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FROM: A P HUDSON Re..
DATE: 14 OCTOBER 1986 (&aﬂg

CHANCELLOR (e{e; Mrs Lomax =
Miss O'Mara

MANSION HOUSE SPEECH
Three overnight thoughts on the section on Big Bang.
(a) Jobs

Perhaps we could make a bit more of the increase in jobs
in the financial sector. Either we could gloss it by
saying something like "so much for those who regard the
financial sector as, at best, an optional extra in the
economy." Or, -better, we :-could  try 'to find ‘an
interesting comparison with other sectors over a 7 year

\f period. I shall pursue the latter during the morning.

(b) Wider share ownership

Could we work in a point on short-termism? "The 1100 and
more companies who have introduced employee share schemes
since 1979 have recognised the 1long-term benefits of
giving their employees a financial stake in the success
of the company. The same applies to companies who have

given their key executives 1984 share option schemes."

(c) Stamp Duty

Big Bang will trigger the further cut in Stamp Duty. I
realise this is not an entirely happy memory for all
concerned. But it may merit a mention perhaps towards
the top of page 2 of the present draft. "The Government

has had to move swiftly too. The further reduction in

P,



Stamp Duty from 27 October will reduce one barrier to
competition. And constructing a credible regulatory
framework ..."

A P HUDSON



-

12.46 CONFIDENTIAL

A P HUDSON
14 October 1986

CHANCELLOR cc Sir P Middleton
Sir T Burns
Sir G Littler
Mr Cassell
Mr H P Evans
Mr Peretz
Mr Sedgwick
Mr Scholar
Mr Culpin
Mr Hall
Mr Ilett
Miss O'Mara
Mr Cropper
Mr Ross Goobey

MANSION HOUSE SPEECH

-+« Further to my minute of yesterday, I attach the first four pages of
the section on the economy, which were not circulated before

e

A P HUDSON

today's announcement.
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THE ECONOMY

In surveying economic developments over the past
year and the prospects for the future, it is not
difficult to pick out the most important single

event.

When we met last year, the world oil price stood at
just under $30 a barrel. By January, it had fallen
to $22, and in July to below $10, before coming back

to round about the present figure of $14-15.

Monetary Policy and the Exchange Rate

This has, of course been a key part of the
background against which we have been operating

monetary policy.

On this occasion, last year, I set out our financial
strategy in the clearest terms. The Government was
determined to reduce inflation further. There was
only one way. By continuously monitoring the
indicators of monetary conditions, and ensuring
that they were consistent with continued lower
inflation. If one indicator deteriorated, we would
require convincing evidence from the others before

concluding that this was acceptable.



We have done exactly that. And done it against an
exceedingly difficult world background, with

periods of great turbulence.

Last year I pointed to the Plaza accord to
facilitate a fall in the dollar. And the dollar has
indeed fallen. By over 20 per cent against all
currencies. Against the mark it is down by 43 per
cent and against the yen by 54 per cent. Looked at
over the year, the smoothness of the adjustment has
been remarkable. But such changes cannot take place
without some upheaval and times of intense

speculation in financial markets.

This time last year I did not know that oil prices
were going to fall by half, with profound effects
both on output and financial balances throughout the

world.

You will not therefore be surprised to hear that the
pursuit of a constant policy has not been easy. At
times we have had to move a little here and there
with the storm. But we have never lost sight of our
great purpose. And we have refused to be buffetted
by every small wind [reference to January 1986].
Throughout we have been quided by our strateqy, and

guided by it we shall continue to be.



So we did not rush to make a change in interest
rates in the supercharged atmosphere of the last
four weeks |[before and after the Washington
meetings]. Even though it was clear to us as well
as the markets that some change would be needed.
The excessive expectalions and exaggerated comment
which were being generated could have 1led to
excessively high interest rates. 1Instead we waited
for a period of calm. And then acted in line with

the needs of our strategy.

My judgement is this. Public borrowing, as today's
figures show, is on track. Monetary conditions had

however eased.

A lot is said about broad money and credit, but this
was not on its own a matter of serious concern.
[The growth of broad money has not accelerated over
the 1last few months. But more importantly]
Financial liberalisation and changing habits have
made these measures too difficult to read for the

time being.

The problem was that more reliable indicators such
as MO and the exchange rate pointed to some

countervailing adjustment in interest rates.

It was of course inevitable - and right - that

sterling should fall following the halving in the



0il price. But sterling's decline had gone beyond
the point where oil seemed to be the only factor at
work. And in the light of this it was desirable to
seek to bring the growth of MO, which is still in

its target range, back towards the centre.

I judge that interest rates of 11 per cent at the
short end, a margin of [7 per cent] over dollar
rates, and up to 8 per cent in real terms are quite

sufficient given the'prospects.

And the prospects are good. When I speak to you
next year, though I expect we shall have seen more
turbulence, we shall also have seen further
successes. I shall be 1looking forward to even
greater success in 1988. We shall then have had
7 years of economic growth. Inflation will be at
1950s and 1960s levels. And we shall be that much
closer to the complete elimination of inflation

which is the ultimate objective of current policies.
I shall stick to present policies in the future as
in the past. And I shall do so because they

succeed.

World Economy

Turning from the details of monetary policy and the

exchange rate to the world economy more generally, I
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I thought that it would be worth letting you have some comments

MANSION HOUSE SPEECH ON ECONOMIC PROSPECTS

from Stephen Davies and me on the Domestic economy section of the

draft Mansion House Speech before the Chancellor's meeting at
5.30 pm (which I am to attend).

2 In general we think that this draft gives away - if that is
the right terminology - too much of the forecast that will be
published in the Autumn Statement.

3. In particular I suggest

(i) that we delete - or at least scale down
drastically - the paragraph on inflation next year;

this goes into far too much detail before there has
// been a decision on how to present the inflation
: forecast in the autumn statement (eg what the Autumn
Statement will say about the mortgage rate, the
prospects for which might be clearer by theﬂ):

(ii) that we either delete the paragraph on the scaling down

of o0il revenues or make it quite clear, which the

present text does not, that the Chancellor |is
discussing what was considered to be the prospective
loss at budget time; our latest view is that in 1986-87
the 1loss of oil revenues is somewhat greater (because

' of lower than expected average o0il prices) whereas
// non-oil revenuesz; little more buoyant than expected at
budget time, and we will need to present this minor
change to the prospects for government revenues very
carefully in the Autumn Statement;



and

(iii) that at this stage we refrain from giving the

impression that we are providing a forecast that the
growth in domestic demand will continue at the present

D

rate; the 'paragraph (bn P.8) that contains the

proposition could be redrafted to make it absolutely
clear that it is about trends in the very short term.

l.~.)

P N SEDGWICK
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MANSION HOUSE SPEECH

My Lord Mayor, Mr Chancellor, My Lords, Aldermen, Mr Recorder,

Sheriffs, Ladies and Gentlemen

Sir Nicholas, in proposing the toast, has once again given us a
most eloguent and impressive speech. The Bankers and Merchants
of the City are enjoying ever-closer relations with the Stock
Exchange; and as they gather on the eve of the Big Bang, which is
to transform so much of the City and its way of doing business, it
is only fitting that they should hear so important a contribution
from Sir Nicholas. He has presided with great dignity and skill
over this often very difficult period of transition. The
achievement of the old and new members of the Stock Exchange is in
many senses a collective one; but even so I doubt that we could
have have come so far or achieved so much without his inspiring
leadership.v consummation of the proposed merger between the
Stock Exchange and ISRO will, if I may say so, represent a fitting

culmination to these years of achievement,

1 This is an occasion for looking backwards with the outgoing
Lord Mayor as well as looking forwards, as to varying degrees the
financial markets always do. As the Big Bang approaches our

forward agenda is more than usually full; and I shall turn in a



moment to some of the competitive and regulatory issues that we
still face. But the past 12 months have been eventful too. I
spoke here last year fresh from the Plaza meeting at which the
Governments and Central Banks of the Group of 5 countries
undertook to concert their efforts to bring about a substantial
realignment of the dollar's exchange rates, I doubt whether any
of us present at that meeting expected to see, over the following
12 months, a further 20% fall in the dollar combined with the
simultaneous decline in dollar interest rates: this was, in last
year's language, a soft landing indeed. Tt was made possible by
the disinflationary impulse of a halving of oil prices in dollar

terms.

2 What the fall in the oil price has not done, contrary to some
expectations, is to prompt a sudden burst of non-inflationary
growth - the counterpart of the stagflation which followed the oil
price rises in the 1970s. The fact is that all such shocks are
initially deflationary - not only because losers adjust more
quickly than gainers, but also as a result of the uncertainties
that they breed, not least among financial intermediaries.
Nonetheless the oil consumers of the world have benefitted from an
increase in real income whiéﬁ will stimulate their demand for
other goods, and we are now beginning to see this in the major

industrial economies.

3 In the United Kingdom, a central gquestion has been the
exchange rate. With lower oil prices we needed the prospect of an

improving non-oil trade balance; but our competitive position had

been eroded by past failure to contain cost increases, Thanks to
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lower o0il prices, the exchange rate change needed to effect the
current account adjustment need not add to the risk of renewed
inflation. But in the short term, sterling has in fact declined
further than is necessary to offset the impact of lower oil prices
on the current account, and beyond the point at which the dangers
of renewed inflation can be ignored. This is not to say that
renewed inflation is unavoidable. Much depends on wages. Our
productivity performance to date comes nowhere near to warranting
the 4-5% annual growth in real income implied by the recent gap
between overall earnings growth and retail price inflation. Room
does exist for some rise in living standards but, as we have
recently seen, too rapid a rise in consumption can all too easily
be translated into a burgeoning trade deficit. Part of the
solution must be a sharp reduction in the general level of pay
settlements., Recent indications offer some hope, but settlements
averaging 5 1/2% are no lower than in 1983 when inflation was

nearly 5%, or twice its present level.

4 Monetary policy cannot directly improve labour cost

performance; nor, more generally, can it bring about the
improvements in industrial innovation and efficiency which are
needed to take advantage of the substantial opportunities now
available to British producers in world markets. The role of
monetary policy is progressively to squeeze out inflation, and the
major economic¢ distortions to which it gives rise, as an essential
precondition for any sustained expansion in activity and
employment. That has been our consistent aim over many years, and

we have had a considerable measure of success. We are determined

to ensure that this monetary discipline is maintained. The
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difficulties we are encountering in operating in turbulent markets
and at a time of rapid financial change, will not be allowed to

jeopardise that fundamental long-term objective.

5 oOur problems in pursuing monetary targetry in present
conditions are not new, and, although currently more severe than
elsewhere, they are by no means unique to this country. Monetary
targets are being overshot in the United States and even in
Germany and Japan. In all of these countries, while nominal
interest rates have fallen, inflation has fallen faster, so that
ieal interest rates are higher than for some time. These changes
may be contributing to abnorpally rapid growth in the demand for

both narrow and broad money. 

6 In our own case, though MO is still within its target band, it
has shown some recent acceleration and the broader monetary target
aggregate, £M3, has been grdwing for much of the last year well
above its 11-15% target range, One factor which has rendered the
growth of £M3 more erratic than that of other aggregates is the
process of financial change and in particular the sensitivity of
£M3 to the ebb and flow of the competition between banks and
building societies to mediate between depositors and home buyers.
£EM3 is related to bank intermediation. If this expands at the
expense of other intermediaries money may grow without either
total liquidity or total credit expanding as much. Even soO,

these other measure have been growing uncomfortably fast.

7 Together with trade andfwage developments the perception that

liguidity and credit were giowing fast contributed to speculation
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against sterling at a time of particular uncertainty about the
outcome of meetings rclating to interest rates abroad and oil
prices. As in January we have refused to be rushed into hasty
policy decisions by this period of market turbulence, and have
acted to moderate the more e}ratic movements in both the domestic
and foreign exchange markets, But it would be a great mistake to
interpret this determination;not to be swept off one's feet in the
short run as a reluctance to take necessary policy action at the
appropriate moment - as ourtaction on Tuesday showed. Markets
deliver important signals; ;but they also generate a degree of
hubbub and it may take timetto distinguish the true signal above
the noise, | A

i
8 My Lord Mayor, great changes in the City are due to be
implemented next month: aféer three years of preparation the
changes known as the Big Baﬁg are about to be implemented, They
mark the largest changes thét have taken place in the City in the
lifetimes of anyone present!tonight, and represent a triumph of
adaptability and vision on the part of the old and the new members
of the Stock Exchange who have embraced the changes 8o

positively.

9 These developments in the way in which business is done and in
the membership rules of the Stock Exchange were of course quite
deliberately intended to opén up the market to competition.

There is every sign that théy have succeeded in releasing a great
burst of energy and talent, not only in the Stock Exchange but in
many other financial market?. All this is very healthy and

welcome, but we need to keep in mind that competition brings risks
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as well as benefits and can 5; a destructive as well as a
constructive force. Regulation is being modified to accomodate
and promote competition, andlto ensure that markets are well
‘conducted and investors reasonably protected. Of course, there
may be losses, and it is poséible that some of the participants in
these highly competitive markets will eventually withdraw. No
one should regard that as a Eailure. Moreover there are clear

limits to the extent to which regulators can or should influence

the conduct of business.

10 Consequently it will be vital for all participants in markets
to exercise a degree of restraint, Market-makers and
broker-dealers will naturaliy strive to secure a market share
which will support the capital committed to their business., But
if this leads to excessive ﬁargin—cutting, they will store up
trouble for themselves; ané we could not regard with equanimity a
situation in which market share was acquired aggressively through
predatory pricing - in the 16nger run, this could work to
undermine the competition that we have striven to introduce.
Similarly, I should like to see institutional investors recognise
their interest in being able to deal with a wide array of
soundly-based intermediarieé, and that they will exercise
restraint on their use of their bargaining power. I hope also
that we will continue to avoid levels of gearing in the corporate
gector as a whole which, although sometimes acceptable in
favourable market conditions, could prove to be seriously

destabilising if markets become unfavourable.
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My Lord Mayor, I too must now éxercise restraint. However brash
and conglomerated the banker; and merchants may become in this
brave new world; however eagiy the City's day may start and
however short our lunch brean may become; the traditional
hospitality of the Mansion Hauée will remain one of the essential
parts of our year. May I tbank you and the Lady Mayoress for so
splendidly continuing the tr;dition tonight, and for all that you
have done for the City durin% your period of office. Let us hope
that when we come to reflectfupon the changes that have come to
fruition during your term, Jé'may gsee in them the beginning of a

new efflorescence of the city as a leading world financial centre.

TITSM O AO



THE MANSION HOUSE SPEECH

- IS 1% ENOUGH?

1% on base rates represents the Chancellor trying to buy
monetary stringency on the cheap.

Pressure is likely to resume soon for even higher rates,
unless the Chancellor is able to come up with a new policy
initiative on Thursday. 1% is too little, too late.

There are a number of measures the Chancellor could take to
restore confidence, including restrictions on credit, a
resumption of over-funding, or a move to Money GDP targets.
But none seems likely.

We expect the Mansion House speech to be ''a snow job', with
the Chancellor trying to stand on his action in raising
rates, and arguing that the inflation, balance of payments,
and growth prospects are not as bad as many outside
forecasters suggest.

The market's hopes for EMS entry will have received a
dowsing from the increase in rates. This will not help
reaction in the gilt market.

ROGER BOOTLE

14th OCTOBER 1986

o




For the second time in a week the City is all agog to hear what the Chancellor
of the Exchequer has to say in what is billed as a major speech. If the City
was understanding of the need for a bit of political knockabout at the
seaside, it has the right to expect something more substantial at the Mansion
House. For the Government's monetary policy is in a mess and the financial
markets are nervous and cynical. At long last, today the Chancellor has
decided to act by forcing base rates up by 1%, thus apparently setting himself
up for a tough speech on Thursday. But the markets are unlikely to regard this
action, coming as it does just after a period of benign neglect during the
Tory Party Conference, as either tough or decisive. In these circumstances the
Chancellor's words will command at least as much attention as his action.
Specifically, can he assure markets that 1% on interest rates is enough?

The Background

Last year's Mansion House speech, though full of the usual platitudes about
the role of the City, the benefits of competition and the Government's
achievements, was far from being a damp squib of a speech. This was the
occasion when the Chancellor effectively suspended the £M3 target and
announced the end of over-funding. So it is not inappropriate to expect
something serious this Thursday.

The Chancellor also tried to clarify the framework of monetary policy. And in
many ways it was his very explicitness last year which makes his task more
difficult this year. He said:

'"When, as now, signals from the various measures of money
become difficult to interpret, the exchange rate inevitably
assumes an increased weight in monetary policy decisions. It
has a direct impact on the price level and on inflationary
expectations. Sharp movements tend to coincide with changes in
the markets' perception of monetary ease or stringency. Large
swings in any case cannot be ignored. The present level of the
exchange rate is close to the average level of the past two and
half years.'

And:
"If the performance of one indicator were to deteriorate we
would need convincing evidence from the other indicators before
concluding that this was acceptable."

And again:

""As I have said, we do not believe the recent behaviour of £M3
gives cause for alarm. But should it at any time become
desirable to tighten monetary conditions, that would be
achieved - and let there be no doubt about this - by bringing
about a rise in short-term interest rates."

It is not going to be easy to square these statements with the current
position. On its trade weighted index sterling is 16% lower than when Mr.
Lawson spoke at the Mansion House last year. Against the Deutschemark it has
fallen by 25%. Since the Budget the pound has fallen by 11% and 16%
respectively. Meanwhile £M3 at the latest count was growing at 18 1/4%,
year-on-year, and no less than 22 1/2% over the last six months annualised.

-2 -




This easily surpasses the top of the 11-15% target range which surprised gilt
operators by its generosity when announced in the Budget. And dear old little
M), although growing within its target range, has shown distinct signs of
acceleration over the last few months. How can the Chancellor, with reference
to the criteria he himself set out last year, argue that 1% on interest rates
is enough?

The Dangers of 1%

The authorities have decided to try to buy the markets off cheaply with an
increase in interest rates of only 1%. This will enable the Chancellor to
claim in the Mansion House speech that he is prepared to take decisive action
to maintain the anti-inflationary thrust of monetary policy. But it is
unlikely to cut much ice. Indeed in many ways, 1% on base rates is about the
worst thing the authorities could have done. It will have little effect on the
problem of burgeoning credit growth, and will do 1little to offset the
political, competitiveness, and oil-based worries besetting the pound. The
market will feel that further increases are on the way. Meanwhile, the
markets' hopes that Britain may be about to join the EMS will have taken
something of a dowsing. In our view, therefore, the Chancellor has made a
mistake by raising rates by 1%.

There were three options:

1l To face out the crisis and do nothing;

11 To raise interest rates decisively (2% or more);
iii. Join the EMS.

Given that the Chancellor has opted for only 1%, he has the option of trying
to back this up with further measures, or at least with words in Thursday's
speech. What could he say to strengthen his case.

A Possible Defence
In last year's speech, one of the Chancellor's most significant phrases was:

'""The inflation rate is judge and jury."

Although RPI inflation is currently picking up somewhat, he can try to argue
that the recorded RPI rate has been below the underlying rate and that it is
about to catch up, or even perhaps temporarily to overshoot it, while the
underlying rate is little changed. To back this up he can point to the
offsetting effects of lower oil and commodity prices against the effect of a
lower pound. And there is a good deal in these arguments. Even with the lower
pound, we do not see inflation moving much above 4% by the end of next year.
But these arguments are wearing a bit thin. Whatever the ability to contain
the upward movement of inflation next year, short of a major downward shift in
wage inflation, (which we do not expect) the trend looks adverse, and any
further sterling weakness would pose dangers of a major increase in
inflation both next year and in 1988. And all chance of getting the downward
shift in wage inflation would then be gone.

The Chancellor can also point to the argument that sterling has needed to be a
good deal lower to make up for the hole in the current account of the balance
of payments left by lower o0il revenues. And he can seek to confound the

-3 -




pessimistic forecasts of the now ageing Turks (a favourite pastime of his) by
arguing that a lower pound will have a beneficial effect on international
competitiveness and hence head off the looming balance of payments problems.

Options for Modifying the Policy Framework

The market is unlikely to receive well any attempts by the Chancellor at
tinkering with targets. And he is unlikely to waste much effort in this
direction. If he does do something the most 1likely candidate variable is
Money GDP whch has been appearing with increasing prominence in policy
statements over the years. But the Chancellor himself has admitted that having
a figure for Money GDP does not obviate the need for operational guidelines
for monetary policy. It would, therefore, be difficult to make much of an
increase in the status of Money GDP.

A definite option is to restore over-funding as a means of offsetting buoyant
bank credit growth. On money-theoretical grounds this makes a good deal of
sense, and the various practical objections which have been raised against
over-funding have, in my view, been grossly overdone. (See our Economic
Strategist, September 1986.) But the Chancellor chose to abandon over-funding
in the Mansion House speech last year. It would hardly look good to
reintroduce it in the Mansion House speech this year!

Another option is to do something directly about credit growth. The case looks
strong. In the year to August bank lending to individuals for house purchase
increased by nearly 26%. Nor was this increase at the obvious expense of the
building societies, whose mortgage lending increased in the year to the 3rd
quarter of 1986 by nearly 20% (as against 17 1/4% in calendar 1985).

Moreover, other lending to individuals has been buoyant, up 18% on the year,
and total consumer credit, (which includes some categories which appear in the
banking figures) is up by over 40% in the year to August.

There is 1little doubt that if the Chancellor were serious about regaining
control of monetary conditions he could achieve the objective by a combination
of restrictions on mortgage and perhaps other consumer lending, backed up, if
necessary, by renewed over-funding. But the Chancellor will find this
difficult. And not only for political reasons. Restrictions on credit are
against his philosophy. Moreover, whatever the straightforwardly monetary
worries and inflationary dangers posed by a lower exchange rate, there is
little sign of the real economy over-heating. Our guess is that the Chancellor
will forsake the chance to restrain credit growth.

Conclusions

We feel that the Chancellor's best option was to do nothing. Alternatively,
decisive action earlier would have restored confidence. Having increased rates
by 1%, we now feel that there is little chance of avoiding further increases,
unless the Prime Minister can be persuaded to relent on her opposition to the
EMS.

40-66 Queen Victoria Street, London EC4P 4EL
Telephone: 01-248 2244 Telex: 888421/2
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Table 2: Debt/Income and Gearing Ratios

Debt/Income ass Ligw *Gearing“”

(%) S&t-awcg (%)

X us* ' UK

1976-80 (average) 418 1170 673 3.6

o yoo—

1981 534 76.6 616 B3

1982 s9-1 T6.1° 13-} 52

1983 cu? 79.3 16+ 933

1984 T0-2 81.2 19-9 6.6

1985 157 88.1 $2-4 o
198" 327 8L-2

+ Household sector, numbers provided by the Bank. No final figures for
1985 are as yet available, but the sharp rise reflects sa rapid rise in
debt and low growth of post-tax incomes.
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OIL REVENUES AND EXPORTS

As a result
end of last
North Sea

£% billion,

of the fall in the o0il price, from $27 a barrel at the
year to around $15 now, the contribution per quarter of
0oil to the <current account has fallen by about

which is around 2% per cent of our exports of non-oil

goods and services.
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Mr Cassell
Mrs Lomax
Mr Hudson
My Cropper
Mr Tyrie

MANSION HOUSE SPEECH

You may already have been satisfied in your search for a light-

hearted comment by the Gregorian calendar.

e

If not, might I suggest the following:

"This is the fourth time I have risen to speak on this
occasion and I sense the passage of time, especially when
I see the age of some of those young men who will be
analysing my words tomorrow. It is no longer merely the
case that the policemen are looking younger, but that the
people who say that policemen are 1looking younger are
themselves looking younger. The economic analysis 1in the
City is now often in the hands of young men who were at
primary school when monetary policy EinsE rose to

prominence".

A4

A ROSS GOOBEY
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MANSION HOUSE SPEECH

1 This is an occasion for looking back with the outgoing Lord
Mayor as well as looking forward, as to varying degrees the
financial markets always do, As the Big Bang approaches our
forward agenda is more than usually full; and I shall turn in a
moment to some of the competitive and requlatory issues that we
still face. But the past 12 months have been eventful too. I
spoke here last year fresh from the Plaza meeting at which the
Governments and Central Banks of the Group of 5 countries
undertook to concert their efforts to bring about a substantial
realignment of the dollar. T doubt whether any of us present at
that meeting expected to see, over the following 12 months, a
further 20% fall in the dollar combined with the simultaneous
decline in dollar interest rates: this was, in last year's
language, a soft landing indeed. It was made possible by the
disinflationary impulse of a.halving in dollar terms of oil
prices.

2 What the fall in the 0il price has nat Adone, contrary to snme
expectations, is to prompt é sudden burst of non-inflationary
growth -~ the obverse of the Stagflation which followed the oil
price rises in the 1970s. The fact is that all such shocks are
initially deflationary - not only because losers adjust more
quickly than gainers, but also as a result of the uncertainties
that they breed, not least among financial intermediaries.
Nonetheless the o0il consumers of the world have benefitted from an
increase in real income which will stimulate their demand for
other goods, and we are now seeing this in the major industrial
economies,.

3 In the United Kingdom, much attention has been focussed on
the exchange rate, With lower oil prices we needed the prospect
of an improving non-oil trade balance; but our competitive
position had been eroded by past failure to contain cost
increases. Thanks to lower o0il prices, the exchange rate change
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neceasary to effect the curfént account adjustment need not add to
the rlsk of renewed luflallun, Bul lu Lhe shurl Lewm, stecllay
has in fact deeclined further than 18 necressary tn offset the
impact of lower o0il prices on the current account, and beyond the
point at which the dangers of renewed inflation can be ignored.
fhis is not to say that renewed inflation is unavoidable. Much
depends on wageéfr\ Our performance to date on productivity comes
nowhere near to Wﬁﬁranring the 4-5% annual growth in real income
implied by the recent gap between the growth in overall earnings
and rotail priocos. Room doco cxiot for ogome rioce in living
standards, but we should not forget past experience of too rapid a
rise in consumption all too easily leading to burgeoning trade

deficits, Part of the solution must be a sharp reduction in the

" general level of pay settlements. Recent indications offer some

hope, but settlements averaging 5 1/2% are no lower than in 1983
when inflation was nearly 5%, or twice its present level.

5 Monetary policy cannot directly reduce the rise in labour
costs; nor, more generally, can it bring about the improvements
in industrial innovation and efficiency which are needed to take
advantage of the opportunities now available to British producers
in world markets. The role of monetary policy is progressively to
sgueeze out inflation, and the major economic distortions to which
it gives rise, as an essential precondition for any sustained
expansion in activity and employment. That has been our
consistent aim over many years, and we have had a considerable
measure of success. We are determined to ensure that this
monetary discipline is maintained., The difficulties we are
encountering in operating in turbulent markets and at a time of
rapid financial change, will not be allowed to jeopardise that
fundamental long-term objective,

5 Our problems in pursuing monetary targetry in present
conditions are not new, and, although currently more severe than
elsewhere, they are by no means unique to this country. Monetary
targets are being overshot in the United States and even in
Germany and Japan. Many of these countries target relatively
narrow aggregates which are sensitive to nominal interest rates.
These have fallen last year, reducing the cost of holding narrow
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‘money. Inflation has fallenh too, indeed faster in the UK, so
that real interest rates remain higher everywhere than in the
1970s. This is particularly true in the UK where it contributes

to growth in demand for broad money.

6 In our own ¢ase MO, although still within its target band, has
shown some recent acceleration and the target aggregate for
broader money, £M3, has been growing for much of the last year
well above its target range. One factor which has rendered the
growth of £M3 more erratic than that of other aggregates is the
process of financial change and in particular its sensitivity to
the ebb and flow of the comﬁetition between banks and building
societies to mediate between depositors and home buyers. £M3 is
related to bank intermediation, If this expands at the expense of
other intermediaries, money may grow without either total
liquidity or total credit expanding as much. Even so, liquidity
and credit have in fact beeﬁ‘growing uncomfortably fast and
markets have not failed to perceive this.

7 Recently there has been'heavy speculation against sterling at
a time of particular uncertainty about the outcome of meetings
relating to interest rates abroad and oil prices. As in January
we have refused to be rushed into hasty policy decisions by this
period of market turbulence, and have acted to moderate the more
erratic movements in both the domestic and foreign exchange
markets, But it would be a great mistake to interpret this
determination not to he swept off one's feet in the short run as a
reluctance to take necessary action at the appropriate moment - as
our action on Tuesday showed. Markets deliver important

signals; but they also generate a degqree of hubbub and it may
take time to distinguish the true signal as it emerges from the
noise,

8 My Lord Mayor. areat changes in the Clty are to take place this
month: after three years of preparation the reforms known as the
Big Bang are about to be implemented. They are the largest
changes to have taken place in the City in the lifetimes of anyone
present tonight, and represent a triumph of adaptability and
vision an the part af the nld and the new memhers nf the Stnck
Exchange who have embraced reform so positively.,



i 4
9 These developments in tﬁé way in which business is done and in
the membership rules of the Stock EXchange were of course quite
deliberately intended to open up the market to competition.
There is every sign that they have succeeded in releasing a great
burst of energy and talent, not only in the Stock Exchange but in
many other financial markets, All this is very healthy and
welcome, but we need to keep in mind that competition brings risks
as well as henefits and can ha a deatructive as well as a
constructive force. Regulation is being modified to accomodate
and promote competition, and to ensure that markets are well
conducted and investors reasonably protected. Of course, some
firms may overreach themselves, There may be losses, and it is
possible that some of the participants in these highly competitive
markets will eventually withdraw. No one should regard that as a
fatlure of the new system. ' There are aclear limits tao the extent
to which regulators of any kind can or should influence the
conduct of business.

10 Consequently it will be vital for all market participants to
exercise a degree of restraint. Market-makers and broker-dealers
will naturally strive to secure a market share which will support
the capital committed to their business. But if this leads to
excessive margin-cutting, they will store up trouble for
themselves. Again, if market share is acquired aggressively
through predatory pricing, it could work, in the longer run, to
undermine the increased campekitian that we have shkriven ta
introduce. Similarly, I should like to see institutional
investors recognise their interest in being able to deal with a
wide array of soundly-based intermediaries, and I hope that they
will exercise restraint on their use of their bargaining power,

I hope also that we will continue to avoid levels of gearing in
the corporate sector as a whole which, although perhaps acceptable
in favourable conditions, could prove to be seriously
destabilising when times become harder.

——— [ D 36 |
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MANSION HOUSE SPEECH
I attach the first section of the Chancellor's revision of

the Mansion House Speech. Please could I have any final comments
as soon as possible?

A P HUDSON
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[Introduction to come.]

Big Bang

Big Bang, and all it stands for, is above all a
response to intense international competitive
pressures. Deregulation and new technology have
transformed financial markets worldwide. The major
financial centres are fast becoming part of a global
market in which innovation is a way of life, and
traditional distinctions, between national and
international markets, and between different kinds
of financial institutions, are becoming

increasingly blurred.

Few sectors of the British economy have had to move
so far or so fast to stay ahead of the international
game. Supposedly fusty, City institutions have
shown a capacity for radical long-term thinking that
the rest of British industry might do well to

emulate.

A fair share of the credit for all this must go to
Nicholas Goodison and his team, for their far

sighted leadership.



The Government has had to move swiftly too.
Constructing a credible regulatory framework,
flexible enough to cope with continuing change, has
already absurbed an immense amount of legislative

time and effort.

No-one here tonight needs reminding that the Big
Bang is only a beginning. 1Indeed, I look forward to

giving a progress report at this occasion next year.

Meanwhile, the proposal to merge ISRO and the Stock
Exchange, and to create an International Stock
Exchange in London, could mark a further important
Step towards integrating domestic and international

securities markets.

Major challenges lie ahead for everyone
concerned - for the new self regulatory bodies and

the authorities as well as for market practitioners.

A great prize is within our grasp, if we can rise to
these challenges. The chance to make London the
undisputed financial capital not just of Europe, but

of the world too.

A thriving financial sector is crucial to the
success of any free enterprise economy. But what we
have here in London is much more: a national asset
of enormous potential, whose success will bring

great benefits to the whole country.



Borrowers and lenders alike stand to gain from the
development of more efficient capital markets. The
Government - and the taxpayer - have an obvious
interest in a more liquid gilt-edged market, which

will allow the PSBR to be funded on finer terms.

Last but by no means least, a more vigorous capital
market will expand the range of possibilities for
industry too, enabling companies to tap new sources
of funds: to hedge a wider variety of risks,
through new markets in futures, options and swaps:
and to finance investment and expansion through new
instruments capable of meeting an increasing range

of individual needs.

The City is the heart of one of Britain's fastest
growing and most successful industries, with an
impressive record in creating new jobs. Financial
and business services now employ 2 million

people - a 15 per cent increase on 1979.

London's success will generate new ideas and
opportunities whose influence will be felt far
beyond the Square Mile, to the ultimate benefit of
smaller companies and private investors who have no
aspirations to dabble in international capital

markets.



Of course, competition and change carry high risks
as well as high rewards - not 1least for those
individuals whose telephone-number salaries have

attracted so much attention.

Inevitably, the new climate will prove too bracing

for some.

But I do not share the pessimism of those who fear
that British players will account for a
disproportionate share of the casualties. However
level the playing field, the home team is not
without its advantages. British firms have moved
swiftly to attract new capital. And I am encour aged
by the knowledge that London survived as a major
financial centre through four decades of exchange
controls partly because, in the areas where British
firms were free to compete internationally - such
as insurance and foreign currency business - they

did so successfully against all comers.

We have made it clear, too, that while we welcome
those of all nations in the City of London, the
Government is committed to obtaining reciprocal
treatment for British firms in other financial

centres.



In particular, my Ministerial colleagues and I have
made this position clear to the Japanese authorities
and I am pleased to say that in the past year or so 7
UK houses have been granted licences to operate in

Tokyo. More are in prospect.

As a final sanction, the Government 1is taking
statutory powers in the Financial Services Bill,
which will shortly reach the Statute Book, to allow
it to refuse to authorise, or indeed to remove
authorisation from, any financial institutions,
including banks, whose national authorities do not

provide reciprocal facilities for British firms.

That said, British players will certainly face stiff
competition from some well capitalised and

experienced foreign concerns.

The first line of defence must always be sound
management. There is no long-term advantage in the
single minded pursuit of market share, at the
expense of a prudent assessment of market

opportunities and realistic pricing of risk.

Let me add that the authorities are alert to the
risk that predatory pricing could erode the benefits
of the increased competition we seek. I have to say
that whatever the short-run benefits to the

consumer, such practices are ultimately anti-

n



competitive and potentially destabilising for the

system as a whole.

That is not to deny that there may be occasional
failures: of course there will be. It is not the
Government's job to prevent financial companies
from going out of business, though the Government
has a clcar responsibility to minimise the risk of

their customers being dragged down with them.

The Government also has a duty to maintain the
soundness and integrity of the financial system as a
whole. But the private sector has a part to play
to0. I am in no doubt that the system will be
better able to weather the occasional storm if those
who profit from freer markets take the opportunity

to strengthen their capital base.

The banking system's experience with sovereign debt
in the 1970s 1is instructive. Banks have made
considerable and necessary progress in increasing
their capital ratios since 1982. But other
financial institutions might usefully consider

whether this episode holds lessons for them too.

Regulation

One casualty no-one can afford is London's

reputation for integrity and sound dealing.



The Government attaches the highest importance to
effective supervision, investor protection and the

energetic prosecution of fraud.

On fraud, as the Home Secretary recently announced,
the Government has decided to accept most of Lhe
Roskill Committee's recommendations, including the
creation of a new Serious Fraud Office. The new
office will build on the experience gained in
running the Fraud Investigation Group, which I
announced two years ago. It will house a team with
expertise in tackling the most serious and complex
cases, taking them all the way through from

investigation to prosecution.

Its creation will mark a major advance in the battle

against fraud.

I am confident too that the new legislation we are
in the process of putting on the Statute Book will
provide a greatly improved framework for regulating
financial services, capable of providing clear
ground rules, while retaining the flexibility

needed to keep pace with changing market structures.

The Building Societies' Act has already received
Royal Assent and comes into force on 1 January next

year.



The Financial Services Bill is now passing through
its final Parliamentary stages. The - task . of
providing a comprehensive framework for investment
business of all kinds has been 1little short of
Herculean. But the next step is no less demanding:
to get the new systems up and running with the

minimum of delay - and to make sure that they work.

To complete the picture, the Bank of England has
greatly increased the resources it devotes to
banking supervision, and the new Board of Banking
Supervision is already in operation. I hope shortly
to introduce a new Bill to strengthen the statutory
framework within which banking supervision is

conducted.

These arrangements will not, of course, operate in
watertight compartments. Lead supervisors will be
nominated for financial <conglomerates, whose
activities span several supervisory regimes. And
close co-operation between supervisors will be
needed, both to monitor the implementation of the
new framework, and to ensure that it continues to

reflect changing market activities.

Of course I well understand the concern of those who
argue that regulation imposes economic costs; and
who point to the risk that, by insisting on high

standards here, we will put ourselves at a



competitive disadvantage relative to centres with
laxer regimes - leading to a new version of
Gresham's law, with badly supervised centres

gaining at the expense of the well supervised.

So far I see no sign of a competition in laxity of
this kind. 1Indeed there is increasing recognition
in all major financial centres that a competitive
bidding down of regulatory standards would be in no-

one's interest.

But the rapid pace of change in financial markets
makes 1t impossible - and unwise - to be

complacent.

All supervisors - in securities as well as in
banking - and particularly those in the major
financial centres, must always put international

co-operation high on their list of priorities.

The harmonisation of regulatory standards raises
formidable conceptual as well as practical
problems. But there can be no dodging the issue:

that must be our ultimate goal.

Effective investor protection is all the more

important given the Government's commitment to

popular capitalism.



Over the past 7 years more and more families have
felt able to increase their ownership of assets
beyond their own homes. Even before the TSB
flotation, the number of individual shareholders
had doubled since 1979. The biggest single step was
the privatisation of British Telecom, a company
which still retains over 2 million shareholders two
years on. More recently the TSB - albeit something
of a special case - has started life as a quoted
company with no fewer than 3 million shareholders.
These are figures on a scale never previously

thought possible.

The PEP scheme which I introduced in my last Budget
offers a further opportunity to increase the number
of individual shareholders. With the enthusiastic
co-operation of a number of institutions, including
the Stock Exchange and some of the clearing banks
and building societies, the details of this scheme
are now virtually finalised, and I hope to lay the
necessary regulations before Parliament in the very
near future in good time for the scheme to start as

planned next January.

This popular enthusiasm for share ownership comes at
a time when new technology should offer increasing
scope for cutting costs on small share deals. So
there is at last a real prospect for reversing the
long-term trend to ever-increasing institutional

ownership of British industry.

10



I hope industry for its part will in its own

long-term interest give a positive welcome to the
growing number of small shareholders - even if it

involves them in some wxtra costs.
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Mansion House Speech.

Middle section on monetary policy to follow.

Again, please could I have any final comments as soon as possible?

A P

HUDSON
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The Economy

Since I spoke here last year, the world has been
going through a difficult phase of adjusting to the
major shifts in relative prices which have occurred
over the past year or so. The dollar, commodity
prices, and in particular the o0il price have all

changed by massive amounts.

The initial effect has been to slow down the growth
of world activity. But this pattern should have
come as no surprise. After each of the massive oil
price increases in the seventies, there was a delay
of many months before output was decisively
affected. The benefits to economic activity from
cheaper o0il are now beginning to emerge, and I
remain optimistic about the outlook for the world

economy over the next year.

As the fifth largest o0il producing nation in the
world the UK has been more affected than most by
lower o0il prices. But despite this the pattern of
developments this year has been broadly in line with

what I forecast at the time of the Budget.



Domestic demand has risen rapidly this year as
expected. At the same time, inflation has fallen
sharply to under 3 per cent - better than envisaged
and the lowest for nearly 20 years. Even excluding
the effect of mortgage rates, which somewhat
idiosyncratically we include in the Retail Price
Index, inflation is now only a little above 3 per

cent.

What has been disappointing is the growth of world
trade, and thus of UK exports, particularly over the
last quarter of last year and the first quarter of
this. Imports to the industralised countries have
accelerated along with higher domestic demand but
the 0il and commodity producers have cut back their

imports much faster than anticipated.

As a result, after 5 years of steady growth of about
3 per cent a year, overall UK output growth so far
this year has been rather less than I envisaged at
the time of the budget. But I do not expect that
slower growth to continue for long and output growth
next year should be faster than this year and faster
than foreseen at the time of the Budget. Already
there are encouraging signs. In particular, despite
last month's freak figures, it is clear that exports
have resumed the vigorous growth they showed before

the pause began.

So looking ahead to 1987, while domestic demand is



likely to grow at about the same rate as this year,
exports should continue the better performance of

recent months.

Following the exaggeratedly sharp fall in inflation
this year, it will be difficult to avoid some
increase next vyear. Clearly, we are currently
benefiting from the sharp fall in the o0il price and
most other commodities to an extent that will not
continue. But at the same time inflationary
expectations are being ratcheted down and I do not
expect to see much change in the underlying
inflation rate in the months immediately ahead.
Excluding the mortgage rate inflation will probably

continue to run at a little over 3 per cent.

Finally, although it is never wise to draw too many
conclusions from the outturn for a single month, it
is encouraging that today's unemployment figures
show the biggest fall since we first took office
more than 7 years ago. Job vacancies, too, are at
their highest 1level since 1979. And it bears
repeating that since the last general election a
million new Jjobs have been created, and total
employment has risen for 13 successive
guarlers - the 1longest period of uninterrupted
growth in employment this country has known for

almost 30 years.



Conclusion

One of the themes of my speech today has been the
rapid changes in the world economy. Against this
background, it is tempting to focus exclusively on
short-term considerations. But the very fact of
rapid change makes it all the more important to
concentrate on objectives for the medium and long-

term, and how best to achieve them.

As a Government, we have consistently sought to do
just that. The medium-term financial strategy has
been, and will continue to be, a discipline for us,
and a stable framework within which the private
sector can plan. And within that framework, we have
always emphasized our long-term policies of tax
reduction, tax reform, privatisation, and wider
share ownership, which I reaffirmed in another place

last week.

Industry, and commerce too, needs to look to the
long-term, to seize the opportunities that are there
for British firms which can compete in world
markets. This means calculated risk-taking, more
research and development, more training, and a more

hard-headed approach to pay and costs.

The events of the past year have once again revealed
the underlying strength of the British economy. I
can assure you, my Lord Mayor, that I shall do all
in my power to maintain the policies which brought

about that strength.
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I propose tonight to divide my speech into three

sections.

I shall first say something about the City and the Big
Bang, then more about the current state of the financial
markets, and finally turn to the prospects of the British

economy.

As everyone here tonight is all too well aware, the Big
Bang is now only eleven days away.

But some of you may not be aware that we meet this
evening on the anniversary of an earlier big bang. One
which in its far reaching effects was even greater than
the changes we are contemplating in the City. A change
which all the speed generated by modern technology comes
nowhere near matching. I refer of course to the
implementation of the Gregorian calendar in 1582 which at
a stroke moved the world on by 10 days. Actually it did
not quite do that because it took Britain another couple
of hundred years to come into line. This time at least,
we have been a little quicker. Which perhaps is just as
well.
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Big Bang, and all it stands for, is above all a

response to intense international competitive

pressures., E;ﬁﬁﬁﬂﬁatlon and new technology have
’\A “tLans£QLmed—ééﬂancfat—markets—woriﬂw%ééE} The major
financial centres are fast becoming part of a global
market in which innovation is a way of life, and
traditional distinctions, between national and
international markets, and between different kinds
of financial institutions, are becoming

increasingly blurred.

Few sectors of the British economy have had to move
so far or so fast to stay ahead of the international
game. A fair share of the credit for all this must
go to Nicholas Goodison and his team, for their far
sighted 1leadership. And I know that he in turn
welcomes the further halving of stamp duty, to } per

cent, that October 27 will bring.

The Government has had to move swiftly too.

Constructing a credible regulatory framework,



flexible enough to cope with continuing change, has

already absorbed an immense amount of legislative

time and effort.

No-one here tonight needs reminding that the Big
Bang is only a beginning. But A great prize is
within our grasp. A thriving financial sector is
crucial to the success of any free enterprise
economy. But what we have here in London is much
more than that: a national asset of enormous
potential, whose success will bring great benefits
to the whole country. :
it e

Of course, competition and change earry high risks
as well as high rewards - not 1least for those
individuals whose telephone-number salaries have

attracted so much attention.
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for some. And -if—it—does, it should go without

saying that it will not be the Government's job to

prevent financial companies from going out of
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customers being. dragged down with them.
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But,I am in no doubt that the system will be better

business,

able to weather the occasional storm if those who

profit from freer markets take the opportunity to

strengthen their capital base.



‘ The banking system's experience with sovereign debt
in the 1970s is instructive. Banks have made
considerable and necessary progress in increasing
their capital ratios since 1982. Other financial
institutions might usefully consider whether this

episode holds lessons for them too.

Meanwhile, I do not share the pessimism of those who

fear that British players will account for a
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swiftly to attract new capital. And I am encouraged
by the knowledge that London survived as a major
financial centre through four decades of exchange
controls partly because, in the areas where British
firms__w_ege_ free to compete internationallyEsuch
as insurance and foreign currency business.E]they

did so successfully against all comers.

s We—have—made—it—clear, too, that whilte We welcome
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Government 1is committed to obtaining reciprocal
treatment for British firms in other financial

centres.

- In particular, my Ministerial colleagues and I have

< made this position clear to the Japanese authorities)

and I am pleased to say that in the past year or so



: Uk-owned
neg . g more Londen houses have been granted licences

to operate in Tokyo. More are in the pipeline.

P

V'
Pdg (;Jt' As an ullLimate sanction, the—Govermmemt—is taking—
1ﬂmtatefy—1xunaﬁr—%n'the Financial Services Bill,
~wiHl shortly reach—the—s(tatufe—seekjto—aaew

_,—”_—////[4t-to refuse to authorise, or to restrict or even to

remove the authorisation of, any financial

-—

) institutions{/‘ including bankél] whose national
authorities do not provide reciprocal facilities

for British firms.

The authorities are also alert to the risk that
predatory pricing could erode the benefits of the
increased competition we seek. Whatever the short-

de not poke

run benefits to the consumer, such practlces are

&aiifmateiy—-—antI:nom;:zg;::;- and petentiaiiy

destabilis@ne—for the system as a whole.

/)K: Al tL& orrdd;“u&ﬁd h”ﬁ9“t.%j 8&7 8&77/
OM wihpwoda«ow
LOnre—casualty

v no—-one a—afford—3is— London's

APH

reputation for integrity and sound dealing.

The Government attaches the highest importance to

effective supervision, investor protection,and the

/

energetic prosecution of fraud.



The task of providing, in the Financial Services
Bill, a comprehensive framework for investment
business of all kinds has been little short of
Herculean., But the next step is no less demanding:
to get the new systems up and running with the

minimum of delay - and to make sure that they work.

At the same time, the Bank of England has greatly
increased the resources it devotes to banking
supervision, and the new Board of Banking
Supervision is already in operation. I hope shortly
to introduce a new Bill to strengthen the statutory

ol
framework within which bankine supervision is

conducted.

= ently
announced, the Govern::jffiif,geCidéd to accept most
of the Roskill ommittee's recommendations on

Ing the creation of a mew Serious Fraud

£ s Lo
(;Zpe arrangements we are putting in place will not,

of course, operate in watertight compartments. Lead
supervisors will be nominated for financial
conglomerates, whose activities span several
supervisory regimes. And close co-operation
between supervisors willkbg-needed€§;8th to monitor
the implementation of the new framework, and to

ensure that it continues to reflect changing market

activities. S



oy

‘ I well understand the concern of those who argue
that regulation imposes economic costs; and who
point to the risk that, by insisting on high
standards here, we will put ourselves at a
competitive disadvantage relative to centres with
laxer regimes - leading to a new version of
Gresham's 1law, with badly supervised centres
gaining at the expense of the well supervised.

Thow a concemn | WV@'U "0"‘"’\"“4‘3‘

)( /vBut the remedy is clear, All supervisors, —in—

PP R
securities—as—weii—as~&n—banktng*— and particularly
those in the major financial éentres, must put
international co-operation and co-ordination high
on their list of priorities. f¥Wi \M/auzdoxqf Eﬂaif_

pPW : ]

Popular Capitalism

Effective investor protection is all the more

important given the Government's commitment to

popular capitalism. [he T“"A”' of indirdical chareddders
\maoMof'- %Ma\a—wklcd ouNCe H?"l/oo

‘T—;;;;:;;e—past—7—yearsrﬁmnmranﬁfﬁ?{;:fﬁﬁTITEE:E;ve~

l =

{ =

T) rvj? j \ felt able to inc;ease°’fﬁz?} ownership of assets

beyo eir own homes. Even before the TSB
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<€}otation, the number

had doubled since 1979. The biggest single step was
the privatisation of British Telecom, a / company
which still retains some 2 million ;i;dividual
shareholders two years on. More récently the

TSB - albeit something of a special case - has

started life as a quoted company with no fewer than

mu've,j gt h—dwrm wvfu\m

oad asecenk
3 million shareholders,A’ have never
owned shares before. These are figures on a scale

never previously thought possible.

The Personal Eéuity P;an scheme which I introduced
in my last Budget offgis a further encouragement for
ordinary people /é; hold shares. With the
constructive co:?éération of the Stock Exchange,aﬂé
seme—e£ the cleAring banks,and other institutions,
the details of this scheme are now more or less
finalised, and I shall be laying the necessary

regulations’ before Parliament as soon as the House

reassemblés, in good time for the scheme to start as

Planned mext January.

This/popular enthusiasm for share ownership comes at

ime when new technology should offer increasing

———

there is at last a real prospectﬁzer reversing the
long-term trend to ever-increasing institutional

ownership of British industry.

tting costs cn—small—shafe—dea%&———33=-




Finally, on this section of my remarks, let me add this.

In a speech in Scotland last month, while paying tribute
to the dramatic improvement there has been in the
performance of British industry, I expressed concern at
the fact that industry is still much too inclined to take
the short-term view.

This manifests itself in too little spent on training,
too little on research and development, and too much on

pay.

But short-termism is not merely an affliction of
industry: it is our national ailment. And certainly in
the view of industry itself, the most virulent form of
the disease is to be found among the City institutions

and the financial markets.

Many industrialists and businessmen feel strongly that
their ability to take _decisions in the 1long-term
interests of their compaqyéis inhibited by an excessive
emphasis on short-term performance by fund managers, and
by the City's vested interest on large movements on
exchange rates and interest rates,

Of course, it is always easier to see the mote in the
other man's eye than the beam in one's own. The &oatds
of large industrial corporations, for example, might
pause to consider how far the demand for short-term
performance can be traced back to the pressure they
themselves exert on the managers of their own pension
funds. And the financial markets are affected by forces
that originate far outside these shores.

But I have to say that I suspect business and industry
have a point,[gnd that the distinguished gathering here
tonight would do well to reflect upon it. Certainly bad
blood between industry and finance is bad for Britain,
and all of us need to do whatever we can to eradicate its

causes.
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I hope /indust for i its own

long-term in i posjtive| welcome to the

On this august occasion, last year, I set out our
financial strategy in the clearest terms. 1In April

of " “this . year, in a speech to the Lombard
Al some

Association, I explained Y, how,—imthe
conte f that ' monetary policy - anrd also

fiscal policy, but in particular monetary policy -

is conducteioni'Q‘&N&jj%ﬁ&f-Séﬁat/

Sinmce Both the strategy, and Egé'implementation of—
remain
precisely as I set out in those two speeches, you
will be glad to know that I do not propose to weary

you by repeating it yet again tonight.

There are, I know, those who still complain of being
confused - and judging by what they write, some are
indeed confused. But they are either simply
complaining that the world is a complicated place,
which sadly is all too true, and is something that
ngZE£;§§°have to come to terms with; or else they
are so wedded to confusion that it would be grossly

improper to try and separate them from it.



‘ So let me merely say a brief word or two about the

: s . the ban&ef E hqd
CX\ rise in short term interest rates La&u;k&u%4$:25+my

t earlier this week.

- }VAS today's figures qpr the PSBR for September and
Soe

thus for the first # months of the financial year

W % showf, public borrowing is -bf—ead-l-y on track.

And this is in the context of what has for some

Cyk » years now been gLFeclining ratio of [Ratiomat debt to

national income.

CA.. A j “that monetary conditions had bec
& %
(_ / somebhat easier, and needed to be tightened o This
was not\ prompted, by the growth of broad mohey and
D Neryoe A

credit, although I understand the concern that has

been aroused on this score. As I pointed out last

£j§::?:73?\ year, it was ‘¢clear that the libéralisation of the

w Saclk N\

* ;Aﬁ;u;nuv-_ financial syste the end of motrtgage rationing, and
tha prry te the increased competition between financial

institutions would \lead t6 a steady increase in the

ratio oflpersonal debt/to personal income. But this
: & -ﬁ:aww\.w ow
v rise in the person4dl \debt ratio o around _80—per

Wow that £ the USR—
@8Rt has been /Mmatched by a similar growth in

personal holdings of liquid assets, which-now amcumé
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Broad money and credit have been growing fast,

674/71

and I understand the concern that has been
aroused on that score. As I pointed out last
year, it was clear that the 1liberalisation
of the financial system, the end of mortgage
rationing, and the increased competition between
financial institutions would lead to a steady
increase in the ratio of broad money to GDP.
This, indeed, has been a consistent feature
of the 1980s. There is every sign that people
are holding the increased amounts of broad
money quite willingly. And so long as this

is so, its growth is not inflationary.

One aspect of this is that the ratio of personal
debt to personal income has risen. But the
rise has been matched by a similar growth in
personal holdings of 1liquid assets, and the
personal debt ratio is still below the comparable

figure in the United States.

So neither broad money nor credit was a trigger

for this week's rise in interest rates.
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,59=¢h13:on:tf§:5§ﬁﬁwéuIé:hétihave;g%ven-any—gfeundssA
ibs=cGHGE¥a~——Butlw%at could not be ignored was that
more reliable indicators, such as narrow money, as
measured by MO, and in particular the exchange rate,

were indicating an easing of monetary conditions.

Given the precipitate collapse of the oil price, it
was inevitable and indeed necessary that the
exchange rate should fall so as to enable - after
the inevitable delay known as the J curve -non-oil
exports to rise to offset at least the greaéer part

of the fall in o0il export revenu?f;~;>

e

o

~ But there are clearly limits to the necessary and

[~
desirable extent of that fall. Moreover ,mat—the—m
/—"“\\\ _____

_Junmmwtime;fiﬁé_grgwth of MO, although well within
ho  edxed
its target range, was—edging upwards, and in all the

eored

A
circumstances ; it desirable to seek to bring

it back towards the centre of the range.

It was therefore necessary, in order to maintain the

financial strategy on track, to raise interest

N,

rates. //
A :

\E /‘~.

A
There- EEVe//iecently been—those—who- delighté\in
depicting the level of short-term interest rates as
the outcome of a constant epic struggle between the
Chancellor, always seeking to bring interest rates
down, and the markets, ever seeking to push them up.

(»r vice versa.

10



674/69

I know there are some - the small businessman,
Lhe home owner: people whouse interests are
at the heart of this Government's concerns
- who are disappointed that I have had to raise
interest  rates - at - -all. Apdi=Tiof £ eourse & T
understand that. But the determination to
defeat inflation and the willingness to take
the necessary action are one and the same thing.
You cannot will the end without accepting the

means.

T -Elere are . others: -« in . thet City: “or dt
least among those who write for the City -

who



' I have to confess that I find this picture a trifle
fanciful.

Short-term interest rates, as I pointed out in my

Lombard Speech, are the essential instrument of

monetary policy.

Thus my objective has to be to keep them, on
average, at whatever level is necessary to produce

monetary conditions that bear down on inflation.

1 %”ﬂ%aw R

In current c1rcumstancesklj/¢)udged that this

Tor
requ1r;j4imi%?e of 1 per cent to 11 per cént, giving
S—L
x @ margin of L&'per cent) over equivalent dollar
. | 1C bz 2 3
; xy rates and implyin%\some hing like [3¥ per centy in

real terms.

Given this assessment, to have moved in the fevered
and turbulent market market atmosphere of the
fortnight that followed the Washington meetings
would not have been sensible. It would inevitably
have meant a rise of 2 per cent, as indeed the press

were predicting at the time, which would have been
excessive. ) &ad" I have no more“w&sh to see monetary
//’ﬂgggg;z;;;;)too tight than I have to see them too

It therefore séemed sensible to wait until calm had

been restored to the markets, and then make the

appropriate move. Which is what duly took place.

11



‘ I do not conceal that there is necessarily a large

element of judgement in this, both of monetary

conditions and of market tactics.éga#ﬁHF=P=j§EﬁE’

ot
-

claim is that the record shows I hgve¢eféﬁzised the
/

necessary judgement, §Eéntly, over a period of

way which has delivered low inflation

L o C e L it BN

v e ééinomy Jyéadq~ s
Gy, | B4 bt b

Since I spoke here last year, the world has been

going through a difficult phase of adjusting to the
major shifts in relative prices which have occurred
over the past year or so. The dollar, commodity
prices, and in particular the oil price have all

changed by massive amounts.

The initial effect of these upheavals has been to
slow down somewhat the growth of world activity.
But just as)aftet each of the massive o0il price
increases in the seventies, there was a delay of
some months before output was adversely affected, so
the benefits to economic activity from cheaper oil
are only now beginning to emerge. I WOU1db;§EQCt to
see a gradual quickening in the pace of‘economic

growth over the next year.

As the fifth largest oil producing nation in the

world, the UK has been more affected than most by

12
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But & —have-—béen-_exercising that—judgment as

‘j3yuy%%%;g5;;jxg&:jgggf::§::z§§1§:==%nn&— the record

sSpeaks for itself. We have bought inflation
down to the 1lowest for 20 vyears. We have
combined that with sustained growth and rising
living standards. And that is a combination
which has eluded many of our predecessorsg
Of—both—pareies. We have done it by sticking
to policies of sound money and free markets.

And that is the way we intend to continue.



‘ lower o0il prices.— But
: ///T/ (e /MV$
dei:iszgntg'thls y
£8: Amlhing wha envisage at the time of hE}Budgetbwna,
| e Ks, ,
Domestic//demand has_risen rapidly this year, as
A W
expecteéktqizfét'e same time, inflation has fallen
even more sharply than forecast, to the 1lowest
levels for nearly 20 years. Even excluding the
effect of mor tgage rates, which somewhat
idiosyncratically we include in the Retail Price
Index, inflation is now only a little above 3 per

cent, and I would expect it to continue at around

this level over the next few months.

What has been disappointing is the growth of world
trade, and thus of UK exports, particularly over the
last quarter of last year and the first quarter of
this. 1Imports to the industrialised countries have

accelerated along with higher domestic demand, but

the oil and commodity producers haye cut back their
imports much faster than éﬁﬁggiéiﬁéd.

g S e
MO M: N o 1;4; 5\7” As a result, afterLS years of steady growt
M e by 0

3 per cent a year, overall UK output growth so far
this year has been rather less than I envisaged at

. the time of the budget. But I do not expect that

e
§lnﬁ§§fgnowth~to continue §9£=&ong,and output growth

next year should be bath faster. than—this—yeasr—and—

APH ' . @
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A/despite last month's freak

J
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b il Jeor?) we have maselpinad Mbmm
Already there are encouraging signs.k}ﬂ—paﬁticulap.“bv
figures, it—is clear that
L\‘ .....ﬁ’.... . S ee

exports have, resumed the vigorous growth they showed

=z
before the pause began, and—that-we are continuing

to—held—our—share—of world—trade. <This—shoua,/1I

Meia M Welp be
hopeL allay 'some of the exaggerated fears that have
been expressed about the effect of the oil price

collapse on the balance of payments.

JIa—short, looking ahead to 1987, while domestic
demand is likely to grow at about the same rate as

this year, exports should continue: the better

performance of recent months. @MLWW
il

Finally, although it is never wise to draw too many

conclusions from the outturn for a single month, it
is encouraging that today's unemployment figures
show the biggest fall since we first took office
more than 7 years ago. Job vacancies, too, are at
their highest 1level since 1979. And it ' bears
repeating that since the last general election a
million new jobs have been created, and total
employment has risen for 13 successive
quarters - the 1longest period of uninterrupted
growth in employment this country has known for

almost 30 years.

14



Conclusion

One of the themes of my speech today has been the
rapid changes in the world economy. Against this
background, it is tempting to focus exclusively on
short-term considerations. But the very fact of
rapid change makes it all the more important to
concentrate on objectives for the medium and long-

term, and how best to achieve thenm.

As a Government, we have consistently sought to dé
just that. The Medium-Term Financial étrategy has
been, and will continue to be, a discipline for us,
and a stable framework within which the private

sector can plan:I.JﬂnT ithin that framework, we have

put in place a series of policies to improve the
supply side of the economy - ©policies of
derequlation, of tax reduction, of tax reform, of
privatisation, and of wider share ownership, all of

which will bring increasing benefits over time.

That is why the prospects are good. When I speak to
you next year, though we shall no doubt have seen
more turbulence, we shall also have seen further
successes. We shall then be 1in our seventh

successive year of steady economic growth, il

] 0

inflation mlow,// Apd—we—Shall be—Ehabt—muoh

osSer—»re = O L e = = TOI Oy

.
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The events of the past year have once again revealed
the underlying strength of the British economy. I
can assure you, my Lord Mayor, that I shall do all

in my power to maintain the policies which brought

about that strength.

16
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Private Secretary to the
Governor

Bank of England
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GOVERNOR'S MANSION HOUSE SPEECH

The Chancellor has the following comments on the new draft you
sent over this afternoon.

2s In paragraph 3 he feels it is very important that the
Governor should not say that the fall in the exchange rate has
gone "beyond the point at which the dangers of renewed
inflation can be ignored", nor that "this is not to say that
renewed inflation is unavoidable®™. This could have a damaging
effect on inflationary expectations, and carries the danger of
suggesting that we want to see a rise in the exchange rate:
that could lead the markets to expect a further rise in
interest rates, since the exchange rate has not in fact moved
up. He also feels that - for similar reasons - it is unwise to
say explicitly that sterling has declined "further than is
necessary to offset the impact of 1lower o0il prices". He
therefore suggests that those passages are omitted, and the
order very slightly changed, so that the speech runs:

"With lower o0il prices we need the prospect of an
improving non-oil trade balance. And, thanks to lower
oil prices, the exchange rate change necessary to effect
the current account adjustment need not add to the risk
of renewed inflation. But in the past our competitive
position has been eroded by failure to contain cost
~increases. For the future, much depends on wages."

3 He suggests that "burgeoning trade deficits" is replaced
by "a deterioration in the trade balance"

4. He feels that the Dbeginning of paragraph 4 is
unnecessarily negative. It starts by saying "Monetary policy

cannot ‘... nor, more generally, can it ...". He suggests

that these sentences should be deleted, so that the paragraph
started by saying "The role of monetary policy is ...".
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9. While he would not wish to press the change suggested in
paragraph 4 above, if the Governor is wedded to the precise
form of words, he does feel particularly strongly about the
points made in paragraphs 2 and 3 above.

Yows
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A C S ALLAN
Principal Private Secretary
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SIR P MIDDLETON

cc: Chief Secretary
Financial Secretary
Economic Secretary
Minister of State
Sir T Burns
Sir G Littler
Mr Cassell
Mrs Lomax
Mr H P Evans
Mr Peretz
Mr Sedgwick
Mr Scholar
Mr Culpin
Mr Hall
Mr Ilett
Miss O'Mara
Mr Cropper
Mr Tyrie
Mr Ross Goobey
PS/IR
PS/C&E
PS/Governor

MANSION HOUSE SPEECH

I attach the first section of the Chancellor's revision of
the Mansion House Speech. Please could I have any final comments
as soon as possible?

A P HUDSON
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MANSION HOUSE SPEECH

[Introduction to come.]

Big Bang

Big Bang, and all it stands for, is above all a
response to intense international competitive
pressures. Deregulation and new technology have
transformed financial markets worldwide. The major
financial centres are fast becoming part of a global
market in which innovation is a way of life, and
traditional distinctions, between national and
international markets, and between different kinds
of financial institutions, are becoming

increasingly blurred.

Few sectors of the British economy have had to move
so far or so fast to stay ahead of the international
game. Supposedly fustyii?City institutions have
shown a capacity for radical long-term thinking that
the rest of British industry might do well to

emulate.

A fair share of the credit for all this must go to
Nicholas Goodison and his team, for their far

sighted leadership.



The Government has had to move swiftly too.
Constructing a <credible regulatory framework,
flexible enough to cope with continuing change, has
Already absorbed an immense amount of leyislative

time and effort.

No-one here tonight needs reminding that the Big
Bang is only a beginning. 1ndeed, I look forward to

giving a progress report at this occasion next year.

Meanwhile, the proposal to merge ISRO and the Stock
Exchange, and to create an International Stock
Exchange in London, could mark a further important
step towards integrating domestic and international

securities markets.

Major challenges lie ahead for everyone
concerned - for the new self regulatory bodies and

the authorities as well as for market practitioners.

A great prize is within our grasp, if we can rise to
these challenges. The chance to make London the
undisputed financial capital not just of Europe, but

of the world too.

A thriving financial sector is crucial ta the
success of any free enterprise e?onoqy.} But what we
have here in London is much moréé é ﬁétional asset
of enormous potential, whose success will bring

great benefits to the whole country.



Borrowers and lenders alike stand to gain from the
development of more efficient capital markets. The
Government - and the taxpayer - have an obvious
interest in a more liquid gilt-edged market, which

will allow the PSBR to be funded on finer terms.

i&ast but by no means leasE] a more vigorous capital
market will expand the range of possibilities for
industry too, enabling companies to tap new sources
of funds: to hedge a wider variety of risks,
through new markets in futures, options and swaps:
and to finance investment and expansion through new
instruments capable of meeting an increasing range

of individual needs.

The City is the heart of one of Britain's fastest
growing and most successful industries, with an
impressive record in creating new jobs. Financial
and business services now employ 2 million

people - a 15 per cent increase on 1979.

London's success will generate new ideas and
opportunities whose influence will be felt far
beyond the Square Mile, to the ultimate benefit of
smaller companies and private investors who have no
aspirations to dabble in international capital

markets.



Of course, competition and change carry high risks
as well as high rewards - not 1least for those
individuals whose telephone-number salaries have

attracted so much attention.

Inevitably, the new climate will prove too bracing

for some.

But I do not share the pessimism of those who fear
that British players will account for a
disproportionate share of the casualties. However
level the playing 'field, the home team is not
without its advantages. British firms have moved
swiftly to attract new capital. And I am encouraged
by the knowledge that London survived as a major
financial centre through four decades of exchange
controls partly because, in the areas where British
firms were free to compete internationally - such
as insurance and foreign currency business - they

did so successfully against all comers.

We have made it clear, too, that while we welcome
those of all nations in the City of London, the
Government is committed to obtaining reciprocal
treatment - for British firms in_ other financial

centres.



In particular, my Ministerial colleagues and I have
made this position clear to the Japanese authorities
and I am pleased to say that in the past year or so 7
UK houses have been granted licences tu operale in

Tokyo. More are in prospect.

As a final sanction, the Government is taking
statutory powers in the Financial Services Bill,
whichrwill shor£1y reach the Statute Book, to allow
it to refuse to authorise, or indeed to remove
authorisation from, any financial institutions,

including banks, whose national authorities do not

provide reciprocal facilities for British firms.

That said, British players will certainly face stiff
competition from some well capitalised and

experienced foreign concerns.

The first line of defence must always be sound
management. There is no long-term advantage in the
single minded pursuit of market share, at the
expense of a prudent assessment of market

opportunities and realistic pricing of risk.

Let me add that the authorities are alert to the
risk that predatory pricing could erode the benefits
of the increased competition we seek. I have to say
that whatever the short-run benefits to the

consumer, such practices are ultimately anti-



competitive and potentially destabilising for the

system as a whole.

That is not to deny that there may be occasional
failures: of course there will be. It is not the
Government's job to prevent financial companies
from going out of business, though the Government
has a clear responsibility to minimise the risk of

their customers being dragged down with them.

The Government also has a duty to maintain the
soundness and integrity of the financial system as a
whole. But the private sector has a part to play
too. I am in no doubt that the system will be
better able to weather the occasional storm if those
who profit from freer markets take the opportunity

to strengthen their capital base.

The banking system's experience with sovereign debt
in the 1970s 1is instructive. Banks have made
considerable and necessary progress in increasing
their @ capital ratios 'since;y 19823 But other
financial institutions might wusefully consider

whether this episode holds lessons for them too.

Regulation

One casualty no-one can afford is London's

reputation for integrity and sound dealing.



The Government attaches the highest importance to
effective supervision, investor protection and the

energetic prosecution of fraud.

On fraud, as the Home Secretary recently announced,
the Government has decided to accept most of the
Roskill Committee's recommendations, including the
creation of a new Serious Fraud Office. The new
office will build on the experience gained in
running the Fraud Investigation Group, which I
announced two years ago. It will house a team with
expertise in tackling the most serious and complex
cases, taking them all the way through from

investigation to prosecution.

Its creation will mark a major advance in the battle

against fraud.

I am confident too that the new legislation we are
in the process of putting on the Statute Book will
provide a greatly improved framework for regulating
financial services, capable of providing clear
ground rules, while retaining the flexibility

needed to keep pace with changing market structures.

The Building Societies' Act has already received

Royal Assent and comes into force on 1 January next

year.



The Financial Services Bill is now passing through
its final Parliamentary stages. The task of
providing a comprehensive framework for investment
business of all kinds has been 1little short of
Herculean. But the next step is no less demanding:
to get the new systems up and running with the

minimum of delay - and to make sure that they work.

To complete the picture, the Bank of England has
greatly increased the resources it devotes to
banking supervision, and the new Board of Banking
Supervision is already in operation. I hope shortly
to introduce a new Bill to strengthen the statutory
framework within which banking supervision is

conducted.

These arrangements will not, of course, operate in
watertight compartments. Lead supervisors will be
nominated for financial conglomerates, whose
activities span several supervisory regimes. And
close co-operation between supervisors will be
needed, both to monitor the implementation of the
new framework, and to ensure that it continues to

reflect changing market activities.

Of course I well understand the concern of those who
argue that regulation imposes economic costs; and
who point to the risk that, by insisting on high

standards here, we will put ourselves at a



competitive disadvantage relative to centres with
laxer regimes - leading to a new version of
Gresham's law, with badly supervised centres

gaining at the expense of the well supervised.

So far I see no sign of a competition in laxity of
this kind. 1Indeed there is increasing recognition
in all major financial centres that a competitive
bidding down of regulatory standards would be in no-

one's interest.

But the rapid pace of change in financial markets
makes ikt impossible - and unwise - to be

complacent.

All supervisors - in securities as well as in
banking - and particularly those 1in the major
financial centres, must always put international

co-operation high on their list of priorities.

The harmonisation of regulatory standards raises
formidable conceptual as well as practical
problems. But there can be no dodging the issue:

that must be our ultimate goal.

Effective investor protection 1is all the more

important given the Government's commitment to

popular capitalism.



Over the past 7 years/ more and more families have
~
felt able to increase their ownership of assets
beyond their own homes. Even before the TSB
flotation, the number of individual shareholders
had doubled since 1979. The biggest single step was
the privatisation of British Telecom, a company
which still retains over 2 million shareholders two
years on. More recently the TSB - albeit something
of a special case - has started life as a quoted
company with no fewer than 3 million shareholders.
These are figures on a scale never previously
thought possible.
7 \

The PEP scheme which I introduced in my last Budget
offers arfurther opportunity to increase the number
of individual shareholders. With the enthusiastic
co-operation of a number of institutions, including
the Stock Exchange and some of the clearing banks
and building societies, the details of this scheme
are now virtually finalised, and I hope to lay the
necessary regulations before Parliament in the very
near future in good time for the scheme to start as

planned next January.

This popular enthusiasm for share ownership comes at
a time when new technology should offer increasing
scope for cutting costs on small share deals. So
there is at last a real prospect for reversing the
long-term trend to ever-increasing institutional

ownership of British industry.

10



I hope industry for its part will in its own
long-term interest give a positive welcome to the
growing number of small shareholders - eyen if ‘it

involves them in some extra costs.
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[Introduction to come., ]

Big Bang

Big Bang, and all it stands for, is- above all.a
response to intense international competitive
pressures. Deregulation and new technology have
transformed financial markets worldwide. The major
financial centres are fast becoming part of a global
market in which innovation is a way of life, and
traditional distiﬁctions, between national and
international markets, and between different kinds
of financial institutions, are becoming

increasingly blurred.

Few sectors of the British economy have had to move
so far or so fast to stay ahead of the international
game. Supposedly fusty, City institutions have
shown a capacity for radical long-term thinking that
the rest of British industry might do well to

emulate.

A fair share of the credit for all this must go to
Nicholas Goodison and his team, ' for their® fF3r

sighted leadership.



The Government has had to move swiftly too.
Constructing a credible regulatory framework,
flexible enough to cope with continuing change, has
already absorbed an immense amount of legislative

time and effort.

No-one here tonight needs reminding that the Big
Bang is only a beginning. 1Indeed, I look forward to

giving a progress report at this occasion next year.

Meanwhile, the proposal to merge ISRO and the Stock
Exchange, and to create an International Stock
Exchange in London, could mark a further important
Step towards integrating domestic and international

securities markets.

Major challenges lie ahead for everyone
concerned - for the new self regulatory bodies and

the authorities as well as for market practitioners.

A great prize is within our grasp, if we can rise to
these challenges. The chance to make London the
undisputed financial capital not just of Europe, but

of the world too.

A thriving financial sector is crucial to the
success of any free enterprise economy. But what we
have here in London is much more: a national asset
of enormous potential, whose success will bring

great benefits to the whole country.



Borrowers and lenders alike stand to gain from the
development of more efficient capital markets. The
Government - and the taxpayer - have an obvious
interest in a more liquid gilt-edged market, which

will allow the PSBR to be funded on finer terms.

Last but by no means least, a more vigorous capital
market will expand the range of possibilities for
industry too, enabling companies to tap new sources
of funds: to hedge a wider variety of risks,
through new markets in futures, options and swaps:
and to finance investment and expansion through new
instruments capable of meeting an increasing range

of individual needs.

The City is the heart of one of Britain's fastest
growing and most successful industries, with an
impressive record in creating new jobs. Financial
and Dbusiness services now employ 2 million

people - a 15 per cent increase on 1979.

London's success will generate new ideas and
opportunities whose influence will be felt far
beyond the Square Mile, to the ultimate benefit of
smaller companies and private investors who have no
aspirations to dabble in international capital

markets.



Of course, competition and change carry high risks
as well as high rewards - not 1least for those
individuals whose telephone-number salaries have

attracted so much attention.

Inevitably, the new climate will prove too bracing

for some.

But I do not share the pessimism of thosé who fear
that British players will account for a
disproportionate share of the casualties. However
level the playing field, the home team is not
without its advantages. British firms have moved
swiftly to attract new capital. And I am encouraged
by the knowledge that London survived as a major
financial centre through four decades of exchange
controls partly because, in the areas where British
firms were free to compete internationally - such
as insurance and foreign currency business - they

did so successfully against all comers.

We have made it clear, too, that while we welcome
those of all nations in the City of London, the
Government 1is committed to obtaining reciprocal
treatment for British firms in other financial

centres.



In particular, my Ministerial colleagues and I have
made this position clear to the Japanese authorities
and I am pleased to say that in the past year or so 7
UK houses have been granted licences to operate in

Tokyo. More are in prospect.

As a final sanction, the Government is taking
statutory powers in the Financial Services Bill,
which will shortly reach the Statute Book, to allow
it to refuse to authorise, or indeed to remove
authorisation from, any financial institutions,
including banks, whose national authorities do not

provide reciprocal facilities for British firms.

That said, British players will certainly face stiff
competition from some well capitalised and

experienced foreign concerns.

The first line of defence must always be sound
management. There is no long-term advantage in the
single minded pursuit of market share, at the
expense of a prudent assessment of market

opportunities and realistic pricing of risk.

Let me add that the authorities are alert to the
risk that predatory pricing could erode the benefits
of the increased competition we seek. I have to say
that whatever the short-run benefits to the

consumer, such practices are ultimately anti-



competitive and potentially destabilising for the

system as a whole.

That is not to deny that there may be occasional
failures: of course there will be. It is not the
Government's Jjob to prevent financial companies
from going out of business, though the Government
has a clear responsibility to minimise the risk of

their customers being dragged down with them.

The Government also has a duty to maintain the
soundness and integrity of the financial system as a
whole. But the private sector has a part to play
too. I am in no doubt that the system will be
better able to weather the occasional storm if those
who profit from freer markets take the opportunity

to strengthen their capital base.

The banking system's experience with sovereign debt
in the 1970s 1is 1instructive. Banks have made
considerable and necessary progress in increasing
their capital ratios since 1982. But other
financial institutions might usefully consider

whether this episode holds lessons for them too.

Regulation

One casualty no-one can afford is London's

reputation for integrity and sound dealing.



The Government attaches the highest importance to
effective supervision, investor protection and the

energetic prosecution of fraud.

On fraud, as the Home Secretary recently announced,
the Government has decided to accept most of the
Roskill Committee's recommendations, including the
creation of a new Serious Fraud Office. The new
office will build on the experience gained in
running the Fraud Investigation Group, which I
announced two years ago. It will house a team with
expertise in tackling the most serious and complex
cases, taking them all the way through from

investigation to prosecution.

Its creation will mark a major advance in the battle

against fraud.

I am confident too that the new legislation we are
in the process of putting on the Statute Book will
provide a greatly improved framework for regulating
financial services, capable of providing clear
ground rules, while retaining the flexibility

needed to keep pace with changing market structures.

The Building Societies' Act has already received
Royal Assent and comes into force on 1 January next

year.



The Financial Services Bill is now passing through
its final Parliamentary stages. The task of
providing a comprehensive framework for investment
business of all kinds has been litlle short of
Herculean. But the next step is no less demanding:
to get the new systems up and running with the

minimum of delay - and to make sure that they work.

To complete the picture, the Bank of England has
greatly increased the resources it devotes to
banking supervision, and the new Board of Banking
Supervision is already in operation. I hope shortly
to introduce a new Bill to strengthen the statutory
framework within which banking supervision is

conducted.

These arrangements will not, of course, operate in
watertight compartments. Lead supervisors will be
nominated for financial conglomerates, whose
activities span several supervisory regimes. And
close co-operation between supervisors will be
needed, both to monitor the implementation of the
new framework, and to ensure that it continues to

reflect changing market activities.

Of course I well understand the concern of those who
arque that regulation imposes economic costs; and
who point to the risk that, by insisting on high

standards here, we will put ourselves at a



competitive disadvantage relative to centres with
laxer regimes - leading to a new version of
Gresham's 1law, with badly supervised centres

gaining at the expense of the well supervised,

So far I see no sign of a competition in laxity of
this kind. 1Indeed there is increasing recognition
in all major financial centres that a competitive
bidding down of regulatory standards would be in no-

one's interest.

But the rapid pace of change in financial markets
makes it impossible - and unwise - to be

complacent.

All supervisors - in securities as well as in
banking - and particularly those in the major
financial centres, must always put international

co-operation high on their list of priorities.

The harmonisation of regulatory standards raises
formidable conceptual as well as practical
problems. But there can be no dodging the issue:

that must be our ultimate goal.

Effective investor protection is all the mare
important given the Government's commitment to

popular capitalism.



Over the past 7 years more and more families have
felt able to increase their ownership of assets
beyond their own homes. Even before the TSB
flotation, the number of individual shareholders
had doubled since 1979. The biggest single step was
the privatisation of British Telecom, a company
which still retains over 2 million shareholders two
years on. More recently the TSB - albeit something
of a special case - has started life as a quoted
company with no fewer than 3 million shareholders.
These are figures on a scale never previously

thought possible.

The PEP scheme which I introduced in my last Budget
offers a further opportunity to increase the number
of individual shareholders. With the enthusiastic
co-operation of a number of institutions, including
the Stock Exchange and some of the clearing banks
and building societies, the details of this scheme
are now virtually finalised, and I hope to lay the
necessary regulations before Parliament in the very
near future in good time for the scheme to start as

planned next January.

This popular enthusiasm for share ownership comes at
a time when new technology should offer increasing
scope for cutting costs on small share deals. So
there is at last a real prospect for reversing the
long-term trend to ever-increasing institutional

ownership of British industry.
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I hope industry for its part will in its own
long-term interest give a positive welcome to the
growing number of small shareholders - even ‘if it

involves them in some extra costs,
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I see that paragraph 3 of the latest draft of the Governor's
speech still includes the suggestion that the fall in sterling
has gone "beyond the point at which the dangers of renewed

inflation can be ignored".

2. T st SEhdnk' thils s S dangerous. It could all too easily
be interpreted as meaning that we want the exchange rate to rise
- just the message we do not want to foster just at present.
For if the market thought that Tuesday's rise in interest rates
was designed to raise the exchange rate then it would be a very
natural supposition that, since the exchange rate has not risen

very much, a further rise in interest rates is in the offing.

3. At a minimum, could we suggest either deleting the words quoted
above; or adding a further sentence after the sentence that says
"This 1is not to say that renewed inflation is unavoidable" on

the following lines:-

"Indeed, it was to avoid the risk of renewed inflationary
pressures that interest rates were raised by 1% earlier
this week, to compensate for the relaxation in monetary

conditions that the lower exchange rate would otherwise

Vi
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have indicated."
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1 This is an occasion for looking back with the outgoing Lord
Mayor as well as looking forward, as to varying degrees the
financial markets always do. As the Big Bang approaches our
forward agenda is more than usually full; and I shall turn in a
moment to some of the competitive and regulatory issues that we
still tace. But the past 12 months have been eventful too. I
spoke here last year fresh from the Plaza meeting at which the
Governments and Central Banks of the Group of 5 countries
undertook to concert their efforts to bring about a substantial
realignment of the dollar. I doubt whether any of us present at
that meeting expected to see, over the following 12 months, a
further 20% fall in the dollar combined with a simultaneous
decline in dollar interest rates: this was, in last year's
language, a soft landing indeed. It was made possible by the
disinflationary impulse of a halving, in dollar terms, of oil
prices.

2 What the fall in the o0il price has not done, contrary to some
expectations, is to prompt a sudden burst of non-inflationary
growth - the obverse of the stagflation which followed the oil
price rises in the 1970s. The fact is that all such shocks are
initially deflationary - not only because losers adjust more
quickly than gainers, but also as a result of the uncertainties
that they breed, not least among financial intermediaries.
Nonetheless the 0il consumers of the world have benefitted from an
increase in real income which will stimulate their demand for
other goods, and we are now seeing this in the major industrial
economies.

3 In the United Kingdom, much attention has been focussed on
the exchange rate. With lower o0il prices we needed the prospect
of an improving non-o0il trade balance. But thanks to lower oil
prices the exchange rate change that has occurred, and which is
fully sufficient to effect the necessary current account

adjustment, need not add to the risk of renewed inflation. In
the past, however, our competitive position has been eroded by
failure to contain cost increases, so much depends on wages. our

performance to date on productivity comes nowhere near to
warranting the 4-5% annual growth in real income implied by the
recent gap between the growth in overall earnings ahd retail
prices. Room does exist for some rise in living standards, but
we should not forget past experience of too rapid a rise in
consumption all too easily leading to growing trade deficits.
Part of the solution must be a sharp reduction in the general



level of pay settlements. Recent indications offer some hope,
but settlements averaging 5 1/2% are no lower than in 1983 when
inflation was nearly 5%, or twice its present level.

4 Monetary policy cannot directly reduce the rise in labour
costs; nor, more generally, can it bring about the improvements
in industrial innovation and efficiency which are needed to take
advantage of the opportunities now available to British producers
in world markets. The role of monetary policy is progressively to
squeeze out inflation, and the major economic distortions to which
it gives rise, as an essential precondition for any sustained
expansion in activity and employment. That has been our
consistent aim over many years, and we have had a considerable
measure of success. We are determined to ensure that this
monetary discipline is maintained. The difficulties we are
encountering in operating in turbulent markets, and at a time of
rapid financial change, will not be allowed to jeopardise that
fundamental long-term objective.

5 Our problems in pursuing monetary targetry in present
conditions are not new, and, although currently more severe than
elsewhere, they are by no means unique to this country. Monetary
targets, whether broad or narrow, are being overshot in the United
States and even in Germany and Japan. Narrow aggregates tend to
be sensitive to nominal interest rates. These have fallen last
year, reducing the cost of holding narrow money. Inflation has
fallen too, indeed faster in the UK, so that real interest rates
remain higher everywhere than in the 1970s. This is particularly
true in the UK where it contributes to growth in demand for broad
money.

6 In our own case MO, although still within its target band, has
shown some recent acceleration and the target aggregate for
broader money, £M3, has been growing for much of the last year
well above its target range. One factor which has rendered the
growth of £M3 more erratic than that of other aggregates is the
process of financial change and in particular its sensitivity to
the ebb and flow of the competition between banks and building
societies. £M3 is related to bank intermediation. 1If this
expands at the expense of other intermediaries, money may grow
without either total liquidity or total credit expanding as
much. Even so, liquidity and credit have in fact been growing
uncomfortably fast and markets have not failed to perceive this.

7 Recently there has been heavy speculation against sterling at
a time of particular uncertainty about the outcome of meetings

relating to interest rates abroad and oil prices. As in January
we have refused to be rushed into hasty policy decisions by this



period of market turbulence, and have acted to moderate the more
erratic movements in both the domestic and foreign exchange
markets. But it would be a great mistake to interpret this
determination not to be swept off one's feet in the short run as a
reluctance to take necessary action at the appropriate moment - as
our action on Tuesday showed. Markets deliver important

signals; but they also generate a degree of hubbub and it may
take time to distinguish the true signal as it emerges from the
noise.

8 My Lord Mayor, great changes in the City are to take place this
month: after three years of preparation the reforms known as the
Big Bang are about to be implemented. They are the largest
changes to have taken place in the City in the lifetimes of anyone
present tonight, and represent a triumph of adaptability and
vision on the part of the old and the new members of the Stock
Exchange who have embraced reform so positively.

9 These developments in the way in which business is done and in
the membership rules of the Stock Exchange were of course quite
deliberately intended to open up the market to competition.

There is every sign that they have succeeded in releasing a great
burst of energy and talent, not only in the Stock Exchange but in
many other financial markets. All this is very healthy and
welcome, but we need to keep in mind that competition brings risks
as well as benefits and can be a destructive as well as a
constructive force. Regulation is being modified to accommodate
and promote competition, and to ensure that markets are well
conducted and investors reasonably protected. Of course, some
firms may overreach themselves. There may be losses, and it is
possible that some of the participants in these highly competitive
markets will eventually withdraw. No one should regard that as a
failure of the new system. There are clear limits to the extent
to which regulators of any kind can or should influence the
conduct of business.

10 cConsequently it will be vital for all market participants to
exercise a degree of restraint. Market-makers and broker-dealers
will naturally strive to secure a market share which will support
the capital committed to their business. But if this leads to
excessive margin-cutting, they will store up trouble for
themselves. Again, if market share is acquired aggressively
through predatory pricing, it could work, in the longer run, to
undermine the increased competition that we have striven to
introduce. Similarly, I should like to see institutional
investors recognise their interest in being able to deal with a
wide array of soundly-based intermediaries, and I hope that they
will exercise restraint on their use of their bargaining power.

I hope also that we will continue to avoid levels of gearing in
the corporate sector as a whole which, although perhaps acceptable

in favourable conditions, could prove to be seriously
destabilising when times become harder.



FROM: F CASSELL
16 October 1986

MR HUDSON ce Sir P Middleton
Sir T Burns
Mr Riley
Mr Culpin

MANSION HOUSE SPEECH

The statement on page 9 that for some years now there has been
a declining ratio of national debt to national income is not

borne out by the most readily available statistics.

These show that the ratio, after falling steeply in the years
of high inflation, has been broadly flat since then.

Indeed . the - charts published in  ‘the "BE@B, latest wversions
attached, suggest a gently rising trend for national debt in

recent years - though a broadly flat trend for public debt.

It would be safer to omit the whole sentence. The only version
that would fit the figures is a weaker one, perhaps making

a favourable international comparison:

"And this 1is in a context in which the United Kingdom,
WAL

unlike many other countries, has
ey By : :
a breadds—f¥at ratio of public debt to national 1ncomq@"
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Big Bang

Big Bang, and all it stands for, is above all a
response to intense international competitive
pressures. Deregulation and new technology have
transformed financial markets worldwide. The major
financial centres are fast becoming part of a global
market in which innovation is a way of life, and
traditional distinctions, between national and
international markets, and between different kinds
of financial institutions, are becoming

increasingly blurred.

Few sectors of the British economy have had to move

so far or so fast to stay ahead of the international

A fair share of the credit for all this must go to

Nicholas Goodison and his team, for their far
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The Government has had to move swiftly too.
Constructing a <credible regulatory framework,
flexible enough to cope with continuing change, has
already absorbed an immense amount of legislative

time and effort.

No-one here tonight needs reminding that the Big
(2§
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A thriving financial sector 1is crucial to the

success of any free enterprise economy. But what we
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have here in London is much moref a national asset
of enormous potential, whose success will bring

great benefits to the whole country.
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Of course, competition and change carry high risks
as well as high rewards - not 1least for those
individuals whose telephone-number salaries have

attracted so much attention.

Inevitably, the new climate will prove too bracing
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I do not share the pessimism of those who fear

that British players will account for a
disproportionate share of the casualties. However
level the playing field, the home team is not
without its advantages. British firms have moved
swiftly to attract new capital. And I am encouraged
by the knowledge that London survived as a major
financial centre through four decades of exchange
controls partly because, in the areas where British
firms were free to compete internationally - such

as insurance and foreign currency business - they

did so successfully against all comers.

We have made it clear, too, that while we welcome
those of all nations in the City of London, the
Government is committed to obtaining reciprocal
treatment for British firms in other financial

centres.



In particular, my Ministerial colleagues and I have
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competitive and potentially destabilising for the

system as a whole.
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The banking system's experience with sovereign debt
in the 1970s 1is instructive. Banks have made
considerable and necessary progress in increasing

their capital ratios since 1982. But <>ther

financial institutions might wusefully consider

whether this episode holds lessons for them too.

Regulation

One casualty no-one can afford is London's

reputation for integrity and sound dealing.



The Government attaches the highest importance to
effective supervision, investor protection and the

energetic prosecution of fraud.
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the Government has decided to accept most of the
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creation of a new Serious Fraud Office.!
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running the Fraud Investigation Group,

ill house a

announced two years ago.
expertise in tackling e most serious jAnd complex
cases, taking them /all the way /through from
investigation to prosetution.
Its creation will mark a\majoy advance in the battle
against fraud.

I am confident too t ew legislation we are
utting on the Statute Book will

in the process of

improved firamework for regulating

provide a greatl
financial seryices, providing clear

ground rul while the flexibility

#,?eeded to Keep pace with changi market structures.
The Byilding Societies' Act has already received

Roy Assent and comes into force on 1 January next

year.
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L;s——@éaa;—_Ba;liameatarg——stageaj The task of
™~ (L o) Dauw, W, )

providinq,Qi comprehensive framework for investment

business of all kinds has been 1little short of
Herculean. But the next step is no less demanding:
to yel Lhe new systems up and running with the

minimum of delay - and to make sure that they work.

A Do o Ono,

the Bank of England has
greatly increased the resources it devotes to
banking supervision, and the new Board of Banking
Supervision is already in operation. I hope shortly
to introduce a new Bill to strengthen the statutory
framework within which banking supervision is

conducted.

»/ﬂq LG ?uu_\/‘\_\ rlP(aC/Q

Blvese arrangements/ will not, of course, operate in
watertight compartments. Lead supervisors will be
nominated for financial conglomerates, whose
activities span several supervisory regimes. And
close co-operation between supervisors will be
needed, both to monitor the implementation of the
new framework, and to ensure that it continues to

reflect changing market activities.

Of-eourse I well understand the concern of those who

argue that regulation imposes economic costs; and
who point to the risk that, by insisting on high

standards here, we will put ourselves at a



competitive disadvantage relative to centres with
laxer regimes - leading to a new version of
Gresham's law, with badly supervised centres
gaining at the expense of the well supervised.

e bl S )
- So far I see no sign of a competition in laxitz/znfh

this kind. 1Indeed theyre is increasing/Egpdggz;ion

in all major financial centres that/g competitive

bidding down of regulatoxy stapndards would be in no-

one's interest.

pace of chang¢ in financial markets

But the rapi

impossible™ and unwise - to be

Sﬁﬂl supervisors - in securities as well as in

banking - and particularly those in the major

financial centres, must adwess put international

) Co-nd e \
co-operati igh on their list of priorities.

The harmonisation of regulatory standards raises
formidable conceptual as well as practical
problems. But there can be no dodging the issue:

that must be our ultimate goal.

f?f\‘ J aN rﬂi\ fr(t !\;rv\
Effective investor protection 1is all the more

important given the Government's commitment to

popular capitalism.



X Over the past 7 years more and more families have
felt able to increase their ownership of assets
beyond their own homes. Even before the TSB
flotation, the number of individual shareholders
had doubled since 1979. The biggest single step was
the privatisation of BrltlSh Telecom, a company
which still retains i-E(Z mll;TEQ?%HEYEES{éers two
years on. More recently the TSB - albeit something
of a special case - has started life as a quoted

% Ak N
These are figures on a scale n

company Lv\uth no fewer than é\mllll n shareholders oV & L’*‘{
egir

previously

thought possible.

The !Eﬂzggﬁg;é which I introduced in my 1ast Budg
Crtoue - s (1 M
fers a further i i

QWYU /lvh) Slas— . Cp«ﬁﬂudﬁw- quv#ﬁ#-—
§> —of—individual-sharehclders: With the enthusiastic
co-operation i i i y—i i
Snr By
5} the Stock Exchange and the clearing banks
dﬂkv SVVquLS
and the details of this scheme
MWWJ W
the

are now wirtwaldy/finalised, and I
ao&g—rv\aal\'
l' necessary regulations before Parliament in—the—very

.neatzﬁnhnnﬂ‘fﬁ=§55§ time for the scheme to start as

planned next January.

This popular enthusiasm for share ownership comes at
a time when new technology should offer increasing
scope for cutting costs on small share deals. So
there is at last a real prospect for reversing the
long-term trend to ever-increasing institutional

ownership of British industry.

10



I hope industry for its part will in its own
long-term interest give a positive welcome to the
growing number of small shareholders - even if it

involves them in some extra cosls.



n

Monetary Policy

On this august occasion, last year, I set out our

financial strategy in the clearest terms. In April

of this year, 4n—the-wake-of-the-Budges.,. in a speech
to the Lombard Association, I explained> ~at

ceneéée*ab&y—greater—&engﬁh,—aad(;;;y fully, how, in

the context of that strategy, monetary policy - and

also fiscal policy, but in particular monetary

policy - is conducted.

Since both the strategy and the implementation of
policy in the context of that strategy remain
precisely as I set out in those two speec%%, you
will be glad to know that I do not propose to weary

you by repeating it yet again tonight.

s sl T

(;Iﬁose who still complain of being confused - and

judging by what they write, some are indeed confused

@9&'?jy are either simply complaining that the world is a

2 complicated place, which sadly is all too true, and

is something that all of us have to come to terms
with; or else they are so wedded to confusion that
it would be grossly improper to try and separate

them from it.

So let me merely say a brief word or two about the
rise in short term interest rates I decided to bring

about earlier this week.



As today's figures for the PSBR for September and
thus for the first 6 months of the financial year
have shown, public borrowing is broadly on track.

And this is in the context of what has for some
S

b b

years now been a declining ratio of national debt to

national income. 7)

But I judged that monetary conditions had become l
€aste, Thn waes
somewhat and needed tohze tightened. <H=great

ng P
i f d
d..i-4.1:j=z::a:-h5522i:;ut(qégfdgri::F (o) /%fOZﬂh[

money and credit, i i 7
'n"d’ e aansed o Sens / Lan Far,
14 s ¢ i VY1 a~eJ ?\—,;)m, fle )

W

personal debt ratio) has been matched by a similar
Wi MAD Mol (S it gsbor)
growth in personal holdings of Iiguid assets,) amd

Monevor eves M 6 g Lok Paasa—d AL [ Pl

remains below the comparable figure,in the

United States.

B e

j So,-te—repeat, this on its own would not have given
any for -aetiomr,” But what could not be ignored

was that more reliable indicators,, such as narrow
n Panda— >
money, as measured by MO, and] the exchange rate,

were indicating an easing of monetary conditions.

Given the precipitate collapse of the oil price, it
was 1inevitable and indeed necessary that the

exchange rate should fall so as to enable - after



the inevitable delay known as the J curve -non-oil
exports to rise to offset at least the greater part
of the fall in oil export revenues.

But net—eonlyg=gwe there(limits to the necessary and

. Hiaon~  arr
desirable extent of that fall, .-but—ite—yery

LS

%Zﬁ:q;;;—;;;;*::;e, the growth of MO, although well

within its target range, was edging upwards, and in
all the circumstances I judged it desirable to seek

to bring it back towards the centre of the range.

In other words, lt was | neceéssary, 1in order to

maintain the financial strategy on track, to raise

interest rates.

ot utnds W~
There those who delight in depicting the level

of short-term interest rates as the outcome of a
constant epic struggle between the Chancellor,
always seeking to bring interest rates down, and the
markets, ever seeking to push them up.— gv ViC& !G_L_~'
I have to confess that I find this picture a trifle

fanciful.

Short-term interest rates, as I pointed out in my
Lombard Speech, are the essential instrument' of

monetary policy.



. NS
Thus my objective has to be to keep them At whatever

level is necessary to produce monetary conditions

that bear down on inflation.

In current circumstances, I judged that this
required a rise of 1 per cent to 11 per cent, giving
a margin of [6 per cent] over equivalent dollar
rates and implying something like [7% per cent] in

real terms.

Given this assessment, to have moved in the fevered
and turbulent market market atmosphere of the
fortnight that followed the Washington meetings
would not have been sensible. It would inevitably
have meant a rise of 2 per cent, as indeed the press
were predicting at the time, which would have been
excessive. And I have no more wish to see monetary
conditions too tight than I have to see them too

lax.

It therefore seemed sensible to wait until calm had

been restored to the markets, and then make the

appropriate move. Which is what duly took place.ff
y

! l’fjub t’ There are, 1nev1tably, thgsg\who doubt our resolve’

\ _//

thia, +—£hﬁkf4: to stop there. They foubted it 1n/January, ‘when we

similarly raised 1nte st ratés by 1 per cent. We
hﬂwk rzﬁgg:z u“i_ \decllned thento be buf\kted by every small puff of
te wwﬂldw ,W\
mormz&u"“muy

m“’\\‘ﬂ"""f oy wheehy Lo
delivered, %mwg‘wdw.

wind, and it is the samQtoday.

Y




The Economy

Since I spoke here last year, the world has been
going through a difficult phase of adjusting to the
major shifts in relative prices which have occurred
over the past year or so. The dollar, commodity
prices, and in particular the o0il price have all

changed by massive amounts.

therr wphtavels D ppplev
The initial effect/has been to slow down/the growth
Bub jmb -
of world activity. Bab—{#&s—fiiéiuhAﬂmméd—have

COMe—asS—NO—SUr-pPLise.. CAfter each of the massive oil

price increases in the seventies, there was a delay
St Vil P
of many moa:hs before output was iS]

affecteq, Ptre /benefits to economic activity from

om
cheaper o0il are@ﬁv beginning to emergegz -& ir w‘h./()
ex € v = & Palud % ho A . o)

L;hJA éifkﬂwt
eeoably/GVg: the next year.

As the fifth largest o0il producing nation in the
¥ world/the UK has been more affected than most by
lower o0il prices. But despite this the pattern of
developments this year has been broadly in line with

enviy
what T at the time of the Budget.



¢ Domestic demand has risen rapidly this year, as

expected. At the same time, inflation qfs fallen &vée~
L e looves IEVélb
vt sharply

Jndkﬂﬂre—}ewest(for nearly 20 years. Even excluding

the effect of mortgage rates, which somewhat
idiosyncratically we include in the Retail Price

Index, inflation is now only a little above 3 per

) J L v ombpan o arn
ﬁ;t 2:«:% fmﬁ&-kﬂ/ ood é ovi~ fle w'—d’w wn7lg,

What has been disappointing is the growth of world
trade, and thus of UK exports, particularly over the
last quarter of last year anq the first quarter of
this. Imports to the industéélised countries have
accelerated along with higher domestic demand)but

the oil and commodity producers have cut back their

imports much faster than anticipated.

As a result, after 5 years of steady growth of about
3 per cent a year, overall UK output growth so far
this year has been rather less than I envisaged at
the time of the budget. But I do not expect that

next year should be/faster than this year and faster

slower growth to czéii?ue for long and output growth
> than foreseen at the time of the Budget. Already
there are encouraging signs. In particular, despite

last month's freak figures, it is clear that exports

have resumed the vigorous growth they showed before
the pause began, amd Lar i &y /AI’IWWJ

W Aale, Thiy olar) O/ by,
ﬂ”‘iﬁr/{w g "o Erac(tn I 7”‘*! Nae Lon h—aj

//—~\7K///”’b looking ahead to 1987, whlle domestic demand is
li sbat, < lbepoud dhnt M bbb e Zfi #
o Maye oV Ao fb
ey Uy

e

s Ao



likely to grow at about the same rate as this year,

exports should continue the better performance of

recent monthq'qﬁhé——$““JL“*”“*

Following the exaggeratedly sha Eall 1n
this year, it will be d1 fieule - to av01d ome
increase next year. Cle rly, we are rrently

benefiting from the sharp f£all in th ///1 price and

most other commodities to an\extent that will not

continue. But at the time inflationary

expectations are bei ratcheted down and I do not

expect to see uch chahge in \|the wunderlying

inflation te in the onths immediately ahead.

Excéﬂgiﬁg the mortgage rate—i tion will probably
?con inue to run at a little over 3 per cent.

Finally, although it is never wise to draw too many

conclusions from the outturn for a single month, it
is encouraging that today's unemployment figures
show the biggest fall since we first took office
more than 7 years ago. Job vacancies, too, are at
their highest 1level since 1979. And it bears
repeating that since the last general election a
million new jobs have been created, and total
employment has risen for 13 successive
quarters - the 1longest period of uninterrupted
growth in employment this country has known for

almost 30 years.




Conclusion

One of the themes of my speech today has been the
rapid changes in the world economy. Against this
background, it is tempting to focus exclusively on
short-term considerations. But the very fact of
rapid change makes it all the more important to
concentrate on objectives for the medium and long-

term, and how best to achieve them.

As a Government, we have consistently sought to do
just that. The Mediumiferm Einancial %trategy has
been, and will continue to be, a discipline for us,
and a stable framework within which the private

sector can -1an.

And within that framework, we have

reduction,g. tax

share ownershlg,

By s g

dustry‘ and commerce, too, need& to look to th®

long-termy;-to seize the oppoftunities that are there

===

for *British firms. wh ch 3 compete in world
% < ”. “‘ .

markets. This means7 calculated: gle more

research and development, moye training, and-a_more

d-headed approach to pay and costs.

The events of the past year have once again revealed
the underlying strength of the British economy. I
can assure you, my Lord Mayor, that I shall do all
in my power to maintain the policies which brought

about that strength.

Wea€a
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SECRET

Instead we waited for a period of calm. And then acted in 1line
with the needs of our strategy.

Lo My judgement is this. Public borrowing, as today's figures
show, is on track. Monetary conditions had however eased.

8. A lot is said about broad money and credit, but this was
not on 1ts own a matter of ‘serlous  coneceriy. [The growth of broad
money has not accelerated over the last few months. But more
importantly] Financial 1liberalisation ‘and changing habits have
made these measures too difficult to read for the time being.

9. The problem was that more reliable indicators such as MO
and the exchange rate pointed to some countervailing adjustment

in interest rates.

1012 It was of course inevitable - and right - that sterling
should fall following the halving in the oil price. But sterling's
decline had gone beyond the point where oil seemed to be the
only faector.  at work. And in the 1light of this it was desirable
to seek to bring the growth of MO, which is still in 1its target
range, back towards the centre.

S|l I judge that interest rates of 11% at the short end, a margin
of [7%] over dollar rates, and up to 8% in real terms are

sufficient given the prospects.

/n'\(/
()

the prospects are good. When I speak to you \next year
% prosp > B9Pd ¢ p y year,
though wewewpees wWe shall(jﬁﬁﬁ?‘%één, more ‘turbulence,

also have seen further successei?) S =Y o -1 i [ = looki
W

2 e sh%AI then
: S [0,
economic growth flatlon

And we shall be that much closer ¢to

we shall

Lthe
of inflation which is the ultimate objective of current policies.

complete climination

HL 13 //I shalll . stitcl ~to present p01101es in the. future as ™Mn the
v pagé. And I shall do so becaﬁse they suceeed.
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FROM: P D P BARNES
DATE: {¢ October 1986

o

C‘ 3
MR HUDSONﬂf e PS/Chief Secretary

PS/Financial Secretary
PS/Minister of State
Sir P Middleton
STr dBeBurns

Sir G Littler
Mr Cassell

Mrs Lomax

Mr H P Evans

Mr Peretz

Mr Sedgwick

Mr Scholar

Mr Culpin

Mr M Hall

Mr Ilett

Miss O'Mara

Mr Cropper

Mr Tyrie

Mr Ross Goobey
PS/IR

PS/C & E
PS/Governor

MANSION HOUSE SPEECH

The Economic Secretary has seen your minute of 15 October to
Sir P Middleton.

2 He has two comments on the Monetary Policy section:-

(i)

CEds)

At the end of the first complete paragraph on page 3
tod —add « "as a saignificant o componewmk: lof v meonetary

conditions+"

At the beginning of the second paragraph on page
4 after "in current circumstances" Lo add "following

the fall in the exchange rate."

P

P D P BARNES
Private Secretary
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CONFIDENTIAL

P D P BARNES
{, October 1986

PS/Chief Secretary
PS/Financial Secretary
PS/Minister of State
Sir P Middleton
Sir T Burns

Sir G Littler

Mr Cassell

Mrs Lomax

Mr Evans

Mr Peretz

Mr Sedgwick

Mr Scholar

Mr Culpin

Mr Hall

Mr Ilett

Miss O'Mara

Mr- Croppexr

Mr Tyrie

Mr Ross Goobey
PS/IR

PS/C & E
PS/Governor

Mr Norgrove No. 10

MANSION HOUSE SPEECH

The Economic Secretary has seen your minute to Sir P Middleton
of 16 October, enclosing the final draft of the Mansion House

Speech.

2% The Economic Secretary thought that on page 10, paragraph 3,
the sentence "but there are clearly limits to the necessary and
desirable extent of that fallf'could be interpreted as implying
the existence of an exchange rate target. He suggests that this

would be undesirable.

1

P D P BARNES
Private Secretary
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17 October 1986
David Norgrove Esg

10 Downing Street
LONDON SwWl
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MANSTON HOUSE SPEECH

I attach the final version of the Mansion House Speech, which the
Chancellor delivered last night.

I am copying this to Private Secretaries to Cabinet Ministers,
Murdo MacLean (Chief Whip's office), and Trevor Woolley

(Sir Robert Armstrong's office).
s ﬂ““zfat7’
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A P HUDSON



