance
the most difficult and contentious aspect of the
whole inflation accounting debate. It is not
something on which one could realistically
expect legislation in the 1980 Finance Bill.

Leasing

We hope to submit next week the report of the
working party (Revenue, Treasury, Bank of
England) which has been reviewing the tax treat-
ment of leasing.

It will be recommending some significant changes
in the present tax rules. These will not affect
leasing, to the (very important) extent to which
it is currently financing industrial and com~-
mercial investment. However, it will affect
other business, which is thought to be attracting
tax relief of some £m250-£m500 per annum; and

the recommendations will affect new business on
contracts entered into after Budget Day 1980.
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It is not easy to be sure exactly how far these
recommendations would affect bank lending. The

loss of tax relief would add to the cost of the
present business. One could expect to see therefore
some reduction in present demands for lending.

In other cases people would simply switch from
leasing to direct borrowing.
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SIR DOUGLAS WASS cc Chancellor =
Chief Secretary
Financial Secretary
Mr Lovell
Mr Ridley
Mr Phelps (C&E)

THE REGULATOR POWERS

You asked for an immediate note on the use of the Regulatbr
powers. This note has been prepared with the help of Customs
and Excise. If the Chancellor wishes to take this further,
Customs can let him have a fuller note very quickly setting
out the considerations he would need to bear in mind in respect
of the various duties and the timing constraints.

2. For completeness, the note covers the use of the VAT
regulator as well as the regulators applying to the excise
duties. But the use of the VAT regulator would of course
conflict with the undertaking the Chancellor has given not to
increase the VAT rate further in the lifetime of the present
Government.

Timing Constraints

3. The main timing constraint applies to the use of the VAT
regulator where Customs and Excise normally require seven days'
notice for advance preparation. Customs would also prefer seven
days' notice if the excise duty regulators are to be used, but
could undertake a special exercise at less than 48 hours' notice,
though such an increase would inevitably be rough at the edges
and a slightly longer period of notice would be preferable. It
is desirable that a VAT change should come into effect on a
Monday so as to give traders a weekend in which to re-price.

4. A possible timetable might be: -

Wednesday 21 November : Final decision

Wednesday 28 November : Announcement and imple-
mentation of oil and drink
package

-eo/
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Monday 3 December : Implementation of tobacco
and VAT increases

The short notice given of the VAT change in the last Budget gave
rise to strong criticism, however, and a slightly longer period

of notice might be preferable.

Scope of the powers

5. There are three regulators: one applying to the dutiés on
drink, petrol, derv and rebated oil; one to the duty on tobacco;
and one to VAT. The regulators may be activated separately or
together and some selectivity is possible within each of them.
Full use of the excise duties regulators would permit the immediate
raising of the duties on tobacco, drink and oil by 10 per cent.
Full use of the VAT regulator would permit the immediate raising
of the rate by 25 per cent, ie. from 15 per cent to 18% per cent.
There are, howeyer, two points to be noted. First, the TPD
regulator, if applied to the full extent, would have an effect
substantially larger than 10 per cent, because of the interaction
between the specific and ad valorem elements. Secondly, 1if the
VAT regulator were used in addition to the other regulators, there
would again be a cumulative effect.

Procedure

6. Orders under the Economic Regulator powers can have immediate
effect but all three regulators are subject, in the case of an
increase, to affirmative resolution procedure. The VAT and
tobacco regulators require Commons approval within 28 sitting
days while an order under the main Economic Regulator (covering
drink and o0il) requires approval within 21 calendar days.

7. The powers covered by the Economic Regulator have to be
renewed annually and would otherwise expire on 31 August. When
it has been used, it has been standing practice to consolidate
any surcharge (or rebate) into substantive rates in the next
Budget and to renew the Regulator power so as to "free" it for

-/
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further use. The Regulator was last used for the alcoholic
drinks duties (but not for o0il) in December 1976 and the con-
sequent increases in duty were consolidated in the Finance Act
1977. Unlike the Economic Regulator, the VAT and tobacco
Regulator powers are not subject to annual renewal but Orders
made under them remain in force for only one year unless further
Orders are made. The tobacco products duty Regulator was used
along with the Economic Regulator in December 1976, with con-
solidation of the increases in duty again in the Finance Act
1977. The VAT Regulator powers were last used in July 1974,
to achieve a reduction in the standard rate of VAT from 10 per
cent to 8 per cent. This was consolidated in the autumn Finance
Bill, subsequently enacted as the Finance Act 1975.

Economic Effects

from 1 December

8. The full-year revenue, 1?33480 PSBR and RPI effects of the
use of the regulatorS/are summarised in the table below.

Full Year PSER RPI
Revenue Yield (1979/80)

Tobacco (full
regulator) 225 =50 0.4
Drink (+10%) 150 =40 0.2
0il (+10%) 300 -95 0.2
Total Duties 675 -185 0.8
VAT (+3.75% pointg)* 2250 =70 1.9

*Including consequential receipts from increased ad valorem
duty on tobacco.

9. There is a time-lag in the collection of VAT revenue so that
there would be little effect on the PSBR in the financial jear
1979/80. On the other hand company liquidity improves temporarily
in the first three months after the increase as companies build up

their VAT receipts and this could lead to some reduction in bank
borrowing.
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Price Increases

10. The effects of the full use of the excise duty regulators
would be to put about 6p on the price of a packet of 20
cigarettes, almost 1p on a pint of beer, an average of 6p on a
bottle of EEC wine, 36%p on a bottle of spirits and 4.2p on a
gallon of road fuel. An increase in the rate of VAT from 15 to
18%2 per cent would add nearly £100 to the price of a £3000 car.

o

H M GRIFFITHS
FP2
9 November 1979
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As you suggested, Adam Ridley has seen Brian Griffiths, Harold

Rose, Terry Burns and John “lemming. Their views are very much one
of a kind. Briefly: 5 _ .

(1) It is essential to move fast and increase MLR L//f

(=

to at least 16%. M3 for November must be "good'",
and the only way of being certain of achieving. this
is to sell a large quantity of gilts. There is a
general feeling thaf there is-a '"gilts strike" at
present. No one will buy unless MLE goes up.

Y

(2) It is almost impossible to control Bank lending
to the private sector and the supply side - i.e. 2*@?37”

direct controls such as tightening reserve asseil ratios, :
the S8D scheme and "moral suasion®™ won't work.

Bank lending willi only be certain to come down when
activity weakens and we have high inlcrest rates - though

interest rates will not have an immediate effect.

(3) Nonetheless, the Governor should call.thé clearers C;:~"”
in and try to get them to reduce lending. This could

reduce the published figures for lending, though other

ways of getting finance (e.g. acceptances and borrowing

from branches gbroad or from American banks ) are likely

to take its place.

(4) There is no point in having a medium-term financial \/%7
plan when the Markets are dubious about our abhility to stay
within the existing target.

(5) If we were to change to monetary bhased control, theré

should be plenty of time for consultation. Only four ﬂé}-ﬂb
months consultation was allowed for Competition and Credit,

and this was not enough. ' .

/ (6)
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CEANCELLOR ce Sir D Wass

THE MEETING

I suggest the overwhelming priority is to avoid bad MS figures

next month. To that end you might want to pursue:

L MLR up. r)
- !
2. Achieve gilt sales. Case for new tactics, if only
—— -—
ionall
exception v {lﬂ P

B Avoid a harmful(Bray forecast Dilemma here, as to
publish PSBR forecasts for this year and next which
are bad would be harmful in one way, not to publish

at all might be equally harmful in another.

4, For consideration: action to reduce PSBR; who to
consider what when? Prudent to ini?}ate contingency
. 17
planning now?
CHn o

5 \Einouncement of MBC desirable; but it must strike
"Juste milieu"™, and avoid appearing panicky, or
involving too quick a timetable. 4~_C£D

4 (oL follmat

6. Attitudes to money supply control need to be toughened
- implying a vigorous approach by Bank to q}gﬁzers,
and by them fo the sysfem.

T Possibly consider presentation over next week or so.

Anything to note over and above Thursday's statement?
[NB. There is a speech engagement on Friday night,
set aside for oration on monetary policy.] eg include
remarks about mortages?

M .1 PN L o WV, WL RN

o Y, wan ST

(v (L
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8. ossibly consider contingency planning for an
flow of foreign currency induced by IRAN etec.
2 4 Decisions on almost ég§gighg else are likely to be either

undesirable or irrelevant.

Sy The key points made by my interviewees are summarised in
the attachment.

A

ADAM RIDLEY
9th November 18979
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(6) To be sure of selling sufficient gilis over the

next month, there should be a tender - i.e. no minimum price.

(7) More generally, the credibility of the Government for

years is at risk if adequatc action is nol taken now.
There is a feeling that we are dithering, and unwilling to
take unpleasant conseguences of sticking to tightmonetafy
targets. (Apparently this siems partly irom the feeling
that we were prepared to interfere with the mortgate rate:
there needs to be a positive affirmation that we are not
going to - though we virtually said this in the House the
other day.) Terry Burns says thai our fiscal stance is too
lax, and in thecry would like a fiscal package but he

understands the peolitical difficulties.

9 November 1979
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SUMMARY OF KEY POINTS FROM FOUR INTERVIEWS

Prospects: uncertain; but policy conclusions clear, indeed
that very uncertainly makes the need for and desirable nature
of action clearer.

General Policy: act early, and err on side of caution.

Overkill later would coincide very damagingly with recessionary
downturn.

MLR: up quickly to at least 16%, to break gilts strike.

Glilbg: must be sold quickly and strike must be broken.
Strong call seen for new tactics at this moment, in particular
tendering long gilts without a minimum price.

Bank lending: difficult to control in short run and could well

continue very strong for months more. But atmosphere of urgency

needed quickly, both to infect banking system, its industrial

customers and ordinary people. Is interest sensitive.

Forecasts: Bray must not be fudged, in particular perhaps PSBR
for 79/80, 80/81.

Mortgages: positive affirmation needed that interest rate will

not be interfered with.

Financial Plan: no use until short-term policy is under control.

Monetary Base: sensible to announce consultation. But wvital that

timescale is realistic, and announcement is not seen as a way of
making short-tern difficulties and evading the policy changes they
demand.
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PSBR: case for action to bring back in line, if possible in
time to affect 79/80.

Controls: more or less unanimous feeling that corset, special
deposits, reserve ratio changes and so on irrelevant at least,
and probably damaging. Exchange control has undermined them all.
The primary blame should not be put on the control system if
PSBR and money supply are out of kilter.

Other ideas?: no enthusiasm revealed for other innovations,

such as taxes. Clear feeling that if you want to control the
quantity of money, then you have to be realistic about allowing
the price to vary. [A difficult issue for ANR to explore really
fully, however, as to push too hard implied panic.]
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SECRET
cc: Chief Secretary

Financial Secretary

Sir Lawrence Airey
1 Sir Douglas Wass

Mr Bridgeman
2 Chancellor of the Exchequer Mr Middleton

Mr Unwin

NATIONALISED INDUSTRY BORROWING & SALES OF ASSETS & PRT Mr Ridley

Post Office
The Post Office is doing all it can to recover the lost revenue caused by the
telephone billing dispute: the loss will be reduced to about £400 million by the

end of the financial year compared with a peak of about £1 billion.

BNOC & Forward 0il Sales

2. It would be possible for BNOC to get an extra £100 million from forward sales
this year. This would raise the total to £600 million, compared with the published
figure of £400-500 million. It would add to the unwinding problem in later years
and might be criticised by the Americans and others who are accusing the UK of

leading oil prices up.

B BNOC's finances will gain from the price increase this month but we cannot
quantify this and there will be offsets in higher costs for other nationalised

industries.

Asset Sales

Lk,  BP would like to buy the Gas Corporation's interests in Wytch Farm (£100 mil-
lion) and the BNOC interests in the North Sea. In both cases a reversal o{ .
collective Ministerial decisions would be required and in the case of BNOC/reversal
would be public. In both case;*it is uncertain how soon negotiations and payments
could be completed i.e. whether the money would help this year's PSBR. Wytch Farm

Fesh
is the best chance but Sir Denis Rooke's pﬁzhé;é-would have to be beaten down.

Advancing PRT Receipts

5% Like forward oil sales, this might not help the banking figures. But the
attached note by the Revenue says it might be possible to bring forward about

£700 million into 1979/80. This would require legislation. The Revenue say the
companies could thwart this by accepting the interest penalties for delaying
interest payments by the one critical month which would bring them into 1980/81.
But they de not think this very likely because the companies are likely to be
emgigsassed by their profits for 1979/80. The Revenue point out that advancing
paymeé%s a tﬁg expense of increasing the PRT rate in the 1980 Finance Bill. They
cannot quantify the potential sacrifice now but should be able to do so in about

10 days' time on specified assumptions about the forthcoming OPEC decisions.

o e e s s s ot L
e Mpfzz}m sl ” SECKET 9 November 1979
bres 1R = 3 Yenvy
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ADVANCING OF PRT RECEIPTS

MR JONES (HM TREASURY)

1. You asked for a note on advancing PRT receints from 1980/81
to 1979/80 on the assumption that legislation could be introduced
in time.

How PRT receipts might be advanced

2. We have looked at a number of ways of advancing payments of
PRT. (They are set out in the draft paper sent to Treasurv PE
Division and Department of Energy PP Division for comment
vesterday.) The recommended method is to require the licensee
to calculate and make a payment on account of his PRT liability,
at the time he submits his return for the chargeable period,

2 months after the end of that chargeable period. Thus the
payments on account would be due on March 1 and September 1
(whereas assessed PRT is due on May 1 and November 1). The
payment would be based on the gross revenues, valuations and
royalties shown in the return, expenditure claimed but not

so far allowed, and allowances (such as o0il allowance and
safeguard) as provided by existing legislation. This is in
fact closely analogous to the method adopted for rovalties,
which Department of Energy think works well (though expenditure
reliefs are of less importance for rovalties, there are
detailed procedures for calculating such reliefs, and there

are no other allowances involved).

Legislation in 1979/80

3. The drawback to the scheme is that we would have no effective
sanction to enforce compliance. The companies could thwart the
scheme simply by delaying their pavment on account until the
assessed PRT was due (in the new financial vear). We could
charge interest on the pavment on account due and .not paid

(at 9 per cent per annum or a higher figure) - but for 6 to

8 weeks this might not be much of a nenalty - certainlv not an
adequate recompense for not getting the monev in 1979/80. Thus
to some extent (and this applies to all the schemes we have
examined) we would have to look to the companies for co-operation.
This points to Ministers making an announcement, when legislation
on advancing receipts was introduced, that certain concessions
which the industry have been pressing for (in relation to gas)
would be introduced in the 1980 Finance Bill.

Amount involved

4. We estimate that if the payments on account due on 1 March
1980 were made, about £700m would be brought forward into
1979/80. For future years there would be smaller amounts.
brought forward for as long as PRT receipts continue to
increase. | '

5. If we are to proceed with this the Bill should I think be
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introduced before Christmas - after a reply to an arranged

PQ that the Chapcellor is not satisfied w1th the present
collection arrangements for PRT.

General

6. Two final points. First, it should be borne in mind that
going ahead will mean that if the PRT rate is going to be
increased in the Finance Bill 1980 (and though we cannot vet

be positive it does seem that there might be scope for this)

we will have had three separate stabs at the oil companies

in the space of 12 months (which the companies of course would
sav amounted to a Government vendetta against them). Proceeding
with this proposal in 1979/80 therefore might be at the expense
of having a PRT rate increase in the Finance Bill 1980. Second
(and this is of course a matter for vour judgement rather than
ours) to introduce new PRT collection arrangements in 1979/80
by a special bill is so transparently a device to cut the
1979/80 PSBR as to look almost like a panic measure.

7. Mr Dalton has seen this note.

B POLLARD
9 November 1979
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WEDNESDAY, 7TH NOVEMBER, 1979

Present:

Chancellor of the- Exchequer" Governor of the Bank of

Chief Secretary . England
Financial Secretary Mr. McMahon

Sir Douglas Wass Mr. Page

Sir Lawrence Airey Mr. Goodhart

Sir Kenneth Cougzens
Mr. Middleton

Mr. Bridgeman

Mr. Unwin

- i e et S e e S S - — o . B o S04 i R St e e b d e

MONETARY SITUATION

The meeting resumed the discussion which had taken place

at 10.45 a.m. on Monday, 5th November iIn a smaller group.

General Situation

e, The fellowing main elements in the monetary situation
were acknowledged in the course of a general discussion of

the short-term outloock:

(a) PSBR This had deteriorated. The central
forecast was now for a PSBR for 1979/80 around

§91 hillion compared with the £8.3 billion estimate
at the time of the Budget. Although the best
central estimate, some thought the risk of excecding
that figure greater than that of falling short. The
latest NIF range was §£9-91 billion. The unadjusted
CGBR for end of December could be as high as

£9 billion, on the optimistic assumption that the

currcent VAT shortfall is by then recouped.
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(b) Bank lending could well not fall from its

present high level until some time into the New
Year, depending on the onset of the recession.
The level of bank lending had dropped from the
£110C¢/51200 million a month in the summer to
somewhere around £800 million currently; but
this was still some way from the £600 million
figure earlier forecast. With the present
buoyancy of incomes bank lending might even
increase slightly in the initial stages of the
downturn.

(¢) Money Supply. At more than 14 per cent the

annualised rate was running well above the target
range, and was not expected tc come below 13 per
cent on present policies by the end of January;
allowing for disintermediation this latter figure
might well represent a true underlying growth of
17 per cent. In forecasting the short-term outlook
it was assumed that short and long interest rates
would remain at about their present level, with
MLR rising to validate the present market rate
structure. With inflationary expectations, the
outlook for 1980/81 was not encouraging, but would
depend on the Budget.

(d) Causes of the deterioration. On the one

hand, it was argued that underlying economic
conditions had not changed greatly in recent
weeks, and that current figures simply reflected
better inlTormation. The PSBR deterioration
reflected changes over a wide front: higher
local authority and public corporation borrowing;
slower acecrual of revenues; and reduced
expectation of public expenditure shortfall. On

the other hand, internationally economic
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activity was holding up longer than expected;
inflationary pressures had increased; and
overseas interest rates had risen sharply.
Whatever the extent of changes in the underlying
factors the risksin the present situation had
increased.

Timing Considerations

i The Chancellor asked how long decisions on the SSD

scheme and the roll-over of monetary targets could be
prudently delayed. The Chief Cashier thought that the

clearers needed to know the future of the corset at latest
by end November, since by the November maleup day they would
need to be locoking forward also to the January make-up.

There was also an expectation that the Government would
oll-forward the monetary targets within the same timescale,
though this was theoretically the most detachable part of
the package. A 15th November announcement, when the Cctober
money supply figures were published, was the obvious choice,
though a further week's delay would not be serious.

17 The meeting noted that there were clear presentational
advantages in associating an MLR change with a monetary
package which included the roll-forward and an anncuncemernt
about the future of the SSD scheme. Separation of the various
elements risked loss of impact, and increased the risk of
market uncertainty and the danger of further interest moves
later. Against that, a week's delay was bound to involve

its own risks. The Governor said that if action was taken
this week, he would have to advise that MLR should move to

16 per cent. There was bound to be some risk that the figure
would need to be higher in a week's time. This was not so
much a direct consequence of not moving this week as the
danger that some unforeseen piece of news might unsettle both
the domestic and foreign exchange markets. Sterling was

particularly vulnerable to some piece of unexpected news which
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could reverse the temporary renewed strength of the pound
because of Middle East oil developments. Nevertheless,

the strength of sterling helped to justify waiting another
week, though Mr. McMahon thought it might shade a little if
MLR was not increased the following day.

Funding

b The Chancellor asked about the prospects for renewed

funding once MLR had been increased. He and the Financial
Secretary urged the Bank to examine all possibilities for
getting gilts sales moving again. A policy of aggressive
selling would be necded. The Governor said that funding
prospects depended critically on reasserting market confidence
in the Government's &ability and determination to control the
sitvation. The Chief Cashier said there was no way of selling
ilts in present eircumstances until some cother decisive
action was taken. However, even if MLR was delayed a further
week, two weeks of banking November would still remain in which,
if conditions were right, large amounts of gilts could be
sold. The Bank had a fair amount of stock available. Very
1ittle long dated stock had been sold since September and the
institutions were likely to be fairiy liquid. The main
counter-factor was the risk of growing market perception of
the underlying P3BR situation. Publication of unseasonal
CGBR figures on Friday could begin to spark such a perception.

Fiscal Action

6. A number of points were made:

(2) PRT. The Financial Secretary had gained the

impression from BP that advancing payment of

PRT might not be wholly out of the gquestion in
present clrcumstances; others, however, dounted
the oll companies' readiness tc accept further calls
on their liquidity. BP might have been suggesting
advancing PRT paynent as a better alternative to

-

forward sales ol oil.

S ECRE
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(b) Forward 0il Sales. Sir Lawrence Airey

mentioned that proposed BNOC forward oil sales
were £100 million less than the cil theoretically
available for such treatment -~ £600 million as
against intended saies of §500 mililion. Knowledge
of this difference had been obtained in strict

confidence, and he would not wish it to be disclosed.

(¢) The Regulator. Any decision to use the

regulator would need to be taken quickly if it
were to catch Christmas sales. But, since there
was no question of applying the regulator to
VAT, the maximum additional yield this year was
unlikely to exceed £300 million, rather less in
terms of PSBR effect. This was not an attractive
option.
More generally, the Prime Minister's opposition to anything
which approached a second Budget s<emed to rule out. the

possibility of any early effective fiscal action.

The SS5D Schenie

T Discussion recognised that there were serious weaknesses
to the present SSD scheme, exacerbated by the ending of
exchange control. It did not stop leakages through

offshore banking. The logical case for bringing the scheme

to an en