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MANSION HOUSE SPEECH

Sir Peter Middleton has seen your minute of 8 September.

20 He thinks that the monetary section should be very short.
There should be a review of the year so far and a comment on
the satisfactory position on inflation and money GDP. He would
emphasise MO and the exchange rate as indicators and would 1like
to ignore £M3 altogether if possible, leaving open the option
of dropping it next year, although he thinks that might not commend
itself to the Chancellor.

215 Any discussion about financial innovation should be set
in the context of the Big Bang rather than monetary policy. He
& also thinks it would be useful to put the whole discussion in
an international context if that could be done reasonably shortly.
Another possible theme might be a look forward to gilt auctions.

. He would not make much of the credit standing of the FRN,
given possible echoes of the late 1970s.

R B SAUNDERS
Private Secretary
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FROM: A C S ALLAN
DATE: 15 SEPTEMBER 1986

MRS LOMAX cc Sir P Middleton
Sir T Burns
Mr Cassell
Mr Ilett
Mr Hudson

MANSTION HOUSE SPEECH

The Chancellor has seen the attached article in Forbes Magazine for
September 22nd. He feels that the thought that much of the
innovation in financial markets has been of a hedging/risk reducing
nature (prompted by increasing market volatility) might be worth a

mention in his Mansion House speech.
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A C S ALLAN
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P you confused by Dates and Darts and options and futures
and program trading and zeros? Do you find all this frenetic
trading alarming? Don't write Congress. Relax and enjoy it.

What's with the
casino society?

By Susan Lee

ments, the so-called deriva-
tive securities, have become

OUR TIMES A YEAR the
stock market under-
goes a nifty bit of high-speed action dunng what's
known as the triple witching hour. Then, trading can send
the market up or down 40 points 1n just 30 minutes, and an
unwary investor can get his or her ears boxed: The simple
purchase of IBM could turn into a nightmare if the buyer
decides to place an order when the price is 144, only to find
that it has spiked up to 150 2 nanosecond later. Or, down
that much. Either way, too hairy for a lot of people.

That’s trading programs at work, big players arbitraging
discrepancies between stock prices and the options and
futures on stock indexes. If IBM has spiked up like that,
it’s because the stock had fallen behind the indexes and
program traders have bid it up.

Critics—disgruntled small investors, drubbed money
managers and even usually savvy observers—tend to rte-
gard these new trading strategies as the devil's work,
degrading financial markets into crapshoots. Especially
since scarcely a week passes without the debut of another

" arcane vehicle fsee chart, below). Have the new instruments

become the means for speculation so raw that it frightens

ordinary investors away’
It alarms some people that many of the new instru-

more important than the markets they shadow. The value
of all NYSE-listed securities traded daily now averages
$3.5 billion, while the underlying value of stock options 1s
three times that—$11.2 billion. More options on IBM are
traded than the number of shares traded. In fact, the price
of IBM stock is now primarily set in the options market.

For doomsayers, ail this becomes one more indication
that the U.S. is degenerating into what a weekly business

ine called “The Casino Society.” While such over-
simplifications may spock the pervous—and sell maga-
zines—they are so wide of the mark as to be almost funny.

The truth is that the new financial instruments repre-
sent a mostly healthy evolutionary response to a vastly
changed economic world.

In the past 15 years the financial markets have under-
gone a remarkable transformation. Along with the changes
wrought by the internationalization of the world’s econo-
my and improvements in COMMUNICAtions technology,
the markets have become unusually volatile, jumpy, wide-
swinging. Bonds move sharply, the foreign exchange mar-
ket undergoes lightning-fast shifts in currency strengths
and weaknesses, and commodities prices lurch from
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i lows.
h”i.?y that this volatility
pas®¥ereased risk s a big un-
derstatement. Where bonds
were something you bought
and held until maturity, they
are today just a tradable piece
of paper like any other: Buy
them at the wrong time and
hold them too long, and you
can lose 20% or 30% ot your
principal. The US. dollar
bought 2.34 Swiss francs in
1984 and only 1.65 Swiss
francs in 1986. Currency
swings of that magnitude
make foreign trade and in-
vestment extremely risky.

How can foreign trade go
on 1n such an atmosphere!?
How can the long-term bond
market function! How can
any business person plan be-
yond a tew days?

® When interest rates
started shooting for the stars
in the 1970s, investors found
they had enormous incen-
tives to lock in those rates.
The answer? In 1982 along
came zero coupon bonds to
protect against reinvestment
risk. Says Stanford Professor
William Sharpe: “Zcros pro-
vided a riskless instrument
for investors who were look-
ing out over 10, 20 or 30
years. Before zeros, they
could buy Treasury bonds
but would have to reinvest
the stream of interest pay-
ments at uncertain interest
rates. A zern will just pay you
the lump sum 10, 20 or 30
years from now.”

Zero coupon bonds, un-
heard of ten years ago, are
one of the most popular of

The answer is this: The
hurst of aew instruments 1is
pothing more than a re-
sponse to these vastly in-
creased nisks. Indeed, most of
the exotica are specifically

, Stargord University

“Smart incesters use hedges to reduce risk— i
small price fluctuctions wiping them out
and make digger profits.”

the new financial instru-
ments. [n essence they are
bonds stripped of interest
coupons and selling at the
discounted present value of
the principal at maturity. In

designed to hedge against an
uncertain financial environment. As Dean Richard West
of New York University’s Business School observes: “If
the world were stable, I think a lot of this talk about
hedging this, speculating that, swapping this, exchanging
this and floating that would simply go away—it just
wouldn’t be necessary.”

Even more pointedly, Steven Figlewski of New York
University observes: “In the 1980s, if there hadn’t been a
Treasury bond futures market where dealers could hedge
their positions, it’s quite possible that the long-term bond
market would have dried up.”

Consider, for example, two responses to the erratic
course of interest rates:

i an atmosphere of stable in-
terest rates, no one would bother with zeros. But in today’s
volatile markets they serve a useful purpose—not for spec-
ulation but for investment.

® Without the new financial instruments, the U.S. mar-
ket for home mortgages might well be in total collapse.
How could a bank lend for 30 years at a fixed rate when it
hasn’t the foggiest notion what interest rates will be next
month—let alone 30 years from now? Today, therefore,
banks hedge against a steep rise in interest rates by making
floating-rate loans. But borrowers want caps on how high
those interest rates can float. Thus, in 1982, banks started
hedging against the possibulity that interest rates would
nse above the caps by taking short positions in the bond
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futures market. Here, caps
hedge risk for one party and
. create risk for another who,
in turn, transfers the risk to
yet another party.
A Hedging like this makes
: sense. Consider the futures
markets, which offer a clas-
i sic way to hedge holding in-
Bt ventory in the present. Farm-
it ers, for instance, can use fu-
d tures contracts in the
1 commodities markets to pro-
it tect against the risk of hav-
‘ ing farm prices move against
i ; them. Since farmers are long
i the commadity—they own
i it—they take a short position
5 in the futures market. That
g‘ way, if farm prices tall, they
i will lose money on their in-
ventory but make money on
their short position.
Robert johnson of Johnson
Farms in DeKaib, Ill. has

Y -

Johnson wanted to lock in ways (o manage risk.”

Marsa s Hledo

years. Says Professor Myron
Scholes of Stanford, ‘“Broker-
age houses could be making
money by tuming over their
inventories at the same time
they are losing money on
their holdings, so they go
into the options or futures
markets to offset inventory
risk.”

Even corporate treasurers
have caught on. Say a firm
receives a big lump of cash.
Instead of going out and buy-
ing a bond, the corporate
treasurer will now both buy a
bond and sell short on the
financial futures market,
thus locking in the com-
pany’s return against a sud-
den surge in interest rates.

Possibilities for hedging
encourage investment for the
simple reason that without

: the ability to reduce risk,
Uniw

been using the furures mar- | ; | there would be less invest-
kets for seven years. And | “Porifolic used to be the only ment as people sought to
profitably. In 1983, forexam- | way Sor investors to redace risk. Now there avoid nisk.

ple, corn prices were high. are futares and options and othereffective Do these instruments cre-

‘ ate opportunities for specula-

those prices, so he jumped

B s L .

dollar would fall and deck the value of it

g | declined against the American dollar ]

into the futures market and sold short 1986 contracts at
1983 prices—and made a bushel when prices fell.

Ditto for business people who must make transactions
in different currencies. They can take offsetting positions
in the foreign exchange markets. Take Colgate-Palmolive,
a firm doing lots of business abroad. This year,
| stance, the company was nervous that the Australian
s rovalty pay-
; ments in Australia. So Colgate-Palmolive sold short Aus-
& | tralian dollars. (Good move: The Australian dollar has

Brokerage houses, of course, have been hedging their
holdings of stocks and bonds against a price collapse for

tion as well? Of course they
do. But they transfer nsk from those who don’t want to
bear it to those who do.

Do the new instruments divert money from investment
into speculation? Quite the opposite. They enhance li-
quidity in markets, and liquidity encourages investment:
How many people would dare—in today’s wild world—
make a long-range fixed investment from which there was
no reasonable escape?

Specifically, consider how two new instruments—mort-
gage-backed securnities and junk bonds—create liquidity.

# By pooling small-denomination MOTtgages into secun-
ries that look like bonds, savings and loans can sell mort-
gages to a different class of investor. Thus, they permit
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th to divert funds from
th nd to the mortgage
market. And the ability to
sell off their mortgages
makes thrifts more willing to
provide mortgages—even
when interest rates are high-
ly unstable—at a lower cost.

® Companies with ques-
tionable pasts, or no pasts, or
overloaded balance sheets
used to have trouble raising
money. Now, however, junk
bonds make it possible for
these companies to offer a se-
curity that is somewhere be-
tween a bond and an equity
as a source of funds. More
speculative than ordinary
bonds? Of course, but also
more lucrative.

In both cases, something
relatively uliquid has be-
come liquid. and risk has
been shared.

s there such a thing as too
much liquidity? A certain
old-fogy attitude is outraged ‘
at the thought that every- |
thing can be tumned into ! olf’ boy basis.”
money quickly. The thought

Take the options market
for specific stocks. An option
gives the holder the right,
but not the obligation, to buy
{a call option) or to sell (a put
option) something at a spe-
cific price during a specific
period. Options permit peo-
ple to hedge positions 1n ac-
tual stocks.

If you're long IBM, you can
lay off the nsk of having
IBM’s price go down by ei-
ther seiling calls or buying
puts—either strategy will
limit how much money you
would lose if the actual price
of IBM gocs down. (And limit
how much money you'd
make if the price goes up.
That’s nothing more than
the familiar risk-reward
tradeoff—nothing  specula-
tive about it.)

People forget that using
options to hedge is actually a
more conservative, less risky
way to play than just plain
owning the security.

Just as the promise of vast
gains keeps speculators in

scems almost sacrilegious. Maybe so, but times change.
Yesterday’s sacrilege is today’s orthodoxy. Says Hayne
Leland of Leland O’Brien Rubinstein Associates, a Los
Angeles investment management firm, “As long as every-
body has confidence, liquidity is very useful. And it’s
unlikely that everybody will be irrational at once. There’s
always a price low enough to induce somebody to buy.”

But what about the fear of too much speculation? The
traditionalists forget that one person’s speculation is an-
other’s hedge. That is, one side of a transaction might be a
player who 1s taking on a lot of risk, or speculating, while
the other side might be a player who s laying off risk, or
hedging an existing position.

the market, the ability to hedge keeps investors in there,
too. The stock index futures market, for example, allows
investors to hedge movements in the overall stock market,
and thus reduces concern that their cash positions will
move against them. Meaning, they can hold on to stocks
they like even when the overall market is heading down.

Of course, in these examples, there very well could be an
investor on the other side—selling uncovered puts or calls,
or going short in Treasury futures—taking enormous risk.
Is that bad? Different people have different tolerances for,
and abilities to withstand, risk. The sophisticated new
instruments are risk-differentiated; just as more and more
consumer markets are being fragmented today to cater to
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When the program is ac-
tivated, attempts to buy
the stocks at the old prices

e

Gt
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sell programs can yoil the markets,

The whole process is

individual tastes, so are security markets.

And what about concerns that the new instruments
permit too much leverage! “Combining leveraged assets
with other assets, like Treasurys, could result in a portfo-
lio with little net leverage,” says Professor Scholes. He
means that it is quite possible to put 10% of 2 portfolio
into options and the other 90% into Treasury bills, thus
creating a low-leverage strategy.

Vital to many of these new instruments is something
called the Black-Scholes option valuation formula—the
1973 brainchild of Fischer Black and Myron Scholes. Mark
Rubinstein, a professor at the University of California,
Berkeley, speaks for most financially literate players when
he calls Black-Scholes ““the most important discovery ever
made in financial economics.” Why? “It showed how to
generate different patterns of return over time,” he says.

Consider, for example, a traditional pattern: buying and

holding a stock.

1f you buy and hold, the stock might go up and you could
make 2 profit, or it might go down and you could lose
everything. A second pattern, one with options, changes
your risk exposure and varies your returns as the price of
the acrual stock changes.

Say you bought IBM at 150 and bought a put option on
IBM with the exercise price of 150. You will, of course,
make money on the stock if the price of IBM goes above
150, although the value of your put option will fall. Con-
versely, if IBM falls below 150, the value of your put will
go up. Clearly, using options creates 3 different pattem O
return than just buying and holding. This particuiar option
strategy allows investors to participate in most of the
upside potential while insuring against most of the down-
side risk. It creates insurance—although the insurance
costs money.

Says John Donaldson of Columbia University: “One
cannot overestimate the importance of Black-Scholes. It’s

FORBES, SEPTEMBER 22, 1986
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cur.ly used to price every-

ing in the world—from
risky debt to mortgages—be-
cause they can all be viewed
as options.”’

Consider GCinnie Maes,
which are securities with
implicit options. Because
homeowners are able to refi-
nance their mortgages, the
investors who lend the
mortgage money have, in ef-
fect, given homeowners an
option to call the loan.
Thus, when you invest in a
Ginnie Mae, you have
bought a security but you
have also sold an option.
And that presents a pricing
problem. As William Silber
of New York University
asks: “How do you value
that opuon in terms of the
price of the security—what
should [ pay for the mort-
gage payments you will give
me, and how much should
you pay me for the option?
It is very complicated to
evaluate.”

That is where the compli-

cated mathematics of the Black-Scholes formula comes in.
Not that Black-Scholes immediately provides the cor-
rect price. Investors modify the formula and obtain slight-
ly different prices. Then they buy or sell, assuming their
price is the true price and that until the market discovers
that, they can arbitrage the mispricing.
All this furious trading has not gone unnoticed. Indeed,

it has prompted some critics
of the new scene to complan
that the “volume of transac-
nons has soared beyond eco-
nomic purpose.’’

Granted that just about ev-
ery new instrument is mis-
priced when it 13 introduced,
and granted that a large re-
rurn goes to the people who
get in there first and work at
taking advantage of the mis-
pricing. But as they take ad-
vantage, the mispricing be-
comes less pronounced. This
hardly constitutes mindless
trading. Instead, expioiting
price discrepancies will bring
the price back into line, thus
increasing the efficiency by
which capital markets allo-
cate capital.

There are, of course, rea-
sons for the avalanche of new
securities other than for
hedging and for altering pat-
terns of return. Two of the
most important:

® Tax advantages. Or, as
Mark Rubinstein observes,
#“Occasionally these strate-

Thomas Lea

Mark Rubinstein, University of California at Berkeley
“Society is better off because there are new

Wﬁrmbbmﬂhdﬂmmm
qemurm with each other.”

gies introduce a way of trans-
ferring money from the gov-
emment to you.” Take the
Dutch Auction preferred
stock, which allows corpo-
rate investors to claim the
85% tax exclusion on divi-
dends but keeps its yield
close to the market through
an auction process held every
49 days.

Replacing common equity
with junk bonds in a corpo-
rate financial structure also
produces tax advantages—
whether it is a self-imposed
restructuring or a takeover:
Interest on the debt is tax-
deductible; dividends on the
common stock are not.

® Cost advantages. Com-
puter technology has low-
ered the cost of formulating
the complicated strategies
behind the new instruments,
and the new instruments
themselves have lowered the
cost of transactions. And, as
with anything, when it be-
comes cheaper to do, people
do more of it.

Says Bill Sharpe: “There’s 2 massive amount of comput-
er power available today that just wasn’t there ten years
ago. The analytic engines are a lot cheaper.”

As for transaction costs, one estimate is that 15 years
ago futures indexes and other dynamic strategies might
have been ten times more expensive. Today investors can
economize on transaction costs by buying an index fund,

which permits them to buy
the whole market rather
than hundreds of individual
stocks; they can then trade
this one instrument instead
of hundreds. Indeed, most
people sell or buy the futures
because it's cheaper. (And
more liquid—that’s why
news shows up first in the
futures. See hax. p. 156.]

All this is complex and
perhaps confusing. People
mnstinctively—and out  of
mental  laziness—distrust
complexity and change.
Many yeam for a simpler
world where a stock was a
stock and a bond was a bond
and a mortgage was a mort-
gage. A world where your
home was your castle, not
just another financial asset.
But those days are gone, and
as the economic world has
changed, new forms have
emerged to deal with it. The
best advice for the cautious
and conservative is: Don’t
fight the new world; leamn t0
live in it. @
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Parliament Street, London SW1P 3AG, Press Office: 01-233 3415
Telex: 262405

PLEASE NOTE EMBARGO

NOT FOR PUBLICATION, BROADCAST
OR USE ON CLUB TAPES BEFORE
8 PM ON WEDNESDAY 16 APRIL 1986

16 April 1986

CHANCELLOR'S SPEECH ON MONETARY POLICY

The Chancellor speaks to the Lombard Association tonight on
monetary policy. The full text is attached.

2 Main points:

- "The central task of monetary policy is to create monetary
conditions that will bring steady downward pressure on
the rate of growth of money GDP, and hence on inflation"

- "Monetary targets are a means to an end"

- "Narrow money, in the shape of MO, has shown a predictable
relationship with money GDP over a considerable number
of years, and broad money, in the shape of £M3, has the
advantage of familiarity"”

- "Short term interest rates are the essential instrument
of monetary policy”

- ™The guiding principle is to maintain, on average, a
level of short term interest rates that will deliver the
monetary conditions needed to reduce inflation"

- "Few would now dispute that the growth of £M3 in relation
to its target ranges has proved a relatively poor guide
to short term interest rate decisions for much of the 1980s
«vses [But] I believe it would be quite wrong to conclude
from recent experience that we can safely tolerate an
unlimited build up of liquidity"




- "One reason why we have come to put increasing weight

we would expect these indicators to give early warning
were the rapid growth of broad money to start to make its
way into higher spending. What went wrong in the early
1970s was that the clear signals from these indicators
were ignored”

- "MO is a useful advance indicator: it is influenced by
many of the factors that influence money GDP, especially
changes in interest rates and disposable incomes, but these
influences show up in MO more immediately than they do
in money GDP"

- n"The exchange rate can still provide a very clear and
tough discipline .... But I see no role for an exchange
rate target outside a formal exchange rate system, shared
by other countries, and supported by a co-ordinated approach

to economic management and intervention®

- "The Budget deficit or PSBR should always be set 1low
enough to ensure that it can absorb any likely shock and
still be comfortably financed in a non-inflationary way"”

& "Funding policy prevents the public sector from
contributing to inflation, while the active use of short
term interest rates controls inflationary pressure from
the private sector”

- ®"Most well conducted countries operate policy in a very
similar way"”

- "In the presentation of monetary policy there is always
a difficult tactical balance to be struck, which we may
not always have got right, between conforming to the current
preoccupations of the financial markets and seeking to
shape the markets' perception of what really matters. Over
time, we have gradually shifted the emphasis somewhat from
the former to the latter, but the need to strike a balance
is still there"

on the exchange rate and narrow measures of money is becausecz)



“\ - "When we first took office, the UK had no consistent
4 track record of prudent financial management - quite the
reverse. The task ahead of us was massive..... Since then

we have been pursuing this policy for the best part of

seven years, and at last we are acquiring a track record

‘and a reputation which is helpful rather than harmful to

the economy"”
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LOMBARD ASSOCIATION SPEECH
MONETARY POLICY

April is the season of internatiocnal meetings. My
appearance here tonight is sandwiched between the Spring
meetings of the IMF in Washington and the OECD in Paris.

Meeting other Finance Ministers, I am always struck by
the extent to which we share a common approach to
economic management.

The need for firm financial disciplihe: the importance of
containing budget deficits: improving the working of
markets and promoting greater competition. These
priorities are taken for granted by all major countries
today.

It is easy to forget how much has changed since we first
took office 7 years ago.

An approach to economic policy, that is now the consensus
among those throughout the world charged with
responsibilities in these matters, was then radical, even
revolutionary. Especially in Britain.

A few months before the 1979 Election I wrote "The time
has come for a wholly new approach to economic policy in
Britain. The overriding need is for a 1long term
stabilisation programme to defeat inflation, recreate
business confidence, and provide a favourable climate for
economic growth”.

Putting that proposition into practice has been one of
this Government's major achievements. That 1is an
important reason why overseas opinion is in no doubt that
Britain is indeed on the right track.



dangerous delusion to suppose that this implies a higher
rate of growth of real output.

Experience shows just the opposite. During the 1970s GDP
in money terms more than quadrupled: but of that increase
only 1/20th represented an increase in real output, the
other 19/20ths was reflected in sharply higher prices.

In essence, the mistakes of the past were based on
ascribing magical properties to money: the belief that
manipulating money, whether through printing or
borrowing, could bring about higher real output and
employment.

But important though money is, it isn't magic.

The only sustainable way to boost the rate of growth of
real output is to improve the supply performance of the
economy. That means removing restrictions, improving
incentives and generally developing a more dynamic and
enterprising economy. That is why the MTFS has been
accompanied, from the very beginning, by a constellation
of policies designed to let free markets work better.

Ultimate objectives

In terms of ultimate objectives, therefore:

- The purpose of the MTFS is to reduce the growth
of total money demand - total spending power -
in the economy, which can conveniently be
measured by money GDP, at a rate which will
gradually squeeze inflation out of the system
while allowing the economy to expand in real
terms;

- the purpose of our supply side policies is to
increase the rate at which the real economy is
capable of growing over the longer term.



In principle, there is a strong case for setting targets
in terms of non-interest-bearing money on the one hand
and interest-bearing money on the other. But in practice
this is not realistic, since the boundaries are
constantly shifting. So throughout my time as Chancellor
I have chosen instead to set targets for narrow money, in
the shape of MO, which has shown a predictable
relationship with money GDP over a considerable number of
years, and broad money, in the shape of £M3, which has
the advantage of familiarity.

But we must never forget that monetary targets are a
means to an end. Their use depends on the robustness of
a relationship between a particular measure of money on
the one hand, and money GDP and inflation on the other.
In the real world, no economic relationship is perfect.
So monetary targetry was not and never can be a
substitute for making an intelligent assessment of
monetary conditions, based on all the evidence.

That is why the MTFS has always been more than a row of
numbers. What it has been - and remains - is a
commitment to maintain monetary conditions that will keep
steady downward pressure on money GDP, and so on
inflation.

I shall have more to say later about what this means in
practice. But a discussion of the Medium Term Financial
Strategy cannot be complete without a word on fiscal

policy.
The classical framework for financial discipline - the
gold standard and the balanced budget - had both a

monetary and a fiscal component. So does the MTFS.

There 1is, of <course, no scientific formula for
determining the "right" size of the PSBR. Nor is there
any precise relationship between the PSBR and any given
rate of monetary growth. But in practice there are very
real constraints on how much it is prudent to borrow.



This emphasis on low public sector borrowing has become
part of the accepted wisdom in other major countries. It
is a long time since OECD Ministers failed to refer to
the need to reduce structural deficits over the medium
term as an agreed tenet of fiscal policy.

Short term interest rates

To recapitulate. While fiscal policy has an important
supporting role, and Budget deficits need to be low, it
is monetary policy that lies at the heart of the MTFS.
The central task of monetary policy is to create monetary
conditions that will bring steady downward pressure on
the rate of growth of money GDP, and hence on inflation.

In practice this involves a combination of economic
analysis and market Jjudgement. Policy must Dbe
continuously informed by a careful assessment of what
monetary conditions are - and need to be - to meet the
Government's objective. But implementing interest rate
decisions in today's fast moving financial markets also
requires a degree of tactical skill.

Short term interest rates are the essential instrument of
monetary policy. The Government has to ensure that they
are at whatever 1level 1is necessary, in prevailing
conditions, to ensure downward pressure on inflation.
That is not to say that the market does not exercise an
influence, which from time to time can be powerful. But
we have never suggested that the market could, entirely
independently, be left to set the level of interest
rates.

The relationship between official influence and market
factors was clearly set out in the March 1980 Green Paper
on Monetary Control.

"The level of short term interest rates at any time
is determined by the interaction of the markets and



Assessing monetary conditions

I have said enough to show that the timing of interest
rate changes can often involve a delicate assessment of
market tactics. Looking beyond day to day market
management, however, the guiding principle 1is to
maintain, on average, a level of short term interest
rates that will deliver the monetary conditions needed to
reduce inflation.

There is no mechanical formula for making this key
judgement. Assessing monetary conditions very often
involves weighing movements in one indicator against

movements in another.

That is not to deny the special status of the monetary
targets. Movements in the aggregates outside their
target ranges always establish a presumption in favour of

changing short term interest rates.

But that presumption is not overriding. For two reasons:-

- First, we can never be completely confident
that the target ranges have been set correctly:
that is, that they have been based on a correct
assessment of the relationship between the
aggregate in question and money GDP.

- Second, in differing degrees all the monetary
aggregates respond to changes in short term
interest rates with a lag: so it takes time for
policy action to bring them back within their
target range.

Broad money

The business of setting targets for £M3 has become

particularly hazardous, given the cumulative evidence of



There are also considerable uncertainties about the
relationship between £M3 and short term interest rates.
Experience suggests that a change in short term rates is
unlikely to alter the growth of £M3 significantly within
the target period: and the very short term response to
€M3 to a rise in interest rates is unpredictable, and may
even be perverse.

Few would now dispute that the growth of £€M3 in relation
to its target ranges has proved a relatively poor guide
to short term interest rate decisions for much of the
1980s. Indeed some would argue that the real question is
why we have persisted with £M3 for so long, and in
particular why I did not drop it altogether at the time
of the last Budget.

I believe it would be quite wrong to conclude from recent
experience that we can safely tolerate an unlimited build
up of 1liquidity. The risk in dropping £M3 was that
markets might have taken it as a signal we were indeed
prepared to do just that.

I am satisfied that the growth of £€M3 in recent years
reflects a genuine desire on the part of the private
sector to increase its liquidity on a lasting basis. So
it does not presage higher inflation. But that judgement
must be continuously tested against other evidence. A
similar judgement proved disastrously wrong in the early
1970s.

One reason why we have come to put increasing weight on
the exchange rate and narrow measures of money is because
we would expect these indicators to give early warning
were the rapid growth of broad money to start to make its
way into higher spending. What went wrong in the early
1970s was that the clear signals from these indicators
were ignored.
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the same developments have distorted its non-interest
bearing component.

The truth is that it has become increasingly difficult to
draw a line between money balances held tor transactions
and those held for savings. MO is only a proxy for
transactions balances: but for as long as it continues
to bear a reliable relationship with money GDP, we shall
continue to give it a significant weight in our
assessment of monetary conditions.

But messages coming from both monetary aggregates need to
be continuously tested against the evidence of other
indicators, especially when, as sometimes happens, the
various measures of money give conflicting signals. And

here the exchange rate is of particular importance.

The exchange rate

In an economy as open as the UK's there is a presumption
that persistent exchange rate movements reflect, to some
degree, underlying monetary conditions. And, as I have
frequently observed, significant movements in. the
exchange rate, whatever their cause, can have a short
term impact on the general price level and on
inflationary expectations which make sound internal
policies harder to implement.

I accept that in the right circumstances membership of a
formal fixed exchange rate system can itself provide a
very effective framework for monetary policy. Indeed,
the gold standard was the earliest and most durable form
of financial discipline. Modern fixed exchange rate
systems are more flexible. But the exchange rate can
still provide a very clear and tough discipline, obliging
the authorities to take timely action when domestic
policies are out of line with other low-inflation
countries.

13



Those who recall the economic history of Britain in the
‘fifties may recall some resemblance to the thinking
behind the abortive "Robot" plan - the idea that the key
to the conduct of Sigstg economic policy lay in the
interplay of interest rates and the exchange rate.

Almost all my fellow Finance Ministers - and the
Governors of their respective Central Banks - would
recognise this description of how monetary policy is
conducted in practice. Most well conducted countries
operate policy in a very similar way. Those who are
members of a fixed exchange rate system typically have
domestic montary targets; and those outside such systems
still recognise the need to take account of the exchange
rate.

And as a result, inflation is coming down worldwide.

Those who attribute this to the worldwide fall in
commodity prices, of which the recent collapse in the oil
price is merely the most spectacular example, put the
cart before the horse.

Just as the excessive global monetary expansion of the
early 1970s was responsible for the explosion of
commodity prices that occurred at that time, so the
return to prudent monetary policy in the 1980s - a return
in which this Government was in the vanguard - has been
directly responsible for the subsequent fall in commodity
prices.

It is not at all the fortuitous gift of some global fairy
godmother.

Conclusion

I have described how, over the years, the MTFS has
evolved, and where policy stands now.

15



We have not hesitated - and will not hesitate - to raise
interest rates as and when necessary; and we have moved
to a position where credit is determined by price rather
than bureaucratic controls.

This, of course, is all part of our wider move to let
markets work more freely, and to restore the role of the
price mechanism.

But the most important change is perhaps this.

At the time of the first MTFS, almost everything remained
to be done. Inflation, monetary growth and public sector
borrowing were all high. Financial discipline had to be
restored. The 1long process of containing public
expenditure and dismantling the controls that were
stifling the economy's natural growth potential was only
just beginning. We had embarked on a policy far from the
accepted wisdom of the 1960s and the 1970s. Those who
understood what we were about - and not everyone did -
doubted our resolve.

So it was essential to keep it simple. Monetary policy
was expressed in terms of a target for a single
aggregate: and that aggregate was one with which UK
markets were already familiar - £M3.

It had been blessed by the IMF; it had been targeted by
the previous Government; and it had a clear 1link with
fiscal policy. So, in the words of the March 1980 Green
Paper, targeting of £M3 was widely understood to give "a
general assurance that macroeconomic policies available
to the Government will be used in a way which mutually

support each other in the reduction of inflation".

But even as far back as that Green Paper, we also made it
clear that no one aggregate could be a sufficient measure
of monetary conditions; and that the definition and
choice of target aggregates might have to change in
response to circumstances.

17



Since then we have been pursuing this policy for the best
part of seven years, and at last we are acquiring a track
record and a reputation which is helpful rather than
harmful to the economy.

No doubt it will take a further period of time before it
can be as beneficial as is the case in a country like
Germany, which has had a good track record for very much
longer.

But we are on the way, and the evidence is there to show
that we mean what we say.
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THE CHANCELLOR'S SPEECH

Financial markets, both in London and throughout the world,
are in the throes of fundamental and 'ar-reaching changes.
Barriers between previously separate markets are coming

down. The old institutional distinctions no longer apply.

The financial map is being redrawn.

I am not oune of those who view these changes with
trepidation. I believe that the changes we are seeing are
good for Britain, and good for London as a financial
centre. For what we are seeing is a radical shift towards
the liberalisation of financial markets. One which nas
brought in its train a new wave of experimentation and
innovation.

Free markets have always bene:!:ted this country.
They will continue to do so. We areian openi, Strading
economy. And one which, despite the strictures of the
House of Lords Select Committee on Overseas Trade, makes a
good part of its living from the export of financial
services.

g-f And while I am on the subject of the House of Lords
Regért, let me say this. The Government's policy 1is to
create the conditions in which business can thrive and
prosper - manufacturers and non-manufacturers alike. And
anyone who fails to recognise that British industry -as .a
wnole, for all its problems, is in a healthier state today

than it was six years ago is simply not liviog in the reail

world.



And let me take this opportunity of congratulating
all those in British industry who have brought about this
improvement.

The Governmcnt therefore wholly rejects the mixture
of special pleading dressed up as analysis and assertion
masquerading as evidence which leads the Committee to its
doom-laden conclusion.

We cqually rejecl its principal remedy - that
British manufacturing industry should be protected by a
cocoon of subsidies - particularly at a time when the
rising threat of protectionism of one kind or another

throughout the globe represents the gravest single threat i

to world prosperity and employment.

Meanwhile, the changes we are seeing in the
financial markets bring with them the need for
institutions, dndiv.iduals, =and Binancial "authorl ties'to
adapt their own practices. To acquire new skills; to
adopt new methods of working.

WesdinEBritain:~+and: thits@ls a8 trues ofl ithe
Government as it is of the financial markets themselves -
have béen in the vanguard of that process of evolution. We
ha;é moQéq further and faster than many of our competitors.
But there is much more to do. My theme tonight is the way
in which liberalisation and innovation are affecting
markets, and the Government's policy towards them.

I shall talk first about the world ecanomy. Then
about the institutional changes in London, and how they

affect the way in which the authorities view their
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essential task of supervision. I shall then say a few
words about the impact of liberalisation on domestic
financial policy. And finally, I will discuss the economic

outlook for our country over the next two years ar so.
The World

A month ago I was in New York for a meeting of G5, the
Finance Ministers and Central Bank Governors of the five
major industrial countries.

At that meeting we concluded, first and foremost,
that protectionist pressure must be resisted at all costs. i
The US Administration is as firmly convinced of this as we
are, and determined to fight aéainst proposals in Congress
Fori protectionist legislation.

But we recognised that words were not enough. We
acknowledged that while there is a limit to what can be
achieved by concerted 1ntervehtion on the foreign exchange
markets, we were not impotent; and that we should
therefore, acting together, lose no time in helping to
bbing gbout an orderly depreciation of the dollar against
thgvothé; major currencies. In the last four weeks a useful
start}has been made on this essential process of
adjustment. And let me emphasise that the agreement is
still firmly in place.

Of course there is more to do.

- First, in correcting domestic imbalances. The US

has begun to tackle the fundamental problem of its fiscal

-3



deficit, but further progress is clearly needed.

- And second, in maintaining open markets. Japan
in particular needs to do more, especially in financial
markets. The measures the Japanese authorities have
already announced are greatly to be welcomed. But they
need to be implemented and made effective without delay.

As you know, I was not able this year to attend the
annual Bank and Fund meetings. My presence was required at
the seaside. Those who did go to Korea will confirm that
the central themes of the Plaza meeting were reaffirmed and
underlined at Seoul. In addition, I was glad to see the
widespread recognition that the international debt problem f
is now entering a phase in which the tried and tested
case-by-case approach of the IMF needs to be reinforced by
a complementary role on the part of the World Bank.

At the centre of discussion at both meetings was
recognition of the need to halt the protectionist tide. i
come back to this point. Our'overriding aim is to maintain
a free trading and financial system at home and abroad. A
free mapket system brings benefits for all. The more
regukéé&qgs we can remove, the more barriers we can lower,

the moreuﬁiberal we can make our trading practices, the

better off we shall all be.

Supervision




The same considerations apply to our domestic
markets, and not least to financial markets. London's
market position can never be taken for granted. The City
has remained pre-eminent in international banking precisely
because it has always struggled for dominance.

All of you here tonight are familiar with the rapid
pace of change in London over the last two or three years.
I wonder how many of you are in the same organisations,
with the same mix of business, as you were three years ago.
Whereas two years ago I addressed an audience of
stockbrokers, merchant bankers and clearing bankers,
tonight I am probably talking to directors of conglomeratesf
and managers of financial supermarkets.

Certainly, this upheaval has posed problems for the
authorities. But I believe we have acted promptly to solve
them. The Financial Services Bill will provide the
necessary legislative framework for the regulation of the
securities markets. We have prepared a modern framework for
the building societies. The Building Societies Bill will
come before the House of Commons very shortly. And we have

3

néw.gééun the process of consultation leading in due course
td?a reﬁiﬁcement for the 1979 Banking Act which has proved
to bé:deficient in some important respects.

OQur guiding principles are clear.

Effective and well-operated supervision is an
essential element of London's competitive advantage. It

must offer reasonable protection for individual depositors

and investors. And it wmust also preserve the stability and



integrity of the system as a whole. At the same time we
have to devise a system which is flexible enough to allow
the markets and the institutions within them to develop.
We must also takec notice of the traditions and
practices of existing regulation. And build on the Cilstytis

proven ability to devise and run its own self-regulating

mechanisms.

But we cannot ignore the overlap between markets.
The possibilities of too much, or too little, supervision
for institutions which straddle market boundaries. And the

resulting need for adequate co-operation between different

sets of supervisors.

The way in which we have chosen to balance these
sometimes conflicting constraints and requirements is now
cilteaip i neit hielt cla se o £ building societies and the securities
markets.

The way forward for banks is still under active

consideration - with the help of advice, both solicited and

unsolicited, from many here tonight.

The Johnson Matthey Bankers affair has drawn
attentran to certain inadequacies in the system of banking
sup;rvision. In the wake of that debacle I set up a Review
Committee chaired by the Governor of the Bank of England,
and the recommendations of that Committee form the basis

for the consultation now under way.

We propose to end the two-tier system of
regulation, which unwisely assumed that those institutions

able to call themselves banks required a less rigorous

abre
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sytem of supervision. And to Strengthen the mechanisms of
co-operation between the supervisors and banks auditors.

I attach the highest importance to this latter
change. As part of their duties, auditors have to form an
ludependent view of a bank's assets. And of the systéms
used to manage them. It is vital that the supervisors
should be able to draw freely on this information when
necessary, and that the auditors should be kept informed by
the supervisors of matters of concern which arise at their
end. Tb match these changes in methods of supervisiop;
there must, of course, be institutional changes. ?h;_

Governor has already indicated how he proposes to begin the

L
process of strengthening the supervisory arm of the Bank.

I hope and believe that the new systems of
Supervision we are now putting in place will reduce risks
substantially. But it is impossible to eradicate risk
entirely. Nor would it be right to seek to do so. Nor of
course does supervision in any way derogate from the
overriding responsibility of management for the proper
conduct of its business.

Equally, no system of supervision can be proof
against deliberate fraud. So we must ensure that where
there is fraud it is uncovered in a timely fashion. And
that the evidence is acted on expediitiouslyy TRISETS S0
course, absolutely essential if the reputation of the ity
both domestically and internationally, is to be protected,

Let me make i1t quite clear..Financial supervision

is a matter the Government takes very seriously indeed.
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While others are charged with the day-to-day duty of
Supervision in particular fields, it is the Government's
responsibility to ensure that the statutory framework is
right, and that overall it is being effectively

implemented. We cannot escape from that responsibility -

nor would we wish to do so.

Many of the changes I have described have been
forced upon us by the liberalisation of markets. But I
welcome them wholeheartedly. We are engaged in building a
stronger,‘more competitive set of markets, and a more

robust, but no less flexible, set of supervisory bodies to

match.

Monetary Policy

It would have beern surprising if tnese cnanges to market
structures, which were accelerated by the action we took in
1979 and 1980 to sweep away a-range of outdated controls,
had not affected the operation of domestic financial policy
=iethesthilirdarea  f fsatd T woulid ®coviers

; Liberalisation and structural change affect
fiﬁénciai indicators in a variety of ways. The boundaries
of the banking system become blurred as banks and
securities houses merge. Longstanding distinctions between
different financial assets have become less precise.

Companies can choose between a large number of

instruments, currencies and financial centres. For

instance ten years ago a British company wishing to borrow
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Sterling would have done so directly, and almost certainly
in London. Today the same company might issue dollar
commercial paper in New York,and swap the proceeds into
sterling.

We have recognised the need to take account of
these changes in the way that financial policy is operated.

Inevitably, the growth rates and significance of the
various measures of money supply have been affected. This
has, rightly, been reflected in changes in the way in which
we interpret signals from the different financial
indicators.

Liberalisation and innovation have made that
process more complicated.

What has not changed, hbwever, is the essence of
poelidcy:. The Government continues to attach the highest
priority to the maintenance of sound financial conditions.
The aim of monetary policy is to ensure sustained and
steady downward pressure on inflation. This can be secured

only by delivering an appropriate growth of money GDP over
the medium term. And looking back at the implementation of
pdliqyfit is important always to check whether the outcome
foffmoné§fGDP has been in line with our objectives.

But to achieve this, it remains operationally
necessary to conduct monetary policy through the use of
intermediate targets - taking account of relevant
information such as the behaviour of the exchange rate -

rather than by attempting to target money GDP directly.

As I explained in my Budget speech we have found it

i



helpful to target measures of both broad and narrow money.

Broad money measures the Iiquidity of the economy.
An excessive build-up of liquidity supplies a store of
purchasing power that can be translated into spending, thus
providing an undesired boost to the growth of money GDP and
hehce to dnrflaticn.

The question, however, is what is excessive? 1In
monitoring the growth of broad money it is important to
gauge the extent to which the private sector genuinely
wants to build up its liquidity on a permanent basis. That
inevitably involves an element of judgement.

During the 1970's, with controls in operation and
negative real interest rates, the demand for liquidity grew
less rapidly than money GDP.

In the 1980's, following the anolition of controls
and a return to positive real interest rates, ‘liguiditty has
grown faster than money GDP. Over the past five financial
years, for example, while £M3 has grown by 82 per cent and
PSDL 2 by 84 per cent, money GDP has grown by only 54 per
cent - and prices by 43 per cent. It has become
incrqa;ipgly evident that both individuals and companies
wiéh to'ﬁéld an lncreased proporticon of savings din Liquid
form.

In retrospect it is now clear that we have
persistently underestimated the strength of this: demand:.

We can maintain, and are maintaining. progress towards our
inflation objective wnile £M3 is growing at a rate well

above the top of tne range set in this year's Budget
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Statement. To try to bring it back within the range -
which, with the benefit of hindsight, was clearly set too
low - would imply a tightening of policy which the evidence
of other indicators of financial conditions tells us is not
warranted.

I shall as usual be considering what target to set
for £€M3 for 1986-87 at the time of the next Budget. 1In the
meantime, we shall continue to monitor £M3, and indeed
other measures of broad money, as part of the task of
forming an overall judgement about monetary conditions.

That judgement has to take into account the level of

o,y

short-term interest rates, where a cautious approach
continues to be indicated. It must also be influenced by
the behaviour of MO, which, as a relatively undistorted
narrow aggregate, is more clearly related to spending
pa{terns. If, contrary to our expectations, the rapid
growth of broad money were to show up as higher spending
one would expect to see early warning signals in the growth

oL WO So. far this year, it has stayed very comfortably

within its target range.

I realise that MO has not yet acquired many friends
in}the équare mile, despite the evidence of its relatively
stable relationship with transctions in the economy and the
steady trend in its velocity of circulation. It may not be
widely known by those who argue that MO is an excessively
narrow aggregate that tne German target aggregate, the
composite known as Central Bank<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>