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10 DOWNING STREET

THE PRIME MINISTER 22 September 1980

Dear Professor Brunner,

Thank you very much for your letter of 10 September and

for the papers which you sent under separate cover.

It was indeed a great pleasure to discuss our monetary
problems with you in Switzerland, and I am delighted to hear
that you will be coming over to the seminar which is being
organised by the Treasury and the Bank of England on 30 September.
I would like to have the opportunity of hearing your views
after the seminar and my Private Secretary, Tim Lankester, will
contact you when you get to London to arrange a time when we

might meet.

Yours sincerely,

MT

Professor Karl Brunner




(@)

PRIME MINISTER

Attached is a letter from Karl Brunner repeating some
of the criticisms of the Bank which, I understand, he made
to you in Switzerland. Also attached are a number of papers
which he has sent: I do not think you will want to spend much
time on these because they are almost entirely devoted to the
United States situation.

There is to be a seminar for United Kingdom bankers
and financial specialists to discuss the Monetary Base Green
Paper on 29 September. Following your suggestion, Peter

Middleton has also arranged a seminar the following day (i.e.

30 September) for a small group of foreign experts. He has

included Karl Brunner and his associate Allan Meltzer and

about four others including Poehl from the Bundesbank. Would

you 11£E'?3 see Karl Brunner on his own{or, say,half—an—hour
after the seminar on that day; or would you prefer to see all“’/A
the members along with Peter Middletdﬁ’?who will be in thétzz
chair)? If the latter, you could have a private word with
Brunner after the meeting to discuss his proposal towards the

end of his letter that he should organise visits by an informal

group of foreign experts from time to time. I think you could

welcome this; but it would be for Brunner to, organise his own
. A\

funding. ——'D.) i Uead s Lss Ll (g /mwg,

S\ NN N

I attach a draft letter that you might care to send.

i

19 September 1980
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MBC: SEMINAR WITH FOREIGNERS

We have made some progress in arranging a discussion with a
small group of foreigners. Thanks to some skilful organisation
by Mr Goodhart, we should be able to spend most of Tuesday

50 September talking to a group consisting of:

Professor Brunnerg close colleagues and leading experts on
Professor Meltzer monetary base- control

o’

Dr Schlesinger Bundesbank
Dr Schiltknecht Swiss National Bank
Dr Monte Bank of Italy

We also hope to add one American - James Pierce - who has had
practical experience of running monetary base control at the Fed.
This makes a pretty distinguished group and covers all the main
countries operating a monetary base typevcontrol.

2/ The Bank have offered to host the occasion which all other
things apart has the great advantage of keeping down the cost -
central bankers do not normally charge each other. However, to
bring these experts over will involve some expense. We will

have to pay Brunner's flight and hotel room and also Professor Pierce's
if he can be enticed over. The cost of first class air travel and
hotel accommodation would be £1,000 - £1,500 per person. The
Treasury has obviously not budgeted for this expenditure but,
assuming that you are content, it would be possible to set up a
new budget to cope with it and accommodate it within our overall
cash limit by allocating underspends by other budgets.




e The Bank and Treasury will share the chairmanship. Our
intention is to concentrate on the effects of applying monetary

base type controls to UK institutions and circumstances.

4, If the Financial Secretary is free, the Bank would be very
happy if he could join the group for lunch. Mr Lankester to
whom I am copying this will wish to consult the Prime Minister

about whether and_when she would like to see them.

.

P E MIDDLETON
19 September 1980




cc Mr. Lankester
Mr. Gow

PRIME MINISTER

Treasury Select Committee

We gather from the Treasury that Mr. du Cann's Select
Committee are to meet privately on Wednesday 24 September to

consider whether to hold a special hearing in the week after

the Party Conference to discuss the Government's monetary égiicy

and the recent growth in the money supply. This plan is obviously
not calculated to be helpful to the Government. Nigel Lawson

wondered whether you would think it worthwhile having a word with

Edward du Cann on the telephone this weekend, in an attempt to

dissuade him from going ahead. Tim and I have doubts about this
~—-..__-

suggestion, not least because we have no reason to believe that
. e ——
Mr. du Cann would acquiesce. ((__ wouwl A e vt :l J 7/

If the Committee do go ahead Treasury Ministers are minded

to attempt to field officials before the Select Committee rather

than attend themselves. I do not know whether they will be able

to get away with this, and I do not even know whether it is a

wise course. The theory is that evidence from officials will be
more guarded and will receive much less publicity than an appearance

by Ministers, but it might not work out that way.

Q\IO Do you feel inclined to have a word with Mr. du Cann about
—

all this, or to let the Committee do their worst, given that we

have a little time to prepare for any meeting they may hold?

N

19 September 1980




PRIME MINISTER

Meeting on Monetary Policy

You said you wanted to have a further meeting on monetary

policy - and in particular on the monetary base proposals - before

the Party Conference. The Chancellor does not get back from

Washington until Thursday, 2 October. We have set aside virtually

all of the Friday, and also the whole of Monday and Tuesday for your
N ————
conference speech. If we are to have a meeting on monetary policy

before the Conference, we should probably take say 1% hours on the

e e s e T

Monday to give the Chancellor the weekend to go over the papers. But

s m————————

you may prefer to leave the whole of Monday and Tuesday for the speech

- in which case we would postpone the meeting until the following week.
I doubt whether you would actually announce anything on monetary policy
in your speech, and the Treasury say they will be able to do a better

job if they can have that extra week - given the complexity and
————

\

importance of this issue. 9| ¢ /\~",

Which would you like to go for?

i

12 September, 1980 P&.
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Dear Tim | Qe Tt
THE CGBR IN THE PERIOD IMMEDIATELY AHEAD b )

The Treasury note attached to my letter of E/éeptember
to Clive Whitmore promised, inter alia, a speedy [}_
preliminary report on the forward estimate of the

)Ljaz

central government borrowing requirement inl sepcember.

I now attach a note on the September figures, which

is based on the latest work of our Accounts Division.

I might add that the pattern of the CGBR in the calendar
months October and Novemper is likely to be similar to
that of the last year (shown in table 1 attached to the
enclosed note), namely low in October and high in

November. Bt "?

The publication sequence is that the calendar month
figures - not seasonally adjusted - are published by
Treasury press notice on the 7th worklng day of the
following month (i.e. 9 September in respect of August).
The banking month figures (normally relating to periods
ending on the third Wednesday of each month) are
published with a longer delay, and initially in seasonally
adjusted form; they are included in the Bank of England
press notice on the money supply which is published
(normally) on the 5th Thursday following the end of the
banking month (i.e. 18 September in respect of the
banking month ending on 20 August).

Tk
,)oww

A.J. WIGGINS

CONFIDENTIAL







CONFIDENTIAL

THE OUTLOOK FOR THE CENTRAL GOVERNMENT BORROWING REQUIREMENT (CGBR)
IN SEPTEMBER

a) Calendar month

The CGBR is expected to be under £1 billion in September: the working

figure is illw’.on, witm of error of perhaps 200 either
way. Some £1087 million of Petroleum Revenue Tax was received on

1 September. Table 1 below summarises the development of the CGBR
so far this year, and compares it with last year's p;gf}le. Table 2

shows some details for September alongside developments to date and
ey e ST
the Budget forecasts for the whole year.

2. Receipts into the Consolidated and National Loans Funds in
Segzgpber are forecast at £5.8 billion (excluding repayments of past
lending). The main elements are Inland Revenue receipts of

£3.2 billion, including £1;i_bi11ion PRT, and Customs and Excise
receipts of £1.7 billion.

5. Receipts of VAT and PRT are less unevenly distributed between
the two halves of 19?9:§1 than they were in 1922:§9. This affects
the percentage comparisons shown in Table 2, raising that for the -
half year, relative to that for the whole year.

4, Expenditure from the Consolidated and National Loans Funds
(including net lending) is forecast to be about £6.6 billion in
September. Issues to finance departments' expenditure (ie supply
‘services in Table 2) are forecast at £5.3 billion: monthly figures
have been in the range £2:2%_billion s;-?z; this year. Little or no
reining back of cash payments by Ministry of Defence is expected so
soon. Excluding defence, supply services so far have been broadly
in line with the Budget forecast.

b) Banking September

De Banking September ends on 17 September. In the first 11 days

-1 -




CONFIDENTIAL

(21-31 August) the CGBR was £590 million. With the PRT receipt on
PSR SIIR IRV
1 September the outturn for the banking month is forecast to be

£650 million.

i D

c) Year to date, and comparison with 1979-80

6. Table 1 shows that at end-August the CGBR this year totalled
some £7 billion compared with &£4.9 billion to end-August 1979. The
incre;;; of £2.1 billion is forecast to be roughly halved to

£1 billion during September, since the CGBR in September last year
was £2£:tﬁllion. The Budget forecast for the year as a whole was

an increase of approximately £1 billion on the outturn for 1979-80.
. RN e

HM TREASURY
9 September 1980




CONFIDENTIAL

TABLE 1

Central Government Borrowing Requirement
£ billion

v Cumulative
1979-80  1980-81 1979-80  1980-81 Difference

April 1.3 0.9 Tai% 0.9 -0.4
May 4 [F) 245 2.8 o e +0.4
June 1.0 Te5 3.8 4.5 +0.7
July - 0.8 58 55 +1.5
August 1.6 4.9 6.9 +2.0

September (0.7) 6.6 (7.6) <EEZ§§:)

October 6.7
November 8.5
December 10.1
January , 7.6
February 8.0
March 8.2

forecast




TABLE 2 .
CENTRAL GOVERNMENT BORROWING REQUIREMENT

£ million and %

(1) (2) (3) (4)

AEEAL s September) Year ffcgoa:% Fff?iﬁiﬁt
Auguet forecasﬁ to on year for

Segggmber earlier whole year

Receipts «
Consolidated Fund charng:

Inland Revenue 32860 12

Customs and Excise 24000 33
Other 8555 e

National loans Fund

Interest etc receipts

Total Receipts

Ezpenditure
Consolidated Fund

Supply services

Other

National Ioans Fund

Service of the
national debt

Net lending

Btal expenditure

Other Funds and
Accounts




CENTER FOR RESEARCH IN
GOVERNMENT POLICY & BUSINESS

GRADUATE SCHOOL OF MANAGEMENT
UNIVERSITY OF ROCHESTER, ROCHESTER, NEW YORK 14627

KARL BRUNNER, D/IRECTOR, (716) 275-3396
RONALD W. HANSEN, ASSOCIATE DIRECTOR, (716) 275-3218

September 10, 1980

The Right Honorable Mrs. Thatcher,
Prime Minister

10 Downing Street

London

England

Dear Prime Minister:

After returning to my mountain village after the visit with you on
Lake Zug I thought further about the issues raised in our discussion
on August 20. It occurred to me to formulate my ideas and also examine
ways of mobilizing some help among competent professionals.

With respect to the Bank of England's monetary policy the following
two conditions are crucial for any reliable and effective anti-inflationary
policy.

The Bank needs to develop an implementation procedure adjusted for
the purpose of controlling monetary growth. Such implementation is not
a mystery and can be instituted in England as in other countries. The
Swiss National Bank has successfully attended to this requirement. The
Shadow Open Market Committee in the USA discussed this issue since its
inception in 1973. A general procedure was developed and has been checked
over the past three years in order to assure that it could be usefully
applied. We seriously contend that the procedure which involves a re-
finement of the Swiss technique could be used as a design for control
over monetary growth. It is certainly not perfect, but it should yield
over one year a monetary growth within a target band of two percentage
points. This procedure could also be applied by the Bank of England.
The inherited procedures customarily cultivated by the Bank are not designed
for purposes of monetary control.

The institutional arrangements of the British monetary system need be
reexamined and adjusted for the purposes of an effective monetary control.
These arrangements actually obstruct at the moment an effective monetary
control. I mention specifically the reserve arrangements for commercial
banks and the operation of the Bank's discount window. The first item,
introduced with the new law in the early 1970's seriously undermines any
attempt at effective monetary control. And a propos the second item: the




The Right Honorable Mrs. Thatcher
Prime Minister

September 10, 1980

Page 2.

Bank should abandon its lender of first resort attitude and concentrate
on controlling the monetary base.

These recommendations would hardly be greeted with any enthusiasm at
the Treasury or the Bank of England. The supply of excuses has been in my
experience the best developed activity of many Central Banks. I noticed
that you did hear an objection emphasizing that "the Swiss National Bank"
failed in its attempt to control monetary growth. As I had many discussions
with the staff and President Leutwiler I can assure you that this is simply
not true. They deliberately abandoned for about six months the control pro-
cedure developed and replaced it with a procedure addressed to the pegging
of the DM. They knew perfectly well what they were doing and that they risked
an inflationary surge - which indeed they got in 1979/80. But they returned,
just as deliberately, to the control procedure in the spring of 1979.

I had an opportunity to ask this summer an official of the Bank of
England about their attitudes and procedure. I inquired in particular why
the Green Book essentially attempted to sell the traditional procedures
and customs under the pretense of a monetary control policy. The answer I
obtained emphasized that the announcement of a monetary control policy
was really sufficient and any adjustments of external institutions or in-
ternal procedures would have "confused" the financial markets. This is in
my judgment just a camouflage justifying an essentially rhetorical attention
to monetary control. It is noteworthy in this context that the Green Book
on Monetary Control thoroughly failed to address the central issues and
crucial requirements for an effective monetary control. I find this par-
ticularly distressing as some members of the Bank's staff, at the request of
the Governor, engaged in regular discussions with the Swiss National Bank
bearing on these issues.

Whatever observations I may have on the behavior of Central Banks
suggest that we cannot expect a change in attitudes or procedures developed
by an entrenched bureaucracy without substantial outside pressure. I find
it difficult to believe that the Bank of England will on its own initiative
attend to the two recommendations made above. Let me suggest therefore the
useful function of an academic group attending to these problems. They could
examine both internal and external aspects in detail and articulate these
issues possibly in public. There are three excellent English professionals
in the USA and in Canada: Allan Walters, Michael Parkin and David Laidler.
I talked recently with Brian Griffiths concerning this matter. Perhaps
Brian could act as informal organizer arranging visits in regular intervals
by this group in England. These visits should be used for intense professional
attention to the issues noted above and possibly other issues in fiscal policy.
I am sure that some (non-English) colleagues of these gentlemen mentioned
could also be relied upon to offer technical advice on the basis of their
accumulated work. As a matter of fact, my friend and long time collaborator




The Right Honorable Mrs. Thatcher
Prime Minister

September 10, 1980

Page 3.

Allan H. Meltzer (Professor at Carnegie-Mellon University) will visit
London by the end of September or early October in order to attend a Con-
ference organized by Brian Griffith. We have worked closely on these
issues over 20 years and he would certainly be most willing to discuss
with you issues affecting monetary and fiscal policy.

You will receive by separate mail some material from the Shadow Open
Market Committee, two opening statements from last year's Congressional
Hearings on monetary policy and two pieces attending to my increasing
interest in political and social aspects of our world.

You should realize that there are many academics in this country who
understand and appreciate what you want to do. If I can be of service in

any particular way, please let me know.

Sincerely,

/ AW

Karl Brunn
Fred H. Gowen Professor of Economics
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UNIVERSITY OF ROCHESTER, ROCHESTER, NEW YORK 14627

KARL BRUNNER, D/IRECTOR, (716) 275-3396
RONALD W. HANSEN, ASSOCIATE DIRECTOR, (716) 275-3218

September 10, 1980

MaXede
This material is mailed in accordance with a discussion held with the
Prime Minister on August 20, 1980. Please submit the material to

the Prime Minister.

Karl Brunner
Fred H. Gowen Professor of Economics

Enclosures
1. The Perception of Man and Justice and the Conception of
Political Institutions

Reflections on the Political Economy of Government: The
Persistent Growth of Government

Reflections on the State of International Monetary Policy
The Choice and Implementation of Monetary Policy, Statement Dec. 4, 1980

Statement Prepared for Hearing on Conduct of Monmetary Policy
U.S. House of Representatives, February 22, 1979

Shadow Open Market Committee Policy Statement and Position
Papers, September 16-17, 1979

Shadow Open Market Committee Policy Statement and Position
Papers, February 3-4, 1980
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BRIEFING FOR TODAY'S ANNOUNCEMENTS

I attach a brief on today's monetary announcements. There'is
a separate brief on the CGBR.

é;ﬂAﬁﬁmmwg

G INGHAM
9 September 1980




SECRET AND PERSONAL UNTIL 2.3%0PM ON 9 SEPTEMBER

BANKING AUGUST

The attached statement will be issued at 2.30pm on 9 September at the

same time as the figures for the banks' eligible liabilities (ELs) on

August make-up day (20 August), and the London Clearing Banks' press

release are published (copies attached), and the CGBR for calendar
August.

Main Points
1. &M3 rose by *% on the basis of preliminary evidence.
2. There was an increase in all banks' eligible liabilities of £1682

million, i.e. 2.7%. The clearers accounted for about 17% of the .total

increase.

3. Interest bearing eligible liabilities (IBELs) rose by £1686 million,
i.e. 3.8%.

4, All banks' reserve asset ratio remained at 13.2%; the clearers' rose

from 12.8% to 12.%.

5. M1 is estimated to have grown by about 2% in August; over

months from February it has grown at 8% at an annual rate.
6. The provisional estimate for the CGBR for calendar August
£1566 million. The previsional estimate for banking August -

disclosure - is £1861 million.

Bank of England Briefing

The Bank of England's attributable briefing will say that preliminary
indications suggest a rise in £M3 of *%. There is reason to believe that
this figure has been distorted partly by changes following the removal of
the corset and partly by an unusally large central govermment borrowing

requirement.




SECRET AND PERSONAL UNTIL 2.30PM ON 9 SEPTEMBER

Q. What is the underlying rate of growth in £M3?

A. There are a number of difficulties involved in an assessment of the
underlying rate of growth. Not all the necessary information is yet
available and further work needs to be done. Our best estimate at present,
however, is that the underlying rate of growth in £M3 in recent months

has been 1-2%.

Q. Is the Greenwells' estimate that £M3 has so far grown at an annual
rate of 15-16% correct?

A. This sort of figure on present information seems to be in the right

range.

Q. How does this affect the £M3 target of 7-11% annual rate?

A. The situation following the removal of the corset in June is still
being assessed but the Government are determined to maintain their monetary
policies as set out in the Budget and the Medium Term Financial Strategy.
The present target will be rolled forward in the Autumn when these recent
and any further developments will be fully taken into account in the
decisions that are announced. /If pressed : no decision has yet been

taken on the timing of the announcement/.

Q. Do the latest figures mean that £M3 growth will have to be negative

or very low in the second half of the target period?

A. Public sector borrowing is likely to be much reduced in the second half
of the financial year and bank lending is expected to moderate considerably
as inflation abates and companies borrowing needs are reduced as costs

are cut and stocks run down. Monetary growth is therefore expected to

fall back in the months ahead. We are still assessing the effects of the
removal of the corset. The Chancellor referred to the increase in £M3

following the removal of the corset in his Budget speech. He said:

"The scale of this exceptional increase cannot be precisely measured
or predicted, and we shall need to assess its effect both as'it

occurs and when the target is rolled forward in the Autumn'.




SECRET AND PERSONAL UNTIL 2.3%0PM ON 9,SEPTEMBER'

Q. How much more reintermediation is there still to come?

A. The outstanding stock of commercial bills is now £1350 million.

Not all these will come back into £M3; some will be judged by the non-bank
sector as appropriate to hold in normal circumstances. But there are
other forms of reintermediation - probably involving local authority debt
as well as eurosterling and foreign currency deposits - which will take

longer, and about which we do not yet have all the necessary information.

Q. How much roundtripping has there been?

A. This has caused some distortion. Press estimates of £500 million,

however are too high.

Q. Are we moving to M1 as a target?

No. But we watch closely the movement of all monetary aggregates.




CONFIDENTIAL UNIIL 2.30PM 9 SEPTEMBER 1980

NATIONAL SAVINGS PACKAGE

The New Index-Linked Certificate

The present Retirement Issue National Savings Certificate, the 'Granny Bond",
will be withdrawn from sale and replaced by a new issue to be kmown as the 2nd
Index-Linked Issue. Details of the new issue are being finalised but broadly

it will be index-linked with a five year life.
On release it will be available to men over 60 years of age, as well as both
men and women over retirement age. It will be subject to a personal holdings

limit of £3,000.

When will the new issue be available?

Probably mid-November at which time the "Granny Bond" will be withdrawn from sale.

How many extra staff will be required?

At the maximum the Department for National Savings will require something like
500 extra staff but this will decrease after the initial high inflow to a
permanent staff increase of about 100. Essentially the number of extra staff

will fluctuate according to the work involved.

What about existing holdings of '"Granny Bonds'?

People of retirement age can retain their existing holdings of "Granny Bonds"
in addition to the new issue, within the '"Granny Bond" maximum of £1,200 and
£3%,000 1imit of the new issue. Thus it is possible for retired people to
hold £4,200 of indexed certificates.

How much will the new issue realise?

Say £1.5 billion new money.




CONFIDENTIAL UNTIL 2.30PM ON 9 SEPTEMBER 1980

The extra staff and switching

This is an acceptable cost bearing in mind the amount expected to be raised.

How much will the new issue realise in a full year?

About £17 billion new money .

Do you anticipate making the new issue available down the age scale?

Yes, depending on funding needs and administrative feasibility.

On release the new issue will hit other National

Savings instruments?

The effect on other National Savings instruments has to be taken into account,
of course, in our calculations. So far as savers holding other National Savings
instruments are concerned they will not be affected except to the extent that

those over sixty might choose to invest in the new issue.

The New Save As You Earn Limit

How much is expected to be realised from the increase in the limit on monthly
contributions from £20 to £50%

Perhaps some £50m in a year.

When will the increase take effect?

Work on the new 2nd Index Linked Issue and the new SAYE share option scheme

will be given priority.




CONFIDENTIAL UNTIL 2.30PM ON 9 SEPTEMBER 1980

Monetary Effects

It is the Government's intention to step up efforts to tap personal sector
savings. This is desirable not only in the short term but also for achieving

over the medium term a better balance in the funding programme. Over the last
year and a half the contribution of National Savings to financing the PSBR

has fallen back to well below the levels achieved in the previous two and a

half years,'and the Government intends to ensure that from now on National Savings
once again makes a sizeable contribution. It will considerably ease the pressure
on the gilts market; lengthen interest rates and could bring to life the long

term capital market.
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Banking statistics

.
Ehgible habilinies, reserve assets, reserve ratios and special deposits (Quarterly Bulletin
1 Banks Table 4)

i mllln.n. Total | of which [ British banks Overseas banky Consortium
. mterest- | ' banks
bearing I London Scottish Northern I |
clearing
‘ ‘ banks I banks houses (a) | Other ] American (b)| Japanese | Other (a) (b)

clearing Ireland Accepting
y banks

Lhgible habilities

1979 Aug. 15 49,863 28,669 3,044 1,007 2,135 6,813 4,456 359 3,093
Nov. 21 52,262 29,794 3,235 1,077 2,239 7,217 4,619 359 3,403
Dec. 12 51,647 28,971 3,215 1,078 2,274 7,231 4,722 157 3,448

1980 Jan. 16 52,937 30,378 3,211 1,089 2,270 7,208 4,611 368 3,480
I'eb, 20 52,875 30,055 3,267 1,124 2,279 7,079 4,753 359 3,623
Mar. 19 52,7719 29,754 3,243 1,170 2,279 7,137 4,721 37 1,756
Apr. 16 54,297 30,903 3,334 1,154 2,341 7,270 4,805 417. 3,718
May 21 55,216 31,022 3,338 1,176 2,410 7,585 5,077 380 3,825
June 18 56,455 31,913 3,433 1,174 2,465 7,706 5,001 392 3,955
July 16 61,458 33,761 3,683 1,159 2,862 8,987 5,660 533 4,350
Aung. 20 (¢) 63,140 34,048 3,847 1,141 2,784 9,384 6,316 528 4,606

Reserve assels

1979 Aug. 1§ 6,609 3,648 408 138 303 927 613 51 468
Nov. 21 6,888 3,835 435 151 306 947 607 53 496
Dec. 12 6,861 3,719 422 152 315 997 628 55 519

1980 Jan. 16 6,983 3,861 428 154 320 970 628 512
Feb. 20 6,965 3,860 422 158 319 943 626 51 529
Mar. 19 6,908 3,784 427 164 314 936 623 550
Apr. 16 7,141 3,956 433 167 319 974 649 57 530
May 21 7,232 3,963 436 165 330 995 661 54 565
June 18 7,344 4,028 440 170 342 1,012 661 55 574
July 16 8,124 4,323 482 168 403 1,209 760 75 631
Aug. 20 (¢) 8,316 4,381 500 166 393 1,250 823 74 654

Ratio (per cent)

1979 Aug. 15 13.3 12.7 13.7 14.2 13.6 13.8 15.1
Nov. 21 1352 12.9 14.0 13.7 13.1 1352 14.6
Dec. 12 13.3 12.8 14.1 13.8 13.8 13.3 15.1

1980 Jan. 16 13.2 12.7 14.1 14.1 13.5 13.6 14.7
Feb. 20 13.2 12.8 14.1 14.0 13.3 13.2 14.6
Mar. 19 13.1 12.7 ” 14.1 13.8 1351 13.2 14.6
Apr. 16 13.2 12.8 14.4 13.6 13.4 13.5 14.3
May 21 13.1 12.8 14.0 13.7 13.1 13.0 14.8
June 18 13.0 12.6 \ 14.5 13.9 13.1 13.2 S 14.5
July 16 13.2 12.8 3 14,5 14.1 13.4 13.4 ! 14.5
Aug. 20 (e) 13.2 12.9 14.6 14.1 13.3 13.0 14.2

Constitution of total reserve assets
British
Total Balances Money at call UK and Other bills British government
with Northern government stocks over
Bank of Ireland stocks up to 1 year and up
England Discount Treasury Local 1 year to 18 months
market Other bills authority Commercial

1979 Aug. 15 480 3,383 238 933 144 899 532 325
Nov. 21 584 3,782 228 897 148 957 292 363
Dec. 12 449 3,399 230 1,118 152 947 565 210
1980 Jan. 16 3 611 3,592 271 801 171 956 582 160
Feb. 20 574 37558 247 905 174 979 532 138
Mar. 19 370 3,707 232 861 241 988 509 131
Apr. 16 416 3,602 266 1,065 300 1,008 483 78
May 21 456 3.64] 276 1,083 358 1,021 397 100
June 18 475 3,413 333 1,200 436 1,034 453 208
July 16 357 4,289 299 15199 3% 1,126 464 166
Aug. 20 (e) 672 4,157 269 1,110 382 1,153 575 243

2 Finance houses 3 Special and Supplementary deposits
£ millions £ millions: number of institutions in italics

Special deposits Supplementary deposits

Finance

Ratio of call
(per cent) (per cent) Banks houses Ist tranche | 2nd tranche | 3rd tranche

Eligible Reserve
liabilities (¢) | assets

‘ Rates

1979 Aug. 15 404 42.0 10.4 1979 Aug. 15 12 504 6 6 14 3 5
Nov. 21 456 46.2 10.) Nov. 21 2 794 - 8
Dec. 12 460 47.8 10.4 Dec. 12 2 794 8

Dec. 17 (d) 822

1980 Jan. 16 462 48.9 10.6 1980 Jan. 16 - - - 14
Feb. 20 496 50.4 _10.1 . Feb. 20 - - 22
Mar. 19 502 52.0 10.4 : Mar. 19 - - 23
Apr. 16 499 51.2 10.3 Apr. 16 - - 27
May 21 517 53.3 10.3 May 21 28
June 18 537 54.9 10.2 June 18 - - 30
July 16 493 52.2 10.6 July 16 - - 3 47
Aug. 20 466 48.4 10.4 Aug. 20 . =

SN ®NuNNNNWwL W

~

(a) One contributor was transferred from ‘British banks: Accepting houses' to ‘Overseas banks: other’ in July 1980.

(b)  One contributor was transferred from ‘Overseas banks: American’ to ‘Overseas banks: other’ in March 1980.

(¢) Virtually all interest-bearing.

(d)  Adjustments to special and supplementary deposits arising from mid-November figures are made afier the mid-December reporting date.

(¢)  The exclusion of three contributors at the end of July reduced eligible labilities of *British banks: other’ and of total banks by £60 million (of which £64 million
were in the anterest-bearing category), and reserve assets by £9 million; the reserve ratios of each remaining unchanged.

Bank of bngland September 1980




PRESS INFORMATION from Banking Information Service

& 10 Lombard Street, London EC3V 9AR
Telephone 01-626 8486 :

FONTELY  STATEMENT  OF 9UE CLEARING BANKS

AUGUST 1420

(e

A} -

Sterling borrowing from the Londcn Clearing bank groups Ly
the U.YX. private sector rose by £123 million in the five weeks
to August 20. Borrowing by the U.V. public secctor rose by £34

miliion.

An epprecisble seasonal fzll was to be expected in private
sector borrowing, and after allowing for this and an identifiable
amount of "re-intermediation'" which has continued to affect the
cource of banit lending since the abolition of "corset" controls,
it woulcé scem that the underlying trend in advances was not very

different from recent months. Ley

Sterling deposits by the U.X. private sector rose by §438
f
million, mostly in time deposits. VWhen allowance is made for the
secasonal adjustment the underlying movement is nearly double this

amount.

There was a small net withdrawal of funds by thé banks from
the inter-benk market (392 million including certificates of
deposit). In addition, loans to the discount market fell by
£113 million; and Trcasury bill holdings declined by £63 million.
By contrast, loans to local authorities rose by £38 million.
Holdings of British Government stocks rose by £U422 million net;
nearly one-half of this took place undcr the sale and repurchase
arrangements offered by the Bank of England. Finally special
depcsits were eliminated with a repayment to the banks ofv£U37

million under the supplementary scheme.

Sterling advances by the Scottish Clearing bank groups to
the U.K. private sccter rose by £74 million. Sterling deposits
by the U.K. private scctor fell by £109 million.




. Fligible linbilities of the five London parcrt hanks Tosc

by £274 million; the rescrve ratio went up from 2Etor 120, 95
Fligible 1lizbilities of the threce Scottish parent banke rosc
by £164 million and the rescrve ratio fell from 13.1 to 13.0.

v f2 : ‘..

The quartcerly analyeis of advances for the Lcndon‘C1narjng
bank groups shows an increase of £2,900 million in sterling
advanccs to U.K. residents. Only about one-sixth of this was
attributeble to seasonal factors. The largest increases were
in the menufacturing scctor and in miscellaneous services (which
includes leasing); in these two categories there was the bulk
of the re-intermediation that has so far occurred. Other increases

were in the personal, farming and retail sectors.

Sterling advances to U.K. residents by the Scottish Clearing
bank groups rose by £384 million over the quarter. ‘The major
increases were in the manufacturing, agricultural, miscellaneous

services and personal sectors. (

9th September 1980




CONFIDENTIAL UNTIL 2.30 P.M. ON TUESDAY, 9TH SEPTEMBER, 1980
BALANCES OF THE LONDON CLEARING BANKS AS AT 20TH AUGUST, 1980

fables 1 and 2 cover tlc business of offices of the London Clearing Banks and their
suMMdiaries (excluding Scottish and Northern Ireland banks) in Great Britain, the Channel Islands
and the Isle of Man which are listed by the Bank of England as falling within the banking sector.
Table 3 covers the parent banks only. The items are defined as in Table 3 of the Bank of England's
Quarterly Bulletin.
AGGREGATE BALANCES

TABLE 1. fmillions

LIABILITIES

\

STERLING DEPOSITS:

FOREIGN CURRENCY

TOTAL DEPOSITS

U.K. banking sector
U.K. private sector
U.K. public sector
Overseas residents
Certificates of deposit

of which: Sight

Time (inc. CD's)

DEPOSITS:

U.K. banking sector
Other U.K. residents
Overseas residents
Certificates of deposit

OTHER LIABILITIES (@)

ASSETS
STERLING

TOTAL LIABILITIES

Cash and balances with Bank of England

Market loans:

Bills:

Discount market

U.K. banks

Certificates of deposit
Local authorities

Other

Treasury bills
Other bills

Special deposits with Bank of England

Investments:

Advances:

British Government stocks

Other

U.K. private sector
U.K. public sector
Overseas residents

Other sterling assets (a)

FOREIGN CURRENCIES

Market loans:

Bills

Advances:

U.K. banks and discount
market

Certificates of deposit
Other

U.K. private sector
U.K. public sector
Overseas residents

Other foreign currency assets (a)

ACCEPTANCES

TOTAL ASSETS

(a) includes items in suspense and in transit

Total
Outstanding

Change on
Month

Change on
Year

5,403
37,812
700
4,269
2,240

-'1,942
+ 6,348
+ 284
+ 1,083

137

+ 8,397

+14,307
+ 1,588

+15,895

19,295
23

9,152

15552

91,180
880

66

+ 2,587
211
+15,895
+ 128

owing to rounding of figures, the sum of the separate items will sometimes differ from the total

shown.

FOR TABLES 2 & 3 SEE OVER
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(M) DRNTIAL UNTIL 2.30 P.M. ON TUESDAY, 9TH SEPTEMBER, 1980

()

.LYSIS OF ADVANCES TO U.K. RESIDENTS BY THE LONDON CLEARING BANKS' GROUPS
AS AT 20TH AUGUST, 1980

This table covers advances by offices of the London Clearing Banks and their subsidiaries (excluding
Scottish and Northern Ireland banks) in Great Britain, the Channel Islands and the Isle of Man which are
listed by the Bank of England as falling within the banking sector.

Loans under the special scheme for shipbuilding, other than those refinanced with the Bank of
England, are ipcluded within item 6 "Shipbuilding"; but lending under the special export schemes is not
included, since this is classified as advances to overseas residents.

0y (

\ - £ million

Total Change on’ Change on
Outstanding Quarter Year

a) : (2) 3)

MANUFACTURING

1. Food, drink and tobacco 1,552
Chemicals and allied industries 1,121
Metal manufacture 531
Electrical engineering 832

. Other engineering and metal goods 252175
Shiphuilding (including special scheme lending) 452
Vehicles 524
Textiles, leather and clothing 816
Other manufacturing 1,835

341
3
100
147
301
5
171
93
264

542
187
103
298
636
35
278
66

EUNN R T e g
O O R e s

Total 1-9 9,939 1,426
of which in sterling 8,747

OTHER PRODUCTION

10. Agriculture, forestry and fishing 2,240
11. Mining and quarrying - 366
12. Construction 1,687

Total 10-12 4,293
of which in sterling ; 4,162

FINANCIAL

13. Hire purchase finance companies

14. Property companies

15. Insurance enterprises (including pension funds)
16. Other financial

Total 13-16
of which in sterling

SERVICES

17. Transport and communications

18. Public utilities and national government
19. Local government services

20. Retail distribution

21. Other distribution

22, Professional, scientific and miscellaneous

Totalwl7=22
of which in sterling

PERSONS

23. House purchase
24. Other personal

Total 23-24
of which in sterling

TOTAL ADVANCES TO U.K. RESIDENTS
of which in sterling
in foreign currencies

C.L.C.B. STATISTICAL UNIT




9 September 1920

2l The growth of £M% in banking August is estimated, on the

" basis of preliminary evidence, at 3 per cent. As in July,
there is evidence that the recordéa_}igure has been substantially
increased by the reveraal of the effects of the distortions which
huve urisen since the corset was introduced in June 1973,

—

25 M1 is estimated to have increased by about % per cent in
Aaugust; over the 6 months from February it has grown at 8 per cent
at an annual rate.

%o The reintermediation of commercial bills amounted to ahout
£1 billion in July and a further £350 million in August. In
Eaaition, there have been other fSEEE—Sf reintermediation
involving local authority debt, as well as euro-sterliog and
foreign'curfghcy deﬁasits,——These effects cannot be quantified
precisely but it is estimated that the underlying growth rate
of £M3 both in July and in August was 1 to 2 per cent.

a— —_—

4, The rate of growth of the money supply is however expected

to fall back significantly. Bank lending is expected to moderate
considerably in the second half of the financial year as inflation
abates; companies' borrowing néeds will be reduced as stocks

run down. Public sector borrowing is also expected to be sub—
stantially lower in the second half of the year, chiefly because
of the uneven pattern of receipts and expenditure throughout the
year.

Sie Petroleum revenue tax is now payable in ‘September and March;
over £1 billion was received on 4 September, Receipts from special
sales of assets are expected in the latter half of the financial
year. Refunds arising from the 20 May agrecment on the UK
contribution to the Buropean Community's budget will 2lso occur

towards the end of the financial year,




Gy In addition, defence expenditure has been unusually

high so far and is now being reined back.

Te The high PSBR so far is similar to last year's pattern,
when the PSBR was high in the first three quarters of the
financial year and was substantially negative in the final
quarter. The next assessment of- the PSBR for the year-will
be published at the usual time in the autumn Industry Act

forecast.

3l The Government is determined to pursue the monetary policy

set out in the Budget Speech and’ the Medium Term Financial
Strategy.

.

9. Over the last year and a half the contribution of

National Savings to financing the PSBR has fallen back to well below
the levels achieved in the previous two and a half years. The
Chancellor of the Exchequer has decided that National Savings

should once again make an avpropriate contribution. This will

ease the pressure on the gilt-edged market and hence on long term

interest rates.

10. As a first step, a new index-linked certificate will be
issued. It will initially be available to everyone aged 60

and over, subject to a limit on individual holdings of £3,000.
It is expected that sales of this new certificate will ralse an
additional £13} billion through National Savings during the
remainder of this financial year.

11.  The Chancellor of the Exchequer has also decided to raise
the limit on monthly payments under the National Savings SAYE
scheme (3rd issue) from £20 to £50 as soon as possible to bring
it into line with the limit on the new SAYE share option scheme
to be launched in October.

Press Office

HM Trenqlgx
Parliament Street
TONDON SW1P 3AG

01-23%3-%415




PRESS OFFTCE ERIEFING ON CGBR

The CGBR is again unusually high this month. At £6,966m it now
stands at 87 per cent of the Budget forecast for the year of

£9,%13m.

Although the figure looks bad, we should continue to be robust in
saying that it is still "roughly in line" with Government predictions.
The traditional "front-end loading" is exacerbated by changed timing
of PRT receipts. The first tranche of PRT (about £1.26bn) has now
been received, but will not appear in the books until next month.

The remainder of the expected £2.5bn will arrive in March.

Consolidated Fund

Customs and Inland Revenue receipts are holding up well against the

affect of the recession. Still broadly in line with projedions
at £4.129, or 21% up on last year, against a Budget forecast of
£65,415, or 20% up on last year's outturn.

Supply Services are running ahead at 25% higher than last August,

against a Budget forecast of 20% for the year as a whole. If
pressed on Defence spending, we should stick to Hansford's briefing
(attached). We can stress: :

1) Too early to judge affect Qf CST's cut-back last month,
but Government determined to hold Defence spending to the

new limit.

2) The moratorium on new contracts is already in operation and

has three months to run.

3) Careful monitoring will continue - and it's the end-year
. figure that counts. .

Miscellaneous payments (Table 1 line 7) shows a large August figure

(£331 million). A major factor in this is the repayment by NEB of
public dividend capital as a consequence of the transfer of control




of Rolls Royce from NED to DOL and will have been balanced by DOIL

supply services expenditure.

NLF There may be some comment on the large increase in loans to
the Nationalised Industries. There seem to be two factors here.

1) The announced price increases are largely timed to come
into force in the autumn and should contribute to

improved outturn in the later months of the financial year.

2) The need to finance coal stocks falling on NCB and the

~ electricity industries.

National Insurance Fund

This 1s a typically erratic item. The big increase compared with

1979 is boosted by a number of special factors.
1) 1979 was atypically low due to actuarial adjustments.
2) The pattern of timing of receipts and benefits tends

towards to surplus in this stage of the year, which is
unlikely to be maintained throughout the year.

S F J GODFREY
9 September 1980




CONFIDENTIAL UNIIL 2.20PM 9 SEPIEMBER 1960

NATIONAL SAVINGS PACKAGE

Attached is a brief on the National Savings packagé that is announced today

for the assistance of press officers.

H A STANDEN |

9 September 1980
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CONFIDENITAL UNDPIL 2.%0PM 9 SEPIEMBER 1980

HATIONAL SAVINGS PACKAGE

The New Index-Linked Certificate

The present Retirement Issue National Savings Certificate, the "Granny Bond",
will be withdrawn from sale and replaced by a new issue to be kmown as the 2nd
Index-Linked Issue. Details of the new issue are being finalised but broadly

it will be index-linked with a five year life.
On release it will be available to men over 60 years of age, as well as both
men and women over retirement age. It will be subject to a personal holdings

limit of £3,000. ’

When will the new issue be: available?

Probably mid-November at which time the "Granny Bond" will be withdrawn from sale.

How many extra staff will be required?

At the maximum the Department for National Savings will require something like
200 extra staff but this will decrease after the initial high inflow to a
permanent staff increase of about 100. Essentially the number of extra staff

will fluctuate according to the work involved.

What about existing holdings of "Granny Bonds"?

People of retirement age can retain thei£ existing holdings of "Granny Bonds"
in addition to the new issue, within the "Granny Bond" maximum of £1,200 and
£3,000 limit of the new issue. Thus it is possible for retired people to
hold £4,200 of indexed certificates. :

How much will the new issue realise?

Say £1.5 billion new money .




CONFIDENCIAL UNCIL 2.2%0PM ON 9 SEPTEMBER 1990

The extra staflfl and switching

This is an acceptable cost bearing in mind the amount expected to be raised.

How much will the new issue realise in a full year?

About £17 billion new money .

Do you anticipate making the new issue available down the age scale?

Yes, depending on funding needs and administrative feasibility.

v

On redease : L - the new issue will hit other National
Savings instruments?

The effect on other National Savings instruments has to be taken into account,
of course, in our calculations. So far as savers holding other National Savings
instruments are concerned they will not be affected except to the extent that

those over sixty might choose to invest in the new issue.

The New Save As You Larn Limit

How much is expected to be realised from the increase in the limit on monthly
contributions from £20 to £502

Perhaps some £50m in a year.

When will the increase take effect?

Work on the new 2nd Index Linked Issue and the new SAYE share option scheme

will be given priority.




CONFIDENTIAL UNTIL 2.30PM ON 9 SEPTEMBER 1980

Monetary Effects

It is the Government's intention to step up efforts to tap personal sector

savings. This is desirable not only in the short term but also for achieving

over the medium term a better balance in the funding programme. Over the last

year and a half the contribution of Netional Savings to financing the PSBR

has fallen back to well below the levels achieved in the previous two and a

half years, and the Government intends to ensure that from now on National Savings
once again makes a sizeable contribution. It will considerably ease the pressure
oﬁ the gilts market; lengthen interest rates and could bring to life the long

.

term capital market.




10 DOWNING STREET

From the Private Secretary 9 September 1980

Dl (O

As you know, the Prime Minister held a meeting yesterday
afternoon to discuss the latest banking figures. The following
were present:

The Chancellor of the Exchequer
The Financial Secretary,

Sir Douglas Wass,

Mr. Burns,

Mr. Middleton,

Mr. Fforde i

Mr. George, and

Sir Robert Armstrong.

Much of the meeting was taken up with going over the draft
statement which you had sent over, and no doubt the final version
will take into account the Prime Ministef's comments. In particular,
she suggested some reordering of paragraph 4 and the excision of
the sentence describing the 1980/81 target, and that there .shoul
be a reference to the discussions to be completed within the next
few weeks on ithe Green Paper on Monetary Base Control (MBC).

e
’&g—\

There was also some discussion of monetary development$S and
prospects and the options open to the authorities. The Prime
Minister said that she understood that the underlying rate of
monetary growth was now reckoned to be 15 per cent or higher. This
was extremely disturbing - given that the 7-11 per cent target
was the centre-piece-of the Government's economic strategy. It
seemed to her that the Bank had been pursuing an interest rate
policy rather than a policy to control the money supply. With
hindsight it might have been better if the Bank had not undertaken
the continuing money market relief measures, even though this
would have meant still higher interest rates in the short-term.

As long as the clearers could rely on the Bank to relieve any
pressure on their liquidity, they would surely be all too willing
to maintain a high level of lending to the private sector. If
the iclearers' liquidity had been under pressure, they would have
reduced their lending and by now interest rates might well be
lower. On the other hand, she doubted whether the current high
level of interest rates was having any restraining effect on bank
lending. On the contrary, it was arguable that - with the
quarterly crediting of interest payments to company overdrafts -

SECR—ET / lower




18 er interest rates would result in lower borrowing. Further-
more, high interest rates had pushed up the exchange rate, and
this was adding greatly to the difficulties of the corporate
sector. g 4

‘ The Prime Minister went on to say that in her view the
present methods of selling debt and of monetary control had com-
pounded our difficulties. The objections to major changes in the
funding arrangements had been rehearsed often. She welcomed the
decision to issue a new index-linked certificate, but she was
still not convinced that the present arrangements were the best
available. On monetary control, she was disappointed that it had
taken so long to reach a conclusion on the proposals to change over
to a monetary base system. Finally, she wondered whether more
could not have been done to put pressure on the clearing bank
chairmen to get them to reduce their lending.

The Chancellor said that he too was extremely worried about
the latest two months' figures. But it was easy to be wise after
the event. Not only the Treasury and the Bank, but also most out-
side commentators had under-estimated the underlying rate of
monetary growth. The siutation was highly uncertain; but quite
apart from the effect of reintermediation, there were some special
factors - as paragraph 4 of the draft statement pointed out - which
had boosted the figures. The much lower level of public borrowing
expected in the remainder of the financial year and the likely
reduction in corporate borrowing as costs continued to moderate and
as the recession took further hold should bring down the rate of
monetary growth in the coming months. Until the underlying
situation became clearer, and until the likely consequences of
the various. policy options had been properly considered, he thought
it would be unwise to take any immediate action in response to the
figures. At the same time, Ministers would need to make clear that
the Government was determined to pursue the medium term financial

Strategy, notwithstanding two months' bad figures. e

In discussion, it was pointed out that if the Bank had not
provided relief to the money market, interest rates would certainly
have risen including in all probability the mortgage rate. But
this had effectively been ruled out. As to the effect of interest
rates on borrowing, the net effect of high rates was almost
certainly to restrain the level of lending - for the crediting of
quarterly interest payments to overdrafts was likely to be offset
by the demand elasticity factor. This was reflected in the large
amount of destocking that was currently going on. High interest

-rates were helping to bring down the rate of inflation both through
their effect on lending and on the exchange rate. As regards
methods of monetary control, it was important that the discussions
on the Green Paper with interested parties should be completed
before final decisions were taken. The issue was extremely complex,
and it was not yet clear how the clearers would respond to a
monetary base system or that, for example, we would not end up with
distortions similar to those that had emerged under the corset.

Two seminars on MBC were planned for the next few weeks — one for
domestic and a second for overseas participants. Finally, as

regards putting pressure on the banks, the Governor had seen the
chairmen just before the July figures had been announced and had
underlined the Bank's directional guidance. The chief executives

SECRET
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) been seen since then. But any attempt to put pressure on
tllem, formal or informal, to restrain the total volume lending
would all too soon lead to distortions once more and in particular
to borrowing outside the banking system.

In conclusion, the Prime Minister said that it was crucial
to get the money supply back under control and to this end a great
deal of work was clearly needed. She would want to hold a further
meeting in the first week of October.

I am sending a copy of this letter to Tim Allen (Governor of
the Bank of England's Office).

John Wiggins, Esq.,
H,M. Treasury.




PRIME MINISTER

Banking Figures

Attached is the draft Press Statement.

You will want to focus particularly on paragraph 4, and ask
the Treasury whether they still really believe that - even taking
out reintermediation - we can achieve the 7-11 per cent target for

this year. That is what paragraph 4 seems to imply.

There is obviously a dilemma here. If we imply that we are
not going to meet the target, the markets will expect either a
readjustment of the target or new policy measures (higher interest

rates, a fiscal package?).

My hunch is that we are now unlikely to meet the 7-11 per cent
target; but at the same time I do not think we are in a position
to go for either of the alternatives mentioned above this month.
More time is needed to assess the options. Hence, the Treasury will
have to do their best to fudge. It may well be that that is precisely
what they are trying to do in paragraph 4; but I think it would be
wise to tone it down a bit with a phrase such as - "It will be
another month also before it is possible to assess how the under-
lying growth of the money supply is developing in relation to the

7-11 per cent target'.

I do not know whether you discussed with the Chancellor the

decision to extend index-linked certificates (see paragraph 8 of

the draft). You might like to ask whether there is scope for

raising more than £14 billion this year, and what are the

arguments against introducing the new certificate more quickly.

You might also ask the Chancellor how he intends to handle the
media. These latest figures certainly pose not just an economic
problem but a political one too. You said in your Censure Debate

speech - "We adhere firmly to our monetary strategy'. The impression

is getting around that not only are we not adhering to the strategy,
&
but we do not even know whether we are.

/You have




You have seen the Treasury's ''plan of action' (Flag A).

You may want to go over some of the points in this.

The Governor and the Deputy Governor and Mr. Goodhart are all

away. Mr. Fforde and Mr. George will attend for the Bank.

8 September 1980
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DRAFT STATEMENT

1 The growth of £M% in banking August is estimated, on the
basis of preliminary evidence, at 3 per cent. As in July,

there is evidence that the recorded figure has been substantizlly
increased by the reversal of distortions which have arise over

the period since the corset was introduced in June 1978.

20 M1 is estimated to have increased Dy less than 1 per cent
in August; over the 6 months from February it has grown at only

8 per cent at an annual rate.

3. The reintermediation of commercial bills amouﬁted to about
£1 billion in Julj and a further £350 million in August.

In addition, there have been other forms of reintermediation
probably involving local authority debt, as well as euro-
sterling and foreign currency depoéits. These effects cannot
be quantified precisely but it is efimated that the anderlying

growth rate of £M3 both in July and in August was 1 to 2 per cent.

4, Phe—GovernmentTemaims determined to DUrsSUE LtS menetary

volicies as set out in the Budget Speeeh—amd—the meditm tern

is Tor growth inm =5 of °

rom—Pebruary 1980 tc April 198l.

The mdnrlying growth in recent months has exceeded this rote
WM !"“.M(/vv:q W-MM (w--A:\,VJA-va«/M L._LEM‘\Mv
The profile of public sector borrowing in the eariy months of

the financial year and the difficulty of cutting back the
growth of bank lending in the early stages of a recessiocn, have
contributed to this. But public sector borrowing is likely

to be much reduced in the second half of the financial year.
Bank lending is expected to moderate considerably as inflatiocn

abates; companies' borrowing needs will be reduced as costs
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are cut and stocks run down. Monetary growth in the

months ahead is therefore expected to fall back.

The Path of the PSBR

5 The PSBR in the April-June quarter was £4Z billion.

Central government borrowing in July and August totalled over
£21 billion. This high borrowing so far is similar to last
year's pattern. Last year the PSBR was high in the first

thfee quarters of the financial year and large repayments were madg
in the final qdarter. Some important factors affect the profile
.of borrowing this year. Petroleum revenue tax is payable in
September and Marchj reeceipts—ef ovef £1 billion were received
on 1'September‘andewi}%—feéﬁee—%he—chernmentLSﬂnaafﬂxrfmrrow
thismomth. Defence expenditure has been unusually high so

far and is now being reined back. Receipts from special sales
of assets are expected in fhe latter half of the financial year.
Refunds arising from the 30 May agreement on the UK contribution
to the European Community's budget will also occur towards the

end of the financial year.

S. ~The effect of trese factors is for the PSBR again to be
concentrated in the early part of the financial year. Borrowing

will be less in the second half of the year, especially in the

fimat quarter. The next assessment of the PSBR for the year

will be published later in the autumn, in the tdlce—yearly

Industry Act forecast.

National Savings

e . In the past few years the Goverrment has relied heavily
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on the gilt-edged market to meet is funding needs. It
is intended to shift this emphasis more directly towards
personal savings so that National Savings once again make

an appropriate contribution.

B

() = ed cerT
more-generally available, but—thizs—EIr—be & gradual process.
It has been announced,.as—afirst—step, that a new index-

linkec certificate will be issued; it will be available to
everyone aged 60 and over, subject to a limit on individual
‘holdings of£%,000. It is expected that sales of this new
certificate will raise an additional &% billion through
National Savings during.the remainder of this financial year.

TMGWV\MMAJ:
e itlalso intends, as soon as possible, to raise the

limit on monthly payments under the National Savings SAYE
scheme (3rd issue) from £20 to £50 as soon as possible to
bring it into line with the 1limit on the new SAYE share option

scheme to be launched in October.

ébé%é%
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Your first priority will be money

supply.

Banking figures to be announced tomorrow

are pretty horrible. The Prime Minister is

angry about this, which confirms in her view
what the Swiss bankers told her when she was

on holiday - that her strategy is right but

that her instruments are wrong, and particularly
that the Bank of England is not interested in

running her policy.

We had a stormy meeting last Wednesday.
There is to be another episode at 3.30 this
afternoon. You should see recent papers on this

file to get the flavour.

8 September




Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000
8th September 1980

T.P. Lankester Esqg.
10 Downing Street

DPWV Tlv:/\ )

As foreshadowed in my letter of 5th September
to Clive Whitmore, I attach a draft of

the material to be drawn on in commenting

on tomorrow's eligible liability figures.

jrvﬂs
)a(/\M

A.J. WIGGINS
Private Secretary




DRAFT STATEMENT

Mo The growth of £M3 in banking August is estimated, on the
basis of;relimiﬁary evidence, at 3 per cent. As in July,

there is evidence that the recorded figure has been substantially
increased by the reversal of disfortions which have arise over

the period since the corset was introduced in June 1978.

2o M1 is estimated to have inpreased by less than % per cent
in August; over the 6 months from February it has grown at only

8 per cent at an annual rate.

3. The reintermediation of commercial bills amouﬁted to about

£1 billion in July and a further £350 million in August.

Tn addition, there have been other forms of reintermediation
—probably involving local authority debt, as well as euro-

sterling and foreign currency depoéits. These effects cannot

be quantified precisely but it is ebimated that the underlying

growth rate of £M3% both in July and in August was 1 to 2 per cent

4, The Government remains determined té pursue its monetary
policies as set out in the Budget Speech and the medium term
financial strategy. The target is for growth in £M3'of

7 to 11 per cent annual rate from February 1980 to April 1981,

The mﬂﬁnhlying growth in recent months has exceeded this rate

The profile of public sector borrowing in the early months of

the financial year and the difficulty of cutting back the
growth of bank lending in thevearly stages of a recession, have
contributed to this. But public sector borrowing is likely

to be much reduced in the second half of the financial year.
Bank lending is expected to moderate considerably as inflation

abates; companies' borrowing needs will be reduced as costs




are cut and stocks run down. Monetary growth in the

months ahead is therefore expected to fall back.

The Path of the PSBR

5o The PSBR in the April-June quarter was £42 billion.

Central government borrowing in July and August totalled over
£23 billion. This high borrowing so far is similar to last
year's pattern. Last year the PSBR was high in the first

thfee quarters of the financial year and largevrepayments were ma
in the final qdarter. Some important factors affect the profile
'of borrowing this year. Pétroleum revenue tax is payable in

- September and March; receipts of_ovef £1 billion were received
on 1 September and will reduce the Government's need to borrow
this month. Defence expenditure has been unusually high so

far and is now being reined back. Receipts from special sales
of assets are expected in fhe latter half of the financial year.
Refunds arising from the 30 May agreement on the UK contribution
to the European Community's budget will also occur towards the

end of the financial year.

o

5. The effect of these factors is for the PSBR again to be
concentrated in the early part of the flnanc1a1 year. Borrow1ng

will be less in the second half of the year, especially in the

fimal quarter. The next assessment of the PSBR for the year
will be published later in the autumn, in the twlce-yearly

Industry Act forecast.

National Savings

7. : In the past few years the Government has relied heavily
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on the gilt-edged market to meet is funding needs. It
is intended to shift this emphasis more directly towards
personal savings €0 that National Savings once again make

an appfOpriate contribution.

é. The Government intends to make index-linked certificates

more generally available, but this will be a gradual process.
It has been announced, as a first step, that a new index-
linked certificate will be issued; it will be available to
everyone aged 60 and over, subject to a limit on individual
‘holdings of£3%,000. It is expected that sales of this new
certificate will raise an additional £1% billion through
National Savings during~the remainder‘of this financial year.

%. Etlalso intends, as soon as possible, to raise the

limit on monthly payments under the National Savings SAYE
scheme (3rd issue) from £20 to £50 as soon as possible to
bring it into line with the limit on the new SAYE share option

scheme to be launched in October.
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# Operation ‘Fudge-Up: 7

misiA=The: money supply; under our brﬂhant mone-'
*tnrxsnpohcy, is meant to be growing at between 7 and
r cent a year. Bur M3, tl,le broad definition of
v;nﬁ:y supply, grew. by: 5 pericent in the: month to
d-July alone ; and it'will become known on. Tues-,
"d‘ay thatit grew a EFrther 3% pér cent in the month'

L
v

“to mid-August.

vi. We have 1 managed to achieve a seemmgly‘

:impossible feat : ‘monetary growth far in excess. ‘of
what our monetarist ministers said was necessary to

““bring inflation down, yet a squeeze which is | alf_

kxllmg British industry.’

v The stance of policy is too nght—-—mth hxgh'

interést rates attracting ‘hot money’ from abroad
and driving the exchange rate up ; yet we have had

=@ -whale year’s targeted growth for mone;\: stlx;pplg u;'
e Bank of

icvirtually two months. On top of which t
England is intervening, under Government instruc-
~tions, in the money markets with what are ‘smoothly
rdescnbed as ‘smoothing operations — in ‘order to
prevent interest rates from rising further.

‘% Monetarism has failed, and the Government is
. now in a vicious circle, a- box, or -any other meta-
phoncal trap you care to name.

... The logic of the policy is that mterest rates
.ghould be hoisted sharply, in order to slow down
- monetary growth. Yet, if this were done, the upward
fressure on the exchange rate would. be even worse.

t was after the last money supply figures, because
the figure suggested interest rates would have to
“stay high (the pound now rises on good and bad
“news); and monetary growth would not necessarily
slow down much, because there are signs that com-
panies are so squeezed that they often add mterest
-payments te their overdraft.

For all her plucky rhetoric, Mrs Thatcher will
be going naked into the Conservatlve Party confer-
ence chamber next month if she cannot offer some-
thing tangible on the interest rate front. Hence
Operation Fudge-Up. , ;

C) \Osa‘r\l (A B'\AS; neSs
i Se ek eanbes

1430

'lStomping In the lemonads =~
g’r "'.,Operatmn Fudge-Up is based on the follow'{ng
spremise : traditionally, the two big financial market
rctme‘»t.rannts on economic policy are the threat of a

“runon the pound, and and/or or a ‘strike’ “by

*iasurance company and  pension fund managers,
“when they refuse to’ buy Government stock unless
“the interest rate is raised.’
'7. i However, people dont run on the pound these
:bdays-—they run up it; the City has been amazingly
resﬂlent, in the face of wayward money supply and
.public sector borrowing figures;. and, anyway,
~wouldn’t it be a way out of the vicious c1rcle if the
Gmgernment was a little less reliant on gilt sales in
the‘next few months, so that fund managers can
‘pough up for companies wishing to ‘fund’ thEH‘
}overdratts by raising longer term capital ? ;
*This: way, the argument runs, we may not be
seumg so-many gilts; but bank advances will be fall-
away; thereby slowing monetary growth. Andy to..
m e up some of the. lost gilt sales, we could launch

. ‘a'major national savings ‘campaign. % | .. oo

' Hence to Ogleratlon Fudge-Up itself. Smce there
is no-panic in the City, we shall' unashamedly take,

Sl advantage : get all the bad news out of the way-

“(Isn’t 3} per cent monetary growth in August an’

/Amprovement on 5 per cent in July ?); rebase the

monetary targéts in October, so that the last few
"months figures are forgotten; claim, with the aid of
an obfuscatoxy epxthet much-loved of officials, that
the ‘underlying’ rate:of monetary growth is new
under control; and hope for the best. . ;
o ~Although "this amounts to a complete and utter
U-turn. on monetary, targets, this will not matter to
the ‘public at large, which can’t tell the difference
between M3 and a battleship: But the public can tell
the difference between a battleship and a 2 per cent
cut in MLR. And the' Prime Minister will not have
any credibility left with her mdusmal support lobby
unless MLR falls ver, ,soon.

-For.‘operational > purposes we can expect an
nhnouncement along these lines, certainly by the
time. Parliament reassembles on 27 October ; and
almost certainly by the second week in October, for
the. Tory conference,

\




CONFIDENTIAL

Treasury Chambers, Parliament Street, SWIP 3AG
O1-233 3000
5 September 1980 r (440

C. Whitmore, Esq.,
Private Secretary,
10, Downing Street

Deaw Clive

Mike Pattison's letter to me of 3 September reported the
Prime Minister's discussion about monetary developments
with the Chancellor and Governor, and asked for a further
note about the handling of the banking figures to be
announced on 9 September.

Accordingly we shall be sending over to you on Monday
morning, 8 September the note on the August eligible
liability figures and their presentation in relation to
the Government's monetary strategy. Meanwhile the Prime
Minister may like to have a note summarising the different
pieces of work now being undertaken by the Treasury and
the Bank on a number of topics which were discussed at

her meeting on % September, together with an indication

of the timing in each case.

T am sending a copy of this letter to Roger Mayes at the
Bank of England.

-jrvd( eveas

)ahm %;Uwg

A.J. WIGGINS

CONFIDENTIAL
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000 |
5 September 1980

({, Masars W
C. Whitmore, Esq., ”////T’/’ .
Private Secretary, Blﬂw» ﬁM”’W’JL\
10, Downing Street . o vy A k:
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Mike Pattison's letter to me of 3 September reported the
Prime Minister's discussion about monetary developments
with the Chancellor and Governor, and asked for a further
note about the handling of the banking figures to be
announced on 9 September.

Accordingly we shall be sending over to you on Monday
morning, 8 September the note on the August eligible
liability figures and their presentation in relation to
the Government's monetary strategy. Meanwhile the Prime
Minister may like to have a note summarising the different
- pieces of work now being undertaken by the Treasury and
the Bank on a number of topics which were discussed at

her meeting on 3 September, together with an indication
of the timing in each case.

I am sending a copy of this letter to Roger Mayes at the
Bank of England.

jrw(( evewr

A}
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A.J. WIGGINS
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I “ €% Statement

A draft statement to accompany the EL figures and the August
CGBR figures on Tuesday 9 September. To contain:

a. an analysis of the effects of the corset.
—\

b. prospect for lower monetary growth for the rest of
the target period. Sticking to Medium Term Financial Strategy.

Ce profile of the PSBR.

d. announcement of National Savings package: main item is
increase in limits on and entitlement to indexed linked
certificates. Also intention to raise indexed SAYE limit to

£50 as soon as possible.

Timing: draft to Treasury Ministers by the weekend
: to the Prime Minister by lunchtime Monday 8 September.

m——

2e CGBR

Arrange to let the Prime Minister have the % month forward estimate

. of the Central Government Borrowing Requirement each month, with
a breakdown between the revenue, expenditure and Public Corporations'
and Local Authorities' borrowing elements.

Timing: preliminary report on September very quickly.
- first full 3 monthly forecast next month with the
revised forecast for the PSBR - quarter by quarter.

D PSBR

Prepare new forecast of PSBR for Prime Minister. To be done as

part of next forecast. Mr Burns will ensure that detailed attention
is given to the quarterly path.

Timing: forecast ready early October

' Note to the Prime Mirister as sgoon after that as
possible.

4, The Target and the Medium Term Stratemy

Target has to be rolled forward from mid-October. Some adjustments
will have to be made to allow for reintermediatisn, post corset as
forshadowed in Budget Speech. Announcement does not need to be made

in mid October. But need to have clear idea of where we are going
by, at the latest, before the Mansion House speech on 16 October.

:
Vo 05 47 praien =
et CONFIDENTIAL
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preliminary work being undertaken by Treasury and
Bank now to set out options, consistent with

medium term strategy.

- numbers to be finalised in early October af-er
AT
September money supply figures and next forecast

available.
————
5% Monetary Control
Present state of play: Question of whether to move to monetary base

is being carried forward towards a conclusion:

a. written comments on Green Paper have been received from
main institutions and a lot of discussion already taken

place.

-d
@ M""J‘ seminar arranged with analysts of all opinions (academic,
A Clty, institutions) at Church House on 29 September to
(e

dlscuss Green Paper.
et
Swd

@m“’" c. 4 supplementary papers:
| q/e measurement of capital - non controversial Bank

document. To be issued tomorrow in final form.
—————— A,

ii. foreign exchange positions: draft under discussion

with the banking system.

iii. Prudential Liquidity Document out and an intense
R ————

debate taking place with the banking system. The

ultimate objective is that a liquidity "norm" should
L

replace the reserve asset ratio.

These concern the prudential control of the banks under the

Banking Act. There is also:

iv. the paper about a new form of cash ratio which was

promised in the Monetary Control Green Paper. This

Paper is essentially about the way in which the Bank
raises its revenue by taxing the banking system and
about the way in which it influences short-term interest

" rates. This paper thus covers both hanking regulation and
EEm————

CONFIDENTIAL
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monetary policy?ggould be ready for issue before the

. [ —————
end of this month.

It is essential to ensure that none of these proposals would
prejudge decisions about moving towards more effective methods of

monetary control. Prudential questions can be settled after

we consider our attitude to changes in monetary control.

Timing: - potentially big institutional changes involved
so we should seek to ensure that if any change were
to be made this should be done so far as possible in
a staged way.

—

By mid October should assess the position about
m

monetary base and other alternatives to. present

———————————— . B

arrangements, and possible timescales.

Assessment would include identification of half way

stages which would give more flexibility to
interest rates.

6. Reserve Assets and Special Assistance to the Banks

A related issue to be sorted out. Papers with the Financial

Secretary who will take I'orward the extensive and continuing
work already done on this.

i Other Funding Ideas
National Savings decided, but other methods of funding might take

pressure off conventional gilts and long rates of interest.
Extensive analysis so far done suggests that indexed gilts

restricted to institutions are a hopeful possibility. The

Financial Secretary will be carrying forward this work.

g Market Intelligence

Governor urgently looking into this and assessing how the banking
system is likely to develop, post corset.

CONFIDENTIAL
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The Prime Minister is much preoccupied with what
she sees as a failure of monetary policy. Michael Alexander

is aware of the general direction of her anger.

Relations with the Chancellor are not good at present,
and with the Governor are appalling - at least in the PM's
eye. Clive will probably find this dominant in the
Prime Minister's mind this weekend. That is why I have
agreed with the Treasury that it will be helpful to have
a further short piece of paper for her over the weekend,
in the hope that this helps her to have a more useful
meeting with the Chancellor on Monday afternoon. (No time
is yet set, but her afternoon is more or less clear, and

you may want to settle a time before she gets back.)

/7

3 September 1980
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Summary Record of a Meeting held at 10 Downing Street at
1800 hours on 3 September 1980

Present:

Prime Minister

Chancellor of the Exchequer
Governor of the Bank of England
Financial Secretary to the Treasury

Mr. T. Burns )
Mr, P. Middleton ) HM Treasury
Miss P. Brown )

Mr. C. Goodhart, Bank of England
Mr., David Wolfson
Mr. Michael Pattison

The Prime Minister said that she had talked to a number of

bankers in Switzerland during her holiday. They were unimpressed
with our monetary control. She had been told that British money
supply was out of control, that her strategy was right, but that

it was not being properly operated. She returned home to learn

of the disastrous banking figures due to be announced on 9 September,
It seemed to her that the Bank of England was functioning as a lender
of first resort, not last resort. The clearing banks did not seem

to be deeply attached to the Government strategy. Indeed, they were
shovelling money out. The stability of MLR had made it too easy

for the banks to lend freely. The international banking community
realised that British money supply was out of control, and this would
become more obvious with the announcement of the following week's
figures. The Government must begin to take steps to get back in
control before the announcement. Public expenditure also seemed to
be out of control, and she was dissatisfied with the available estimates
of the shape of the PSBR., She was not seeking explanations, but
prescriptions for action. Money supply had been running at 15-16%
growth since February, without taking account of re-intermediation.
Bank lending had been at £0.8 - 0.9 bn per month, and the CGBR was

£2 bn for banking August. She was determined to see both money
supply and public expenditure back under control. She expected to

be told that this would involve increased interest rates. She was

SECRET
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prepared for this, but did not accept that interest rates would

stay up once raised.

The Chancellor said that the broad shape of the public expenditure
figures had been known in the Treasury. The last detailed Treasury
estimate had produced a figure of just over £9 bn for the year, and
that figure might still hold. Since April, forecasts had been more
or less met. There were major revenue variations: the next big return
of VAT was due in October. There did seem to be a total shortfall
to date of £0.5 bn from Customs and Excise (including VAT). The
economic downturn might have caused this. But this was to some
extent offset by increased PAYE receipts as incomes increased.

PRT should produce £2.5 bn - the first £1 bn of which had been
received this week. The remainder would come through in March.

BNOC advance sales produced revenue late last year and would produce

a further £600 m next March. The sale of assets was planned to
produce £500 - 600 m late in the year. There could be some shortfall,
At present, £500 m was anticipated from our EC Budget refund. An
additional distortion was caused by heavy public corporation borrowing
in this part of the year which would be recovered later from higher

charges.

The October PSBR forecast was under preparation. Of the
prospective overshoot about £200 m was directly attributed to the
recession. The picture was not a cause for major alarm, with the
exception of defence - where the spending profile still showed an

overspend of £400 m over the revised cash limit.

In further discussion, the Prime Minister expressed her concern

that borrowing forecasts always seemed to undershoot, not overshoot.
The forecasting system and spending profiles would need to be much
improved. If cash limits were successful at present, it was only
because the limits themselves were too generous. The real issue was
whether the Chancellor was in any position to say that the money supply
was under control and that targets would be met. She wanted to see

a detailed month by month spending profile. The Financial Secretary

explained that monetary control was not exercised on a month by month

basis. The quarterly return was the best available information.

/The Chancellor

SECRET
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The Chancellor said that his main worries were the levels
of borrowing and spending by local authorities, and the EFLs of
the nationalised industries. The Financial Secretary had been

looking at the way in which Government effectively guaranteed

local authority borrowing. This was an issue which needed tackling.

The Prime Minister said that she was far from convinced that the

truth of the position was yet known. She wanted to see a clear
statement of where matters now stood which needed to be updated
month by month. Mr. Burns explained that the latest forecasting
run would be completed at the end of September. The Prime Minister

said that, whilst the Chancellor had pointed to policy issues under
consideration for the future, some psychological levers would be
needed for the following week's banking figures announcement.

The Chancellor said that he recognised the need to give some shape
to figures for the rest of the year and to maintain confidence in
response to the figures on Tuesday. Some refining of control
mechanisms was necessary. He saw no case for any fiscal changes,
but was fully aware of the need to bear down hard on expenditure.
The Governor said that £2 bn in gilts was due for redemption by the
end of the year, so that £10.5 bn, with any necessary over-finance,

had to be found in the market in the course of the year.

In later discussion, the Governor presented his prepared
analysis of the economic situation. There was a marked inconsistency
between what was happening in the real economy and the performance
of the financial variables - PSBR and M3. M3 was developing as
should be expected with a monetary squeeze, but real incomes remaining

obstinately high. The Prime Minister said that this was not true

of the public sector. The Governor stressed that he was particularly
concerned with the private sector. The strength of the pound was

the greatest diversion from the Chancellor's budgetary forecasts.

The oil price rise played a considerable part in this, but the rises
had now worked through and the rate was still strengthening. So

the strong pound must be a reaction to monetary policy. The first
sign of lax monetary policy was a weakening in a currency. But if
money supply figures were bad, this offered prospects of high interest

rates, and therefore sustained the strength of a currency. The

/enormous
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enormous strengthening of the pound was much more than anyone had
expected. It was exercising a far more deflationary effect on
the private sector than had been anticipated in setting the targets.
The recession in output and employment was well under way, although
it had taken longer than expected to take effect. From this point,
there was a danger of a much greater acceleration than forecast.
Even if PSBR and M3 were out of control, there were no indications
in the real private sector economy to suggest a failure of policy,
but the exchange rate was a major consequence of the Government's
major monetary policy stance. Inflation prospects were now
encouraging. RPI had peaked well below 23%. Over the last 3 months
it was running at 11.3%. There was a similar sharp fall in wholesale
price whilst the latest CBI survey forecast the smallest range of
price increases for 12 years. Nor were there signs of lax money
supply in asset prices - neither house nor land prices were running
riot. The issue was what had gone wrong on the public sector side.
The skew in the funding figures was much worse than expected. Gilts
were about right, but other Government debt had yielded only £250 m,
not the projected £1150 m. The £2 bn excess on PSBR gave a total
of nearly £3 bn. With most of the planned £8.5 bn already used up,
the Treasury had to persuade people that this would swing back to
the £83 - 9 bn range.

The Prime Minister intervened to argue that the real problem

was the volume of money being pumped out by the banks. Some of it
was being pressed on companies who were not even seeking extended
facilities. The Governor responded that he was trying to show how
the components of M3 differ from the forecast. He felt that the
Prime Minister did not properly understand where the figures had
gone over the top. The bank lending was only £800 m up for the
period. The real dilemma was how bank lending could come down

in the future. The corporate rate sector deficit was up perhaps
£11 bn this year. In previous years the figure had been £6.7 bn
and £5.6 bn. Companies were finding their liquid assets down,

and were unwilling to raise capital (only £900 m so far this year).
With this huge corporate sector deficit, the personal sector had
bloomed. The funds had put their money in gilts, while others had
put money in banks and building societies. The greatest proportion
of bank lending was going to the corporate sector and to

unincorporated businesses. He characterised it as a domestic

OPEC situation. Money had to be recycled from the personal to the

corporate sector.
SECRET /The
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The Prime Minister interjected that the banks were being

allowed to print money for the corporate sector instead of collecting
from the personal sector. The banks were not nearly selective enough.
There was effectively no venture credit for small but sound businesses.
She doubted whether the banks really understood what was happening.
The Governor said that the major task was to get the balance right

by a major attack on the personal savings sector. The Prime Minister

said she felt that the centre-piece of Government strategy was being

undermined by her own supporters, Mr, Goodhart said that the capital

market was not functioning, and this had created a corporate squeeze.
The choice was simple. Either the banks lent to industry or many

more businesses would go bust. The Prime Minister said this

confirmed comments from her Swiss friends that the Bank was simply

unwilling to implement Government strategy.

The Chancellor said that the Bank was not simply brushing aside
the targets. All institutions of Government are trying to fulfil
the M3 target. Working back from the effects of reintermediation
it seemed that M3 had been growing at 15 to 16 per cent all along.
When he had assured the Select Committee that money supply was coming
under control, he had had no idea of the scale of reintermediation,
nor of the underlying picture. In retrospect the authorities might
have been too eager to help the system on liquidity, because interest
rates were thought to be too high. But if lending was restrained,
it would reinforce the imbalance against the private sector. The
Governor commented that if the Prime Minister were able to stop
lending to the private sector, companies would seek to raise money

overseas despite the exchange rate risk.

In the light of this discussion, the Prime Minister said that

she would wish to see urgently a plan covering four points: how to
get back to the 7 to 11 per cent monetary growth target, or how to
revise the target; whether to return 5&‘a base interest rate set by
the market; whether to use the re asset ratio to control lending
in addition to its role as a measure of prudence; and how to carry

to a conclusion the discussion on monetary base. The Chancellor
explained that he was working on these topics, and would be ready

to put proposals to her in the middle of October.

The Prime Minister felt strongly that she should herself see the

clearing banks. The Chancellor counselled equally strongly against
ECRET doi
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doing so. The Prime Minister deferred the matter until she

returned from her Scottish trip.

The Chancellor emphasised that these complex issues would have
to be taken step by step but there were three pressing questions
in relation to the 9 September figures. TFirst, was a substantial
rise in interest rates right? In view of the state of the real
economy he had doubts about this. Either interest rates were having
less effect on borrowing than expected, or larger variations in the rate
were necessary to achieve the desired effect. Secondly, the question
whether anything could be achieved through funding policy to get
interest rates down. One useful but small element would be an extension
of the "Granny Bonds'" principle through the population. He now had
ready a plan to do this in two stages. It would require a dispensation
on staff numbers by the Department of National Savings but the scheme
could be implemented from mid-November, He might hope to raise
about £1 bn, An announcement on 9 September might be appropriate.

The Prime Minister was content in principle. The third issue was

the one of pure presentation on 9 September. The Chancellor

was working on this, and would have proposals ready for the Prime
Minister on her return from Scotland. He confirmed that he would be

available for television and the media in general on 9 September.

3 September 1980
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From the Private Secretary 3 September 1980

S Tohn

As you know, the Chancellor and the Governor of the
Bank of England had a meeting with the Prime Minister today
to discuss progress in the money supply. The Financial
Secretary to the Treasury, Mr. Burns, Mr. Middleton,
Miss Brown from the Treasury, and Mr. Goodhart from the Bank
were also present.

The discussion centred on the issues raised by the
banking figures due to be announced on Tuesday. The
Prime Minister expressed her serious concern that the money
supply would be seen to be out of control. The Government
would need to consider urgently how to act in the face of
this situation. In the Prime Minister's view, it woculd be
necessary to draw up a plan next month covering four elements:
the question of how to get back on target for a 7 to 1l per
cent growth in money supply, or alternatively what revised
target to adopt; whether to go back to allowing interest rates
to follow the market; whether to use the reverse asset ratio
for controlling purposes as well as a measure of prudence; and
how to carry to a conclusion the Green Paper discussion on
monetary base.

The Chancellor said that he would be ready to come forward
with proposals on these matters by the middle of October.

The Prime Minister was uneasy about forecasting of PSBR and
CGBR. She asked to see the best available profile of the future
performance of PSBR. The Chancellor explained that the best
immediately available profile would be provided by the CGBR
three monthly forecast, and he would arrange for the latest
update to be provided.

The Prime Minister asked about the handling of the banking

figures announcement on 9 September. The Chancellor said that he
had been giving very careful thought to this, and would let the

/Prime Minister
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Prime Minister have a note by the time she returned to London
on Monday 8 September. There were two other issues which he
needed to raise with her in this context. One was policy on
interest rates, which would now need to be considered in the
context of the work commissioned for mid-October. The second
was the question of expanding, in stages, the "Granny Bond"
principle to the population as a whole as part of an effort to
mop up liquidity in the personal sector. He had a scheme ready
for announcement, possibly on Tuesday. The Prime Minister
agreed that this was a necessary step.

The Prime Minister will be returning to London around 1 p.m.
on Monday, and it would be helpful if you could ensure that the
necessary material reaches us before she gets back. If, on
reflection, you feel it would be useful to let the Prime Minister
see any further material on these matters over the weekend, we
should be able to arrange to get it to her at Balmoral provided
that we have it in good time on Friday afternoon. Perhaps you
could liaise with Clive Whitmore about this.

I am sending a copy of this letter to John Beverly at the
Bank of England.

Viws wer

s il

A.J. Wiggins, Esq.,
HM Treasury.




MONETARY CONTROL

A Facts: money supply increasing at underlying 16% since
= —— e e e S J 5
February - excluding reintermediation. Has been over 15% since

A S s e

July 1978 on same basis:
a. bank lending averaging about &1 bn a month - about
30% a year.
Dl PSBR £5 bn in 1lst quarter. CGBR £2 bn in August.

ce Reintermediation post corset much more than thought -

now expected to be 6-10%.

Problems with Present System

1l Can we do anything more to control the profile of the PSBR.

2 Can we do anything to restrain bank lending.

the banks simply respond to drawing down overdrafts

the 124% reserve asset ratio does not bite because the

Bank always relieve banks. If we sell gilts to neutralise
high bank lending, we have to lend back to the banks -

to prevent reserve asset pressure. Is there any alternative
to this as long as interest rates are set at the discretion
of the authorities.

is the increase in lending after the corset simply reinter-
mediation - or is the banking system out of control and
trying to expand in all directions. What is happening?

can we do anything by funding policy to take the pressure
off bank lending bygetting long rates of interest down.
Sell fewer gilts and more National Savings: problems for
building societies.

More Fundamentally

- How can we get back to a system in which interest rates
fluctuate and the market has more of a say?
2 possibilities a. monetary base
o} use present reserve asset system

Both of these at present would mean higher short term interest
rates - including base rates + mortgage rates. Yet the
economy is now in a sharp recession.

An essential transitional stage is the Bank's discussions
with the banking system on bank liquidity for prudential

purposes (in a bit of a tangle) and cash ratios (not even
issued yet).




- How are the present monetary base discussions to be

brought to a conclusion in such a way as to ensure that

at a very minimum we do not impede a move in this direction.
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MONEY MARKET RELTIEF MEASURES

The Bank made the attached press release at 10 a.m. today.
It simply announces the rolling forward of part of one of
the facilities - aimed at relieving money market pressures -
which soon falls due to be unwound. , Without this further
relief there would be a risk that short term interest rates
would be driven up as banks bid for funds to relieve the
pressure on their liquidity.

Measures of this kind are now commonplace. We would not
normally expect any adverse market reaction but, following
Tuesday's money supply figures it might appear that the
authorities were in fact easing their monetary policy.

Line to Take
1) These are technical operations designed to avoid upward

pressure on short term interest rates beyond that necessary
to maintain monetary control.

2) The money market pressure arises from a shortage of liquidity,
in turn a consequence in part of substantial gilt sales and,

in the future, calls due on sales of part paid gilts. The
measures are not aimed at preventing a rise in interest rates
generated by market concern about the monetary prospect.

3) It would hardly be appropriate to change the stance of policy
in response to the July money supply figures, when these so
heavily obscure the underlying change. Today's announcement is
the neutral policy; not to have announced the partial continuation
of the facility would in fact have been a change of policy

given the likely impact on short term rates.

4) The authorities judge that the current level of interest
rates is appropriate to ensure that the underlying rate of
money supply growth will be consistent with the target for the
year to nmext April. Reintermediation - one of the major
distortions in banking July's figures does not of itself modify
what is likely to happen to the underlying rate of growth.
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PRESS RELEASE to the five news ~agencies for release at 10 am
on Thursday 7 August: ;f
e .;'_A

® | | |
-Tha temporary facilities for the sale and repurchase of gilt—edged
securities made available by the Bank of England to the bauking
gystem on 27 Jhne, and taken up on 4 July, expire on Fonday

11 August. " The Lontinuing praessures on the short-term moﬁé;
market, arising in purt from the substantial calls that are f
payable on recent cifxcial sales of partly-paid Government debt,
make it 1nopportune FOYMtiTe whole amount of the special tran;actlons
to be unwound, and thte Bank of England has accordingly dec;dgd

to offer further facilities to the banking system for take ub on

11 Auvugust.

the facilities are again to be offered to those institutions that
. 3

are subject to the reserve asset ratic requirement, and thegfwill
be for 1% of each institution'é eligible liabilities at'the :
mid~July reporting date. A facility relating to over 2—year
Government-guarantgedAexport.credit or shipbuilding papar ;;
offered as a supplement to a séle or repurchase operation ié:
‘gllt-edged securities (as"it was in the facilities taken uévan
11 July). There will again be a minimum size for the total
transaction for each instltution of £%X mn. JE the deilitieS
were fully used, the aggregate amount made availnbla would’ bﬂ
gome £500 mn. Transactions under the facilities will be unaoun&

on Monday 8 Septemberx, and interest on the funds made availgble

will be charged at Minimum Len&ing Rate.
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Treasury Chantbers, Parliament Street, SWIP 3AG
01-233 3000

1 August 1980

T.P. Lankester, Esq.,
No.1l0, Downing Street

O(a,\l TLM )

MONETARY SITUATION

When the Chancellor spoke to the Prime
Minister yesterday morning, he promised her
a note on the current monetary gifuatdan
for her weekend DOX. This 1s attached.

i

ot

A.J. WIGGINS

Touweny b et
M/W"(""\k\ku,u W"j.n'




SECRET ;

JULY MONEY SUPPLY FIGURES

The preliminary analysis of the monthly returns for banking July show
that £M% grew by £2.9 billion (5.0%).An indication of this figure will
be gi;g; by the B;;E.%:_;Z;E agencies, in the normal way, at the same
time as the publication of the Eligible Liability figures at 2.3%0pm on

Tuesday, 5 August. The full figures, together with the analysis of
counterparts, will be published on Thursday, 14 August.

2. The Annex to this note sets out the main counterparts of this growth,
as currently estimated, and compares them with the average of the last

four ﬁont's, as well as setting out the cumulative position in the first
five months of the current target period. The figure of the growth of
the money supply could change slightly - by perhaps up to 4% - before
the final figure is published on Thursday week: the figures for
counterparts could change by more as the analysis of the returns is
completed.

3, As the following paragraphs on particular elementsbring out, the
very high figure for banking July is due to some combination of:-

reintermediation, that is bringing back onto banks'

balance sheets business which was diverted during the
operation of the SSD scheme, without actually affecting
underlying monetary conditions: the most clearly
identifiable example of this is the bill leak which has
unwound to the extent of £1 billion dIEZEET%ZZiing July;

~———

the adjustment by banks of their balance sheet structure

following the end of the SSD scheme: the prouportion of
banks' balance sheets lent to the private sector has
been growing, and that lent to thepublic sector falling,
e AT TN ST S ey

for some time. The banks siggificantlx increased their

holdings of Treasury bills, gilts and local authority

debt during the month;

L 1dd. . fa bildo ip monetary'growth: for example, there now appears
to be a well established 3 monthly cycle in the level of

£ i
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bank lending to the private sector, and July was
another high month in that sequence.
(T —————
It is impossible to say precisely how much each of these elements
contributes to the total, or indeed whether the underlying rate of
monetary growth is also running above the top of the target range. We

may learn some more about the extent of reintermediation from the
discussions which the Bank is currently having with individual clearing
banks about their figures,and from further analysis of the returns
generally. Any conclusion about the underlying trend must similarly
really wait for the banking August figures. However, as expléined in
the paragraph below on the development of other aggregates, there are
some grounds for disquiet. N g

T—————

Main Developments in the Counterparts

4, The Central Government Borrowing Requirement was exceptionally low
in banking July at £0.4 billion (the calendar month figure to be
publishégiggill August was only a little higher at £0.8 billion). There
will however be a further high figure for the CGBR in banking August,

S,
partly because of the effect of the income tax refunds affecting the

payments from employers to the Inland Revenue during the month.

5. The take-up of central government debt, particularly gilts, outside

P

the banking system was much lower than had been expected, given the very

K ]
high gross gilts sales by the Issue Department. The banks appear to have

increased their holdings by £0.6 billion, a much larger amount than had
been expected: this is an important element in the restructuring of

banks' balance sheets referred to above. The overseas take-up of gilts
(£0.% billion) was relatively modest. The non-bank sector's holdings of

other public sector debt was reduced during the month, largely because
of the eatent to which the banks were bidding for Treasury bills,
probably partly as a result of the pressure on reserve assets ratios.

6. Banks lent £0.6 billion to the rest of the public sector during the

month, overwhelmingly to local authorities. We have not yet any basis for
— T ——————

ol
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telling how far this was a form of "reintermediation", in which the

banks were bidding short term local authority debt away from non-bank
holders, and how far it was the result of a high local authority borrowing
requirement during the month. We may have a better idea of this when

we have the results of the local authority borrowing survey for 31 July.

7. Sterling bank lending to the private sector was at a record level
of £2.4 billion. However, the bill leak was reduced by £1 billion, so
the adjusted figure is only £1.4 billion. This is very much in line with

the peak levels of banking January and banking April. Unless there is

a significant further element of reintermediation which we have not
identified, therefore, this figure indicates that the level of bank
lending is continuing at about its recent level, rather than declining.

The increase in clearing bank lending (not seasonally adjusted) was
£2.2 billion. Of this £1.3 billion was to manufacturing industry -

#
a phenomenal increase of 21% of the stock oustanding in one month. The

other major sector for which advances increased was the service sector
though their increase was only some 6%. The increase in personal lending
of just over £0.1 billion was more than accounted for by interest debited

ey
to accounts. .

8. Sterling lending to overseas was also nigh (£0.7 billion): it would

appear that this too included some element of reintermediation.

9. Taken together, these elements made DCE £3.7 billion, very little

less than the total for the four previous months taken together.
—— m

The Other Aggregates

10. All the other monetary aggregates appear to have risen sharply in
the month also. Ml rose by nearly &1 billion or 3.6%: this follows a

run of months over which it had, on average, hardly moved at all. DMore
significantly, measures of private sector liquidity which are less

distorted by reintermediation also rose strongly. The narrower measure,
PSLL, which is £M? together with non-bank holdings of bills and of snort

———

=
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term public sector paper, is estimated to have risen by 2.2%. This

had been rising more rapidly in recent montns than £M3, bPecause of
disintermediation, so since February its annual rate of growth has been
just over 20%. The wider measure of private sector liquidity, PSL2,
which also includes deposits with building societies, rose by nearly

2% in the montn bringing the rate of growth since mid-February to about

17% per annum. It is the fact that these other measures, less affected
Nm——

by disintermediation and now reintermediation, are all growing fairly

rapidly which gives cause for concern that not all the growth in £M3

this month was due to special factors,so underlying monetary growth may

be exceeding the target range.

The PSBR

11. The PSBR in the first 3 months of the financial year is now
estimated to have been £5 billion -~ subject to an error at this stage

of plus or minus £250 mllllon. Th;s 10 51gn1flcant1y more than half

the Budget estimate of £8% bllllon/ Therc are some grounds for thinking
that this year the PSBR will be even more front-end loaded than last
year, when one third of the final borrowing requirement was borrowed in
the first 3 months - one element in this is the retiming of FPRT which
has removed £0.7 billion of receipts from those months, while because

of the rising trend, receipts in the rest of the year are eapected to be
over £ billion above what they were last year. A similar point arises
on the forward oil sales, where BNOC is now deliverigggpil against the

ggvance payments made in March. That said, the forecasters now consider

that their central estimate for the PSBR this year has risen by rather

more than £1 billi since the Budget. The largest elements in the
change are additional supply expendlture of £0.4 billion, and a

reduction in the estimate of excise duty revenue of like amount.

Conclusion

12. A large element of the exceptional increase in the money supply in
banking July was almost certainly due to reintermediation, and other

- 4 -
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adjustments to the structure of banks' balance sheets following the

end of the SSD scneme. This will almost certainly be accepted by the
markets. The point will also be made that while it is difficult to
interpret the data, and so to identify the underlying rate of monetary
growth, it would be premature to conclude that the underlying rate was
outside the target range. The market may well be willing to suspend
Eaagement on that, so that any adjustment in market interest rates and
the exchange rate will not get out of control in a way which forces the
authorities' hand. But there must be a very real chance that the

August figures would confirm the grounds cited above for concern that the

underlying growth is too high.
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. RECENT BEHAVIOUR OF &M% AND ITS COUNTERPARTS

£ billion, seasonally adjusted

Average Cumulative
banking banking
March-dJune banking  March-Jul
(4 months) July (5 monthsg

Central Govt. Borrowing ,
Requirement +0.71 +0.42 +%.27

Purchase of Central Govt. debt
by non-bank private sector
(increase:-) -0.59 =049 -2.78
of which: gilts (-0.55) (-0.55) (=2.76)
other (-0.04) (+0.14) (-0.02)

Net other public sector : +0.05 +0.58 : +0.79

Sterling bank lending to:
private sector +0.70 +2.4% +5.22
overseas +0.10 +0.66 +1.08

Domestic Credit Expansion +0.98 +%.68 +7.58

External and foreign currency
finance adjustment -0.28 -0.42 -1.56

Net non-deposit liabilities, etc. -0.14 -0.34 -0.89

£M3 +0.55 +2.92 +5.1%
% increase 1.0 50 21.0*

Memo item

Sterling bank lending to the
private sector plus "bill leak"

PSL1 (% increase)
PSL2 n "

*at annual rate




A Bank of England spokesman said that preliminary information
suggested that E£M3 (seasonally adjusted) may have grown by about
5% during the month. This figure may of course need to be

revised in the light of subsequent information.

The spokesman commented that the July figures were massively
exaggerated by the unwinding of distortions within the financial
system that had built up over the pgriod of operation of the
Supplementary Special Deposits Scheme (the "corset"). As one
example of this, provisional information indicates a fall in the
volume of bank acceptances held outside the banking system
equivalent to about one third of the recorded increase in £M3.

- Other forms of post-corset adjustment canrnot be measured as
precisely. But there appears to have been a correspondingly
large increase in the banking system's claims on the public
sector which had been run down through the corset period; and
there may also have been some switching of foreign currency or
offshore sterling transactions back into domestic sterling

associated with the ending of the corset.

While it is difficult to interpret the data, and thus accurately

to identify the underlying rate of monetary growth, the
authorities have’no'reason to conclude that the July figures

represent a sudden upturn.




THE MONETARY CONTROL SEMINAR

Tntroduction

i There is no fixed timetable ﬂm:theday!sproceedings; we would,
however, hope to cover most of the subjects raised in paras 2-9
below (ie to discuss various aspects of the debate on monetary base

control (MBC) in theory and in practice) in the morning sessions.

The time horizon for ronetary control

2 The first issue is the period over which control is sought.
Ts there general agreement with rhe view expressed in the Green
paper that month-by-month cortrol is not essential and that it is
doubtful in any case whether any form of conixol could act with

such precision?

s We would then like tO ciscugs the way in which MBC works and
{o clarify the implicatioens of MBC for the behaviour of banks.

In particular would MpC affect the volume of funds that banks
were willing to provide at any given price? in this context,
the Group might consider the views put forward by Dr Mervyn Lewis
in the attached papexr (to be published shortly in %he Banker) .

Is the distinction he draws between retail and wholesale banking
a valid one? Would the banks respond to control of the base

in the way he suggests?

4 This naturally leads into questions about the implications of
MBC for interest rates. We would welcome views on the implications
of achieving a given monetary target by MBC rather than the

present methods . Would interest rates on average be higher

or lower; and would the volatility of interest rates be increased

or reduced?

Mandatory forms of MBC
& The discussion might then move on to mandatory forms of MBC.
Having sct a mandatory minimum then (except in a system of lead

accounting) it is arqued in the Green -Papex that the authorities




would have to ensure that sufficient base was in fact available

at the time when the requirement was to be met. Is this

agreed? If so, the main issues then concern the methods

by which it would be made available and the interest rate at which
assistance was given. What would be the role of the authorities'
judgment and what the role of the market in setting interest

rates under such a system?

6 A mandatory system has been criticised as inequitable, implying

a discriminatory tax on banking. Tt has also been suggested that
disintermediation could occur in response to mandatory MBC as it did
in response to the corset. Do these arguments point towards

a non-m~ndatory form of MBC, at least as the better option to consider

for the long term, if some form of MBC is favoured?
Mon-mandatory MBC

7 A non-mandatory MBC would probably involve more fundamental

changes in the structure of financial markets. We would welcome

discussion of the nature and the extent of these changes.

8 A non-mandatory control works only if the demand for base has

a predictable relationship to the money supply over an operationally
relevant time period. But varying degrees of liquidity would

alsc be offered by ireasury bills, etc, even if these assets were
no longer rediscountable at the Bank of England. would the
existence and variability of the stock of such assets complicate
any relationship between the base and money? If so, does it

carry implications for debt management policy under a non-mandatoxry
regime, either because of the implications for banks' likely

demand for base or because we should take account of the size

of the stock of near-money assets created by central government

and other borrowers in assessing monetary conditions?

9 Most forms of MBC would involve to some degree a modification of
the lender of last rcsort facility. Tt has been suggested that
some form of 'half-way house' could be devised, which might limit
rather than abolish lender of last resort facilities (and so

presexrve many of the characteristics of the present systen) while

still moving towards the principle of non-mandatory MBC - that cash




is a distinctive asset which banks will feel the need to hold in
some predictable relationship to their deposits. Is such a
half-way house possible on either a theoretical or practical
basis? What would be the implications for the structure of

financial markets and for the nain borrowers and lenders?
Broader issues

10 We would like then to broaden the scope of the discussions
. and to consider briefly some of the general issues in the debate

over rules versus discretion in the conduct of monetary policy.

11 In this context, we might consider the system of automatic

interest rate adjustments optlined in Chapter 5 of the Green Paper.’

12 There will also be an opportunity for members of the Group to
raise other issues relevant to the debate ovexr monetary control.

We do not exrpect clear conclusions to emerge but we éo hope for

come indication of the range cf views on the direction in which

monetary ccatrol methods should develop.




1S MONETARY BASE CONTROL JUST INTEREST RATE CONTROL IN DISGUISE?

Is monetary base control merely "a means for the markets to generate
the interest rates necessary to bring the rate of growth oEAthe

money supply back towards the desired path" (Creen Paper — our
emphasis), or is it something more? If the former, most of the
participants to the flagging monetary control debate could eventually
reach some form of accommodation,'in which interest rates are left
more to market forces. Many of the critics of present monetary

policies really wanted no moce than this in the first place.

The idea that control of the money supply via the monetary base is
ditfcrent from interest rate control was stated forcibly by

Milton Friedman to the House of Commons Select Committee (as reported
in The Obscrver, July 6):

vpirect control of the monetary base is an alternative to ....
interest rates as & means of controlling monetary growth. « Of

course, direct control of the monetary pase will affect interest
rates, but that is a very different thing from controlling monetary
growth ~hrough interest rates."

1f monetary base control is different, we must ask how it works and
p-ovide a frame of reference for evaluating its costs and benefits
vis-a-vis interest rate control. our concern is with the behaviour
of the banking system, for this is where the money supply problem
currently exists.

Base money (alias high-powered money OT simply cash) is important to
the banking system because it is the ultimate means of payment.
Convertibility into cash is one of the characteriétics expected

of deposits which are treated as 'money;, while transferability in
the settlement of debts and to make payments is a distinguishing
feature of banking services. In an overdraft systeﬁ, transfers can
also be madc from accounts in debit, so that liquidity services are‘

provided on both sides of the balance sheet. Banks can be




visualised as purchasing primary securities, pooling them to eliminate

risks and combining them with capital, labour, materials and
high-powered money to create ‘1jiquidity'. High-powered money has

the role as an input into banks' production function.

How much high—powered money 1is required by the hanks depends On the
nature of the production process and on institutional arrangements.
Banks providing lfquidity serxvices face uncertain demand for cash
from deposits and from loans where there are undrawn facilities or
open credit lines. They are able to employ the law of large numbers
to keep cash at low levels, but cannot eliminate the nezed for cash
completely. As a bank lends or invests, the loss of cash puts it in
a position where any subseguent deposit withdrawals or loan demands
may necessitate sales of securities at a joss or interbank borrewings
at unknown rates. These possible costs must be balanced against

the benefits of increased income. in this way, the availability

of cash limits panks' acquisition of non-cash assets.

Control of the money supply 1is exercised by restricting the guantity
of the factor of production: pase money, to the banking industry.
Since the monetary authorities have a monopoly over the production of
this factor input, they can make it available in less than perfectly
.elastic supply: in the limit, the supply could be made perfectly
inelastic. Banks are then in the same position as firms ir. any
industry for which the inputs required for production arc available
only at sharply increasing cost. For an individual bank, the
restriction of the supply of base money imposes an external cost as
banks in the system ¢xpand deposits and bid for reserves. (Each
bank's supply response is a mixture of a movement along a short-run
cost curve and a shift of that cost curve as rising factor prices
impose an external pecuniary diseconomy.)  AD individual bank can
react in a variety of ways: by pidding for inter-bank funds, raising
deposit (and loan) rates, improving services, cutting back on new
facilities, cancelling or reducing existing facilities, selling CDs,
disposing of bills or bonds. The route actually chosen will be

the one most profitable to the bank.




One immediate difference from the interest rate mechanism presently
operated is the involvement of the banks. Following the removal of
the corset, the banks are now almost passive spectators AinEtEhe
process of monetary control. In response to an increase in MLR,
thein 5ok iisito rajse base rates in line (which they have done) ,
but that is about all. The Bank of England, as it were, appeals
directly over their head to the public's demand for credit. In the
meantime, the banks can continue to push out facilities with relative
impunity. If borrowers are not dagnted by the.higher interest
rates, fhe banks could conceive their job to'include bidding for
deposits and reserves to sustain any expansion of advances.

Monetary base control, by contrast, impinges directly upon banks'

decision-making and provides a pecuniary incentive for them to

participate in the process of adjusting their balance sheets to the
dictatesz of monetary policy.

A second difference concerns the adjustment mechanism, which, under
mosietary base control, would be chosen by the banks on profit-maximising
grounds. At present, the form of the adjustment (c3 interest rates
_operating upon credit demand) is chosen by the authorities. If that
Fanisimte authorities must either raise rates further, or wait for
credit demands to subside. Until the latter =ventuates, banks are supplij
with cash io prevent them running out of reserves. Left to themselves;,
banks cculd well checose to respond to a reserve shortage in the same

way - by raising deposit and loan rates. Should interest rates fail to
restrain tie demand for money or credit, this could not be the end cf
the matter. A reserve deficiency would still exist and banks would

be forced to try something else. Some assurance would exist that

the adjustments would proceéd until monetary growth came into line.

The idea that there is some new breed of banker who will always

eschew asset management for liability management is patently false.

I1f interbank rates are bid up high enough, it would pay some banks

to sell bills and bonds to the private sector in order to obtain'

funds for lending out in the interbank market. Liability management

is allowed to succeed because the Bank provides the reserves needed

to validate deposit expansion.

pPerhaps the most important difference is in terms of the implications
for behaviour next time round. Once banks are forced to make up

reserve shortages by borrowing interbank at 'penalt cost' or b
s Y C )




selling securities at a loss, they are likely to exercise much
greater care in future when granting facilities and open credit

lines. Unused facilities are a valuable source of liguidity to
customers, and banks might, in different circumstances, be expected to
vary the 'price' for this service. There would also be an incentive
for banks to refrain from lending and build up reserves when reserve

shortages are anticipated. Accordingly, surges in monetary growth
may be less likely to occur.

In this description, monetary base controlbié qualitatively different
from interest rate control. At the aggregate level it operates by
imposing a quantitative retriction upon banks' intermediation. This 1is
translated dirvectly into individual banks' profit calculus. Both the
initial respcase and subsequent adjustments are determined by market
forces, and the revards and punishments these forces give to banks
would seem very cornsiderable benefits indeed. Unfortunately, it is

nct as easy to be clear about the possible costs.

For restraint upon cash to be an effective control device, it is not
enough that its supply be inelastic, as is witnesséd by the idea of
using negotiable licences to control banks' deposit expansion. As
with base money, the supply of negotiable licences would be moncpolised
by the authorities. As banks expand beyond allowable limits,
variations in the market price would raise costs against individual
banks. Yet is is generally agreed that such a scheme would encourage
banking to be done outside the controlled area - particularly in
offshore markets. Would the same consequences follow from monetary
base control? If banks' holdings of base money were involuntary, as
under a reserve requirement, this might well be the case. But we have
argued that banks' demand is a voluntary one based on a production
function for liquidity services, not an arbitrary restriction upon
institution designated to be a 'bank'. Institutions in the
Furosterling market (not that such a marketlcan really be said to exist;
thanks to the Bank of England) which provided substitute liquidity
services, would require inputs of high-powered money, just as is the
case in domestic markets. What competitive advantages would they

have over domestic banks to be able to attract the deposits and
reserves needed for liguidity production? Much the same question must
be asked of the idea that non-banking intermediaries in domestic

markets would provide substitute liquidity sexvices:




put are ligquidity services the distinguishing characteristic of money?
1f they are, then perhaps one-third of E£M3 should be excluded from the
definition. This is a conservative estimate of the amount that
represents wholesale funds of the non-bank private sector, much of
which is held in banks which specialise in wholesale banking. This
type of banking differs substantially from retail banking, which is the
model outlined earlier. Retail banks exist by producing liquidity
services; they endow claims with attributes of capital certainty,
convertibility and transferability. The economic basis of wholesale
banking is to lower transactions costs in markets for corporate
boriowing and lending and to intermediate within the term structure of
interest rates. In contrast with retail panking, in which virtually
all deposits are in sterling and withdrawable on demand (ermatRveEY
short notice), wholescle deposits are for various maturitiss ard in a
variety of currcncies. Unlike retail deposits, where cach bank may
have millions of small accounts, to which the law of large numbers cain
be applied, each bank in wholecale business may have only a few
hundred large accounts and is not large encugh, reciative to the total

market for wholesale funds, to opply the same principles.

Because the economic pasis of wholesale barnking is different and the
balance sheet structure differs, a different 'production process'’
applies. A substantial degree of matching of currency and marturity
is the rule, even when, with non-bank business, substantial maturity
transformation occurs. (Maturity transformation in sterling
wholesale banking is only slightly less than that which now occurs in
Euro-currency business.) A critical role is played by the interbank
market in ‘reconciling' the public's preferences with those of the
banks. Funds are channelled from ultimate lenders to ultimate
borrowers through several banks. What begin as short-term deposits
finish up as rollover loans of several years' duration. Each bank

is mismatched, but not to any great extent, and no one bank is left

with a large share of the transformation. This is in marked contrast

to retail operations, in which the transformation is undertaken

fully by the bank accepting the deposits. 1t follows that the Bank's
proposals about prudential liquidity. with the higher requirements

in interbank funds, strikes at the heart of wholesale banking,

and indicates a failure to understand this type of intermediation.




our immediate concern, however, 1S that, for wholesale banking
activities, there is no demand for base money . In this sense; much
of the British banking system has already progressed to a cashless
society. Even the concept of a reserve ratio has little meaning,
for the demand for marketable securities (bills, CDs) to cover an
open position depends on the mismatching, ﬁaturity by maturity,

not upon any scale measure of the total balance sheet.

Restraint upon the supply of base money will curtail retail banking

and those substitutes for retail banking which involve the production
of liquidity services using inputs of high-powered money (or, in a
pyramid of credit, claims against retail banké). 1f, as we nave
argued, wholesale banking involves different services and different '
production processes, it is unlikely to be constrained directly by

monetary base control. The vital question, then, is, should it?

Analogles are helpful, but which is the correct ore? At one extremé,'
we could, as Fr iedman dcues, liken the production of money to that of
motor cars, with high-powered money like steel. Steel is a vital
and irreplaceable input to the production of motor cars, at least in
the short run. By restricting the supply of steel, control could :
be exercised over the production of motor cars, even though there

are different brands and different models. Alternatively, we could
envisage money to be like containers. There are several different
:types of container (steel cans, glass, aluminium, plastic) and many
different production processes involving quite dirferent inputs.

Each type of container, and its associated input, has its distinctive
merits, but all can be substituted at a prrces Is the same true of

different forms of panking and finance more generally?

Thus the monetary control debate is really a debate about the first
principles of monetary economics. Is the aim of monetary policy to
control something special called money, or is it to control all
borrowings and lendings and all forms of financing in the economy?

In the latter case, the Bank's interest rate policies are clearly ,
appropriate. But if money does haVe.a special place, it is unnecessary
and inefficient for the Bank to control all borrowings and lendings




when a more direct means of controlling the relevant money supply is

available. Monetary base control will involve interest rate
variations as a by-product or as a means to an end, but it may not
prove necessary to deflate all borrowings and lendings and alter all
credit conditions in the economy on the way. Altering all financing
demands in order to change one particular form of financing is a

_blunt instrument.

There is something to be said for both views. Proponents of monetary
base control have, somewhat slavishly, applied a theory developed in
the United States, with its preponderance of retail banking, to the
QUite different environment of the British banking system. On the
other tand, it is surely the case that those bank and non-bank

claims which are backed (directly or indirectly) by base money are
more tiquid than much of wholesale money, which differs little in
character from commercial paper. By ignoring the importance of

base money to liquidity production, the Bank has overemphasised

wheolesale banking and failed to distinguish money from crecdit.

24 July 1980
M K Lewis
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CONTROL OF THE MONEY SUPPLY UNDER MR HEALEY

You suggested that the Prime Minister may wish to reiterate

the comments which the Chancellor made on Mr Healey's record of
controlling the money supply, during last week's Industry
debate. I attach a draft speaking note which was provided for
the Chancellor on that occasion and which the FIM could use.

The paragraph was provided to refute Mr Healey's earlier
assertion that money supply growth in the last year of his
Chancellorship was lower than in the first year of the present

Government. I presume you will attach a copy of the relevant

extract from last week's Hansard.

Diws koo

T LENNON
15 July 1980
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DRAFT SPEAKING NOTE

The problem with the last Government was that the Rt. Hon.

Gentleman completely lost control of the money supply in the

last two years of his administration. Then the money supply

was running at an annual rate approaching 14% compared with a
more modest 73% for the preceding two years. It was this

legacy of an accelerating money supply that the Rt. Hon. Gentleman
left us. Even so, in our first year we have managed to bring
down the rate of increase from that we inherited. This improving
trend has continued; and over the last 6 months £M3 growth at

an annual rate has been within the 7-11% target range.




785 Industry (i Govl. Policles)

Sir G. Howe : The right hon. Gentle-
man, much more recently, in a debate in
January last year, told the House :

“The Government are determined to main-
tain the monetary policy to which they have
pledged themselves and the fiscal policy im-
plied by the monetary policies.”—[Official
Report, 25 January 1979; Vol. 961, col.
755.]

The trouble is that he was not so pre-
pared, but we are. I hope that we may
continue to count on his support. Unlike
some of his hon. Friends, the right hon.
Gentleman——

Mr. Healey: 1 must point out to the
right hon. and learned Gentleman, as 1
bave done in every debate since the
election, that a monetary target of 8 per
cenl. 10 12 per cent. with inflation
running at under 10 per cent. is perfectly
consistent with the growth of British in-
dustry, and was so. A monetary policy
which sets a target which is well under
half the rate of inflation created by the
Government is one with which industry
and Government cannot live.

Sir G. Howe : We shall examine in a
moment the responsibility for the present
rate of inflation. The right hon. Gentle-
man will not find himsclf casily acquitted.

The link between monetary policy and
inflation is crucial. The right hon. Gen-
tleman understands that, At any given
time, one may identify one or more tem-
porary factors affecting inflation. Re-
cently, as 1 have remarked, there was
the rise in world commodity prices, not
unconnected with the doubling of world
oil prices. In the United Kingdom,
wholesale input prices, dominated by
imports, including oil, increased by
ncarly a quarter over last year. By con-
trast, they were falling in the last year of
the previous Administration. There are
the price increases that follow from the
necessary reduction in subsidies and fin-
ancial support for the nationalised indus-
tries. In the period before the election.
increases  in  rates and nationalised
industry prices had not matched the
impact of cost increases. That unsound
price structure had to be corrected. There
are the short run consequences in the
change of the burden of taxation from
direct to indirect taxation.

I remind the House that the cffect on
the year-on-year inflation rate of the
changes made in my first Budget will
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pass out of the retail price index when
the index is published in August.

The last but not the least of the short-
term influences on the rate of inflation
has been the backlash from the previous
Government’s pay policy. The disinte-
gration of that policy led to immediate
and accelerating pay increases far greater
than the country could afford and be-
queathed an inheritance of large and
disruptive catch-up awards in the public
sector stretching well over a year ahead.
The clutch of staged comparability
awards is estimated to have cost almost
£3,000 million in a full year. Of that
total almost a half falls on the local
authorities’ pay bill, with inevitable con-
sequences for the rates.

Those are the short-term factors that
have been at work, but, as the right hon.
Gentleman reminded the House, the real
and underlying causes of inflation usually
lie in the past. The past year is no
exception. The rise in prices over the
the Jast 12 months reflects primarily
the acceleration of monctary growth and
fiscal expansion during the last two years
of the right hon. Gentleman’s steward-
ship at the Treasury. Whereas sterling
M3 rose at an annual rate of 7 per cent.
between mid-1975 and mid-1977, it in-
creased at more than twice that rate
between mid-1977 and mid-1979. That
acceleration was associated with a major
change in the budgetary stance with in-
creased public spending and tax cuts that
he embarked upon in autumn 1977.

Mr. Jack Straw (Blackburn) rose-———

Sir G. Howe: 1 shall give, way in a
second.

In our first year, we have managed to
curb the money supply increase that we
inherited. Over the Jast six months, sterl-
ing M3 growth, at an annual rate. has
been within the 7 to 11 per cent. target
range.  We have not shrunk from the
painful and other fiscal measures (hat
were necessary. 1 stress that the high
rate of inflation with which we are cur-
rently grappling was largely caused by
the right hon. Gentleman's failure 1o
exercise sufficient control of monetary and
fiscal policy.

Mr. Straw: If it is correct that the
rate of moncy supply in the previous two
years caused the present level of inflation,
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Present: The Prime Minister
Chancellor of the Exchequer
Chief Secretary
Sir Douglas Wass
Mr. Terry Burns
Professor Matthews
Professor Griffiths
Professor Hague
Professor Minford
Professor Ball
Mr. Christopher Foster

Mr. T.P. Lankester

Professor Minford said that, since last November, the

Government had got a grip on the flscal and monetary environment.

The Medium-Term Financial otrateg ?was the cornerstone of the

Government's economic strategy, and it was cruc.al that people
should understand this and be influenced by the targets that
had been set. There were signs that the credibility of the
strategy was beginning to take hold. But the battle was still
to be won, It was- essential that the Government should '"see
it through', and give no sign that it was going to relax.

The current method of monetary control was not ideal, but

the authorities had to live with it for the time being.

Their objective should be to stay well within the monetary target
range - and probably at the lower end of it. Only by a
progressive reduction in the PSBR and by sticking to the
monetary targets would the infiationary psychology be cracked
and would there be any prospect of recovery of the real
economy .

Professor Matthews said that it was important that the

Government should not over-estimate its powers of bringing about
recovery. The 1940s, 1950s and 1960s had been years of
success; the 1970s had been years of significantly worse
performance, and it was far from clear exactly why there

had been this deterioration. If Government claimed too much
for its ability to change things, there was a real risk of

disappointment. He agreed in general terms with the Government's

/strategy.




strategy. But he was nonetheless concerned that the strategy
might fail - with the'result that, after much pain, a Leftist
government might be returned with é commitment to destroy the
market economy as we knew it. In:drder to reduce the short-
term cost of the strategy, he strong®y favoured a lower exchange
rate. He believed this could be achieved by “talking it down'.
There was no point in companies getting rid of restrictive P
practices and improving efficiency if they were still going to
collapse or run down because of an excessively high exchange
rate. It was all very well to say that companies and employees
had to adjust to the 40 per cent loss of competitiveness since
1976 by greater efficiency and more realistic pay bargaining;
but the extent of the adjustment that was required was simply
too great. On the other hand, he accepted that there was

the danger that any announcement designed to get the exchange
rate down could all too easily be interpreted as implying

that the Government was moving away from the strategy.
Profeséé}vMatthews also said that it was important not to take
too insular a view of Britain's problems. At present, we
were disinflating more than other countries. He hoped that
in due course we would be able to move more into line with
them.

Commenting on the exchange rate point, Professor Minford

said that the only sure way of getting the real exchange rate
down was for people to price themselves into jobs. I Hlge

inal ; sho e
were possible to get thgﬂgégﬁange rate down without shifting

away from the medium-term financial strategy (and in his view
this was very doubtful), it would only aggravate the problem
of inflation. Mr. Burns said that the 40 per cent loss of
competitiveness since 1976 exaggerated the extent to which
companies had to adjust; for in 1976 the exchange rate had
been substantially under-valued. Professor Ball said that

the Government could not have an inflation target and an
exchange rate target at the same time: the two were mutually
incompatible. Unless the authorities felt that the exchange

/rate market




rate market was working inefficiently, there was no way they
could get the rate down without tampering with the inflation
target. .

Professor Ball went on to say that, while he supported
the MTFS wholeheartedly, he was worried about the absence of a
proper industrial policy. With the MTFS securely in place,

the Government had reached an important point'of transition;

and should now be giving more attention to the supply side

of the economy. He was concerned that the necessary structural
adjustments -would not take place through market forces alone,
and that a great deal more needed to be done - for example,

in the provision of training, energy investment, regional
assistance, industrial infrastructure, and the implementation
of a more radical housing policy. What the Government had
done, and was likely to be able to do, in the field of
taxation, would not be sufficient on its own. On the question
of training, the problem was largely an institutional one.

It had been a great mistake to convert the colleges of advanced
technology into universities, and the polytechnics were giving
far too much emphasis to the social sciences at the expense of
industrial technology. Professor Matthews added that
restrictions on entry to apprenticeships was another major
problem which needed tackling. Shortage of skilled labour

had been a constraint on UK development since the turn of the
century, and the apprenticeship system was responsible for

a great deal of this.

Mr. Foster said that spending more money on training
would not necessarily help. It would be far better to
concentrate on trying to improve the working of the market -
by tackling the apprenticeship entry problem, improving
mobility, and relying on the re-emergence of differentials
following the demise of incomes policy. Professor Minford

made the same point in relation to regional policy: spending

more money on the regions would not work. On Merseyside, the

/Government




Government was actually preventing the market from working
properly through its policies on subsidies and transfers.

Professor Griffiths said that he strongly supported the

strategy but he hoped the social cost would not be too high.
There was a need for certain gestures at least to show that the
Government cared about unemployment. He agreed that the
strategy was more likely to succeed if the Government could
attack restrictive practices generally, but it was also crucial
to hold down public spending and borrowing so as not to starve
the private sector of resources. Like Professor Ball, he
thought that there was an urgent need to look at supply side
measures.

As to what the Government might do in the way of gestures,
Professor Matthews suggested that they could cut the National

Insurance Surcharge. This was particularly inappropriate at

the present time since it was a tax on employment. Professor

Minford disagreed. The NIS could only be cut at a cost to

the PSBR and therefore to interest rates. He went on to

say that the trade unions were responsible for causing unemploy-
ment, and it would be as well for the Government to attack them
for doing so. The Government had to make people understand
that they could only get their jobs back by competing - and

this meant reducing real labour costs.

Mr. Foster said that he thought that a great deal could
be accomplished through more radical housing policies. The
Housing Bill was, in his view, disappointing. The Government
ought to move towards de-restricting rent control altogether.
This would surely be very popular. At present the disadvantages
of moving, and the advantages of staying at home if one was
unemployed, militated against mobility. Professor Matthews

said that far too many resources were goinz into housing in
the UK. This required an end to the subsidisation of housing
generally - both council houses and owner occupiers. As
regards the latter, it would be far better to re-introduce
Schedule A than to get rid of the tax relief on mortgage

/interest.
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interest. The Prime Minister said that neither of these

were a starter.

There was then some discussion of the question of what was
the appropriate level for the PSBR. Mr. Burns said that, if
the recession was deeper than forecast, the PSBR would increase
of its own accord. The Government would then have to face
the question of whether to cut spending and/or increase taxes.
to bring the PSBR back. Professor Minford said that it was

quite clear that, if the recession turned out to be approximately
the same as forecast, and the PSBR was running higher than
forecast, then corrective action should be taken. If, on the
other hand, the recession was worse than expected, then in
principle it might be acceptable to allow for a higher PSBR.

But there was a risk that the markets would misunderstand

and that interest rates and inflationary expectations would
suffer. It would take considerable persuasion to convince

the markets that the Government was not going off course.

Mr., Foster said that a clear distinction had to be drawn between
the case for a higher PSBR described by Professor Minford

and the old fashioned argument that we should "spend our way

out of recession'. The latter was c.early unacceptable.

Sir Douglas Wass pointed out that for a given monetary target
there was a trade-off between interest rates and the PSBR.

A decision not to allow the PSBR to rise would benefit

interest rates and thus should help to bring che exchange

rate down. In this context, the experience of 1977 was
interesting: the Cambridge forecast of unemployment following
the IMF package had been completely disproved, and the rapid

fall in interest rates was no doubt responsible for this.

Professor Minford raised the issue of Monetary Base

Control (MBC). The present system of control was creaky,
and the authorities ought to move over to a new system which

would allow interest rates to movc more flexibly. Mr. Foster,

/who incidentally




who incidentally said that he thought there was a real risk that
money supply growth would not moderate over the coming six months
and that a rise in interest rates would be necessary, criticised
the Green Paper on MBC, Professor Griffiths said that he
strongly favoured a move to MBC. MBC was about controlling

what could be controlled - namely, the banks' deposits with

the Bank of England. The authorities should be prepared to
take the interest rate consequences of such a system. The
main causes of up-turns in the money supply over the years had
been governments' unwillingness to let interest rates rise to
appropriate levels. MBC would de-politicise the problem

of monetary control. The Bank of England disliked MBC
because they wanted to retain control over interest rates. In
his view, MBC would not mean large swings in interest rates,

but rather, small and continuous fluctuations. The Chancellor

said that a move to MBC would involve a major upheaval. There
was much disputing the merits and de-merits of such a move,

and many ‘of the arguments put forward in favour had been
expressed in support of the changeover to Competition and
Credit Control. When the Government was trying to achieve so
much else, it was a mistake to embark on adventures. He did
not necessarily rule out a change to MBC, but the burden of
proof had to rest with its proponents. // Mr. Foster then

raised the issue of public sector monopolies. In the case

of the seven or eight monopolies which were not subject to foreign
competition, there was a limit to what could be achieved by
references to the Monopolies Commission. With these
monopolies, there could well be a case for some kind of
regulatory framework. He cited the example of telecommunica-
tions, where higher costs could always be passed on in prices
under the present arrangements, One possibility would be

to set up an independent commission which would supervise
monopolies on a continuing basis. The Chancellor said that,
in contrast to the USA, the Government stood behind the public
utilities; and therefore the result of price regulation could

/all too




all too easily be an increase in Government spending. Sir Douglas

Wass said that it was. important for the Government to develop
better tests of performance, and to insist that management
achieved them. This was probably\é\better approach than setting

\

up a regulatory commission. -

CC,EbﬁuPdl?+2 Finally, there was some discussion of public sector pay.
RdW(ﬂ“W*%ﬂ Mr. Foster said that, if private sector employers saw the pubé&c
sector standing up to pay demands, they were much more likely

: FR“ t/\('. '
! \) to do so themselves. In his view there was a strong case for

a public sector pay freeze to help speed the transition to lower
inflation. Professor Minford said a freeze would be a disaster.

He went on to suggest that cash limits next year should be set
within the money supply target range and the Government should
try to settle the pay of its employees within this range, too.
If the Government expected the private sector to settle within
the monetary target range in order to prevent jobs from being
lost, it. should adopt the same approach with public service
employees. The Chief Secretary said that the Government
‘would need to set tough cash limits, but they must also be
realistic. Professor Matthews said that there were inherent

difficulties in improving the productivity of the public
services. There was greater accountability in the public
service than in the private sector; public servants had to

be more even-handed; and they had to guard against charges

of corruption. Each of these factors militated against better
productivity. Mr. Foster said that somehow greater financial
discipline must be instilled at local government level. The
best way would be to reduce the proportion of Government grant
to local authority expenditure, and replace it with a widely
spread tax at local level. This would make the local
authorities more accountable to their electorates. Even

with the present arrangements, there was evidence from the recent
local authority elections that those authorities which had
increased rates the most had performed relatively poorly.

/Professor Minford




Professor Minford suggested that, to help set public service

rates of pay at appropriate levels, the Government should do

more to monitor the supply and demand of particular categories
N\

of employees: the Clegg Commission had failed to do this in

their reports. -
& .




10 DOWNING STREET

From the Private Secretary 3 July 1980

D~ TV,

As you know, the Chancellor and the Governor called on the Prime
Minister at 0900 hours this morning and they decided that MLR should
be reduced today by 1%. This is simply to record the basis of their
decision.

The Governor said that, since the meeting with the Prime Minister
on Monday, new information had emerged on the banking figures for June
which was less favourable than he had then indicated. Instead of M3
increasing 0.5%, it now seemed likely that it would have increased
by 0.7%. Bank lending was estimated at £410 million rather than
£270 million, though the bill leak was somewhat lower than had earlier
been estimated. Given these figures, M3 since February would show an
increase of 11.2% at an annual rate, which was just outside the target
range. This made him more doubtful about the wisdom of reducing MLR
at all. Indeed, the money supply figures on their own would scarcely
justify a reduction and the new Bank forecasts due the following week
could well reinforce his doubts. Bank lending did appear to be moving
down as the recession deepened. But the case for a reduction now,
rather than waiting for some fuwther improvement in the money supply
figures, was that the pressure on the corporate sector caused by high
interest rates and the high exchange rate had become too great and
needed to be moderated. (If there was to be an early move, it ought
to be today: a reduction next week might appear to be in response to
the Cabinet discussion on strategy.) A further factor in favour of a
reduction was that Barclay's were considering the possibility of
reducing their Base Rate. If this happened, and all the more so if
‘the other clearers followed, the authorities would look very stubborn
if MLR were held at 17%. Provided he could be sure that Government
expenditure was not going to get out of control, it might still be
worth taking the risk of reducing MLR by 1%. If it were decided to
move, it was essential that the presentation should be got right: the
Government must rebut any criticism that it was backing away from the
strategy and emphasise that MLR was being reduced by a modest amount
because it believed that monetary growth was coming back within the
target range.

The Prime Minister and the Chancellor said that on balance they
believed it was right to go for the 1% reduction proposed, in spite
of the risks involved.

There was a short discussion of a draft press statement - which
was subsequently amended in discussion between yourself, myself and
the Bank, with the Chancellor's approval.

I am sending a copy of this letter to John Beverly (Bank of
England).
,\/\/\/‘ W
|
A.J. Wiggins, Esq., r 2y - Ll
HOM, Treasury. CONFIDEMTIAL b
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The Bank are announcing at 12.3%0pm today (Thursday) a reduction
of MLR of 1% (to 16%). I attach a copy of their press release;

the crucial point is to present the change as entirely consistent

with the Government's monetary policy. It simply represents a
slight adjustment in one of the instruments of monetary control
in response to changing economic circumstances More detailed

briefing follows.

Positive
1. The change is warranted by the current and prospective trend

of monetary developments. Thus:

(i). There are signs that monetary growth moderated
during banking June. (The Bank will not give a precise
are confident
figure at this stage, but if asked you can indicate that we/
that £M3 growth in the 6 months to mid June was, at
an annual rate, within the 7-11% target range
/ You can agree that this implies that the figure was
under 1% but do/leuve the impression that it we

1md€-l‘f._7,).
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(ii) Wlth 1ncreas:ng evidence of a downturn in the
economy, there are 51gns that the undrrlylng demqnd

for CLPdlt may be beg1nn1ng to ease. Although the timing

of the CGBR has been such that it has been high in the first
months of this year, this has been financed -

by large gilt sales; the long tap was exhausted

yesterday and a flow of part payments extending to
banking September has been secured. (In detail: part
payments totalling over £0.8 billion are due on

- 1%23% Exchequer 1994 and 1%% Treasury 2000 in banking
August, with a further £0.2 billion on 1%3% Treasury 2000
in banking September; part payments will also be due
in August on 121% Exchequer 1985A, but their amount
will depend on future sales of this tap:)

(iii) In view of these factors, a slight adjustment in

MLR 1is appropriate for the achievement of
the monetary target.

2. Thus the change is entirely consistent with the emphasis Ministers
have put on meeting the 7-11% target. They have made clear that

interest rates would fall as soon ~as monetary dLVG]OmeﬂLS

warranted it.
ﬁ
5. The change is not a response to pressure from the CBI or some

Cabinet members; nor is it an attempt to secure a lower exchange

ate.

4. Caution requires that the change should only be modest.
Further falls will follow, but their timing will depend on future
monetary developments and prospects.

Defensive

ke ﬁiﬁkgwfprmmggggaqy_gqqkygl. MLE would not be reduced if we
thought this was inconsistent with meeting the target. But
clearly we will monitor the position. With the onset of the
recession, and the associated easier demand for credit, mot, to
hzve lowered MLR would have implied we risked undershooting the
target.
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2. Impact on the Exchange Rate. Intorest rates are only one
influence on exchange rate; given there is no change 3715
underlying stance of pollcy we would expect only a modest
effcct: But the foreign exchange market is notoriously .
unpredictable. ' :

5ot Effect on Ig@p§tg1. The benefit to industry's cash flo&
will be slight. But it is a step in the right direction.
Ministers are well aware of the impact of high interest rates
on companies, and they have put considerable emphasis on the
need to cut public spending and borrowing to make 1t possible

to meet the money supply target with lower int rest rates.
11
il

it

Today's cut is a 'start sg

L, »{mplig@piqqsvﬁqq'Qgilgigg_Societies. The reduction will

2

ease - but only partially - building societies present uncompetit-
ive position. The implications for the mortgage rate is a matter
for the societies, but this change - of itself - is unlikely to

mean a reduction in the mortgage rate. However it will reduce

the chances of ths societies ceciding that an increase in rates
was required.

5. Impact on Inflation. In the long run, the rate of inflation
will be determined by the rate of monetary growth. The short

run impact will depend on how the exchange rate reacts.

- Timing. Given we now have an indication of banking June
igures, there seemed no reason to delay a change. / The timing
was not linked to today's Cabinet meeting. /

5 R. The CGER was high in April/May, but it usually is in
the first quartecr of the year. Tax receipts were particularly
affected by the absence of PRT receipts following the decision
taken in November to speed up payment. Voted expenditure was

over 30% higher than a year earlier in April/May. But movements
in the CGBR are always erratic, and we have no reason to think
that cash limits for the year will not hold and supply expenditure
will not come in line with the forecast. (You can hint that
supply issues in June were somewhat lower - the figures will be

published on 9 June - hence the word"rather" in the notes to editors.

f*)_«?'
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The Chancellor and the Governor have not yet reached a final
view on whether to reduce MLR tomorrow. Accordingly, they want
to discuss it with you at 0900 tomorrow morning - the Chancellor

hopes he will be able to have ten minutes with you beforehand.

The Governor seems to be vacillating for two reasons.
First, the money supply figures now seem likely to be slightly
less good than he indicated to you on Monday - 0.7 per cent
increase rather than 0.5 per cent. (This is based on further
information which has come in from the smaller banks.)
Secondly, the money markets have been a bit off - with short-
term rates rising. But they have come back today - the long
tap is sold out and inter-bank rate is below 17 per cent again.
In addition, I suspect that the Governor may be having second
thoughts in view of the slight contradiction - which you of
course noticed - between his serious concerns about overspending

and his view that it is safe to move interests rates down now.

I am told that the Chancellor still thinks it is safe -
and worth while - to go for a 1 per cent cut. Even though
the money supply figures since February will still be running
at an annual rate slightly above the target range, the figure
for June does suggest that we are getting back towards the
target range; gilt sales are going ahead well; and there is
the confidence factor for manufacturing industry. Furthermore,
if we do not move tomorrow, it will probably be impossible to
move until next month, But there are risks, and it is a
difficult decision. If we do decide to go down, it will

require very careful presentation.

2 July 1980
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CHANCELLOR c.c. Financial Secretary
Sir D. Wass
Mr. Ryrie
Mr. Middleton

Mr. Fforde

MLR

The Governor and yourself may find it useful ta have availabi%
for your talk with the Prime Minister the attached copies

of an alternative draft of the note to editors, reflecting
comments made at your meeting this evening. I have agreed

it with Mr. Fforde.

12

(J.M. Bridgeman)

2 July 1980




Note to Editors
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Alternative Texts : A;ﬂpéﬁ/(69 Pll&h

(a) Revised Text

There are signs that monetary growth moderated during
banking June, and also that underlying demand for credit
from the private sector may be beginning to ease, with
increasing evﬁﬁﬁﬁc of \ u in the economy. While
the CGBR has high in comparison to the
forecast for the year as a whole, this has been financed
by large debt sales: recent gilt sales have secured
substantial funding for the next few months. It is now
the judgement of the authorities that the present monetary
target of a 7-11 per cent annual rate bf increase of £M3
in the fourteen months to mid-April 1981 can be achieved with

\ Ww~

modestly lower short-term interest rates.

(b) Earlier Text

Early statistical returns indicate that monetary growth
has moderated during banking June, in part as a result of
continuing large debt sales. While the CGBR has remained
high in comparison to the forecast for the year as a whole,
.‘there aré signs that the underlying demand for credit from
the private sector may be beginning to ease, with increasing
signs of downturn in the economy. In the Bank's judgement,
the present monetary target of a 7-11 per cent annual rate
of increase in the fourteen months to mid-April 1981 can

be achieved with modestly lower short-term interest rates.

~




NOTES TO EDITORS

There are signs that monetary growth moderated during banking
June, and also that the underlying demand for credit from the
private sector may be beginning to ease, with increasing
evidence of downturn in the economy. While the CGEBR has so
far been rather high in comparison to the forecast for the
year as a whole, this has been financed by large debt sales:
recent gilt sales have secured substantial funding for the ‘
next few months. Itigs the judgement of the authorities thab-
this lower rate—ef MLR is now appropriate £;§ the achievement
of the present monetary target o€27—11 per cent annual rate
of increase-of &M?3 in the fourteen months to mid-April 1981.
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Mr S P Collins (Bank)
SELECT COMMITTEE: MINFORD

I attach a note by Stephen Collins of the Bank on Patrick Minford's
appearance yesterday before the Select Committee, together withsome
press clippings. The note brings out clearly the general

epproach adopted by the Committee and their main lines of

attack. Minford defended his position solidly and as usual

showed few signs of hesitating to go onto the counter-attack.

He was clearly facing a hostile and sceptical group and on

at least two cccasions chose to accuse them of acting

irresponsibly in making suggestions that the Government might

(or should) at some stage change their stated policies.

2. As Collins' note points out,du Cann and other members
harked back frequently to their last report and the need to

get more detailed forecasts from HMT on elements of the PSBR
projections. At times they seemed to be concentrating more on

the implications of policy for the PSBR than for the management
of the economy.

%. The Committee gave the impression of having been well
briefed on an individual basis and the procedure of giving each

of the first three interlocutors (Higgins, Bray and Baker)

an uninterrupted 15 minutes provided a good basis for detailed
questionning. However, any attempt they may have made to
co-ordinate their questicns in advance was not wholly successful.
It seemed to me they wasted too much time on asking repeatedly
gbout matters on which Petrick couldn't be expected to be an
expert - the response of Trade Unions, the setting of "cash
limits" for Nationalised Industries - and too little on the
issues of evidence and costs. DNevertheless, having sat through a

good many Congressional hearings over the last couple oflyears,
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but not previously having seen a Commons Committee in action,

I found the session refreshingly free of attempts to play to the
gallery and much more prepared than its American counterparts

to tackle intellectual problems.

4. The Committee concentrated more on the questions of how
current policy should be carried out and what its costs were
likely to be than on what alternatives might be available.
There were several questions on what PSBR objectives were
needed to support the monetary target (including references

to the City University paper), but noneon whether the right
figures had been chosen for the £M3 target. A query put
several times by Terence Higgins was how & tight monetary
policy differed from "old-fashioned deflation". The exchange
rate was proferred a couple of times as an additional objective,
but only Jeremy Bray went into the theoretical potential

for successful stabilisation policy, quoting Lucas and Sargent
against Minford. There were no questions on the stability of
the demand for money, or on evidence of the link between
monetary growth and inflation or on details of the transmission
mechanism itself.

5. A few less obvious questions did creep into the examination.
Baker queried the short-term outlook in detail, variable by
variable. IHiggins asked about the effectiveness and PSBR -

cost of the ECGD's activities. Bray suggested that monetary
policy simply shifted instability from the money supply to the
exchange rate and thus put the burden onto exporters and
importers. ©Sheldon claimed that the best way the Government
could show it meant action on credit and inflation was to impose
direct controls. That would also transfer the cost from possibly
advantageous public investment (otherwise cut because of the
PSBR constraint) to less vital consumers' expenditure. Finally,
Bray was allowed to query whether the 1979 budget switch
between direct tax and VAT really had no impact on inflation.

Q 0
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" JON SHIELDS
1 July 1980
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SELECT COMMITTEE: ORAL EVIDENCE ;
€ The Select Committee examined Patrick Minford for about ninety
minutes yesterday afternoon, this being the first session of oral
evidence in their monetary policy enquiiy. The proceedinés were
recorded by the BBC*. Journalistic attendance was reasonable,
although the Committee room was by no means full. Advise}s present
were Budd, Hendry and Miller; they were consulted hardly Et EUlile
Minford's replies reflected the extreme' views set down in his
written submission. The purpose of this note is to give some
impression of the issues which appeared particularly to interest
MPs, and which might prove relevant to forthcoming appearances by
‘Bank witnesses; accordingly, more attention is paid to the

questions than to Minford's replies.

2 MPs' questions covered in an unstructured manner a good part of
the questionnaire, and also referred on more than one ocea;ion to

an article published hy Minford in "The Baﬁker", July 1979, EThere

was a tendency to hark back to the Committee's second reoort (on

the Budget and public expenditure WhlteIPaper) - see paragzaph[

below. The majority of questions were asked by Higgins, @ray and
Baker, although all members prescnt wur given a say (thcre was not
a-full house, however - Shepherd, Walnwrlght and Woolmexr were absent) .
One was left in little doubt that the Commlttee did not share
Minford's optimism about the outcome of!present policies.

|
|
|

3 The main issue concerning Terence Higgins was to try to discover

how the present monetary policy differed in its impact on wage
negotiations from old-fashioned deflatlon as used in the dqys of
"stop-go". L8 it not the case that ;nflaCLOﬂ will be slowed by

falling aggregate demand,' caused by adherence to reerlctlve monetary

{

Apparently to be broadcast in part in a Sunday evening programme
which specialises in the proceedlngs of Select Committees
/"inside Parliament"?2/. | ‘

|
|




targets? Minford denied that falls in demand and output were an
inevitable and necessary part of preésent policy, and suggeeted

that they would be absent if all concerned believed the GovernmenL s
policy announcements and acted aceordlngly. A second 1ssue

raised by Higgins was, rather surprlslngly, that of export’credit
[

|
effectively adding a premium to the price of foreign exchaﬁge -

subsidies: are they not an illogical feature of poliicys=

in an era of floating exchange rates? Minford agreed, but, in
|
response to a further question, doubted whether their removal

would materially affect the ability to achieve monetary and PSBR
|

targets. l
! |

4 Jeremy Bray predictably made some reparks about Minford's
economic model and the application of optimal control techniques.
It was eventually agreed to conduct further dialogue on these
subjects in written correspondence. He also, however, raieed

a few points of more general interest. | In contrast to reports

of his behaviour at the Chancellor's appearance last week, pe asked
his questions quietly and sensibly, although gently chiding the
Treasury at one point for the lack of eﬂpirical content in their
response to the guestionnaire. Bray doubted whether it was
necessary to know exactly where high- employment, non- accelerdtlng-
inflation equilibrium was in order to coPduct stablllsatlonlpollcy;
so long as one knows the direction in which one wishes to move,
that should be sufficient. Minford str%ngly disagreed for' the
reason, inter alia, that any relaxation of policy for anti- tyclical
stabilisation would 1mpede the formation' of correct expectatlons
about Government policy by the private séctor. Bray's secpnd
point was that it is naive to assert that for a policy to be
credible it must be simple; for if it 1% too simple - whlch

he interpreted as meaning rigid - it would in fact appear fraglle
and susceptible to a U-turn, His flnal point wasthatadherence

to a monetary target ‘shifts instability &nto the exchange rate,
and that thls can itself entail severe cosLs to the pr¢vate sector,
which are not necessarily fewer than those which fluctuatlng monetary

growth would impese. ' ’

!

l

15} Kenneth Baker questioned Minford closely about the forecasts

contained in his submission. Baker saip that Minford's -forecast

was the most optimistic seen by the Committee, and that therefore




the validity of his case depended on the accuracy of that forecast =

a non sequitur emphatically dispuLed by Mlnford Despite this

dubious logic, Baker scored some telling points against the

ls
in concerns were clearly

optimism of Minford's forecast. His ma
with the short-term outlook for the econbmy, rather than with
theoretical niceties. He wanted to kno@ Minford's forecas&s

for unemployment, inflation and manufacturing output next year;
what can be done to help Merseyside (the location of Minforﬁ's
university - Liverpool), and whether Minford's proposed policies of
lower unemployment benefit and lower reai wages would be soFially
acceptable to Merseysiders; and whether| Minford honestly believed
that wage negotiations in the public sector should be left Eotally
free from Government interference. !

-

6 Robert Sheldon only asked one question. what happens if the

unions disbelieve the signals contained in the Government' s
monetary strategy? Minford's response was equally simple:’

they would be making a great mistake.

7 Tim Eggar asked a number ef different questions. The most
significant was derived from the assertion in Friedman's evidence
that the PSBR per se is not necessarily! of great significaﬂce
for the development of the money supply,t Eggar supplemented

this by reference to the paper by Mladleton et al., submltted

by the Treasury (and referred to in our v1dence), which shows
that the relation between the PSBR and the money supply var}es
according to the composition of the former. Minford argued,
by'contrast, that the PSBR is of critica% importance, being

the major source of new financial assets!in the economy.

8 Anthony Beaumont-Dark claimed in a single intervention phat we

do not have a free exchange rate because of Bank intervention -

and, by implication, that this was a bad|thing. Minford agreed.
: ;

9 Michael English made one or two p01nps worth noting amid some

confused and confusing questions. He seemed to think that we do
not monitor enough monetary aggregates (;nllke the Fed), and that
we are inhibited from se doing because, for example, building
society statistics are collected for a d*fferent period from

i x : ; ; : ! &
banking filgures,. Ha also argued that 1%t was .perfectly possible &




depress the exchange rate without unduly increasing the money

supply =imply by imposing a Swiss-type negative interest rete

on monetary inflows. Again drawing on the American parallel,

he asked whether the direct controls recently imposed in the USA
were responsible for the rapid fall in lnterest rates. He 'was
clearly of the view that they should be con51dered as a strong
counter—~inflationary weapon wholly in tune with Minford's desire to
see clear policies. introduced to that end. Minford agreedithat they
hit hard against inflation, but said tha? they introduced

undesirable distortions.

10 The Committee's critical recent report on ‘the Budget and
expenditure White Paper was clearly to the forefront of several

members' minds. Edward du Cann's interventions were almost

|
wholly directed to reminding Minford of the doubts expressed in

the report about in particular the expen@iture projections enderlying
the PSBR targets - especially as regards nationalised industries

and the housing programme. English complained that the Chancellor

had admitted to the Committee that the Treasury did not even

know the details underlying these projeceions. Minford responded
robustly that that was a perfectly tenable position, quite

consistent with the ultimate achievement of the PSBR targete

Also taking up earlier themes, Eggar asked whether Minford !
thought the Government is making enough information available to
assist in the formation of expectations.t Minford seemed qulte

content with what was fortncomlng from the Treasury. '

sk 'It will be apparent that limited time prevented any issues from
being explored in great depth, and it 1slnot possible to draw any
clear lessons for the Bank's forthcaning agpedrance. But certaln
observations may be worth making. Some MPs clearly have '
hobby-horses on which questlons can be expected in the future.
Bray's are well known, but 1t would not seem difficult to steer
technical econometric questions into sub%uquent written axchqxges -
certainly, du Cann seemed eager to encou:age this. Du Cann himself
appears to Be excessively concerned to reiterate points made in the
Committee's last report. Baker is likely, on this showing{ to
explore our views about economic prospects this year and next.

English appears intent on pressing his view that more direct methods




4
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| i
of monetary control are desirable. But, if one thing emerges above
all, it is that MPs will feel themselves free to range over a very

wide area indeed, and question-spotting might well prove to be a

very hit-and-miss affair.

Economics Division
1 -July 1980

S P Collins (4874) HO-4

g




s by | (1

6/,;}/‘{‘.‘ -

g

Cetn AAL 2D 1

| I S

b
‘,. -t

JKL\ 19£0

y Christopher Huhne

Professor Patvick Minford of
Liverpool University, onc of
Britain's  leading monetarist
cconomists, yesterday called
for culs in unemployment pay
and the removal of the * mono-

oly powers'’ of trade unions
in ovder 'to reduce unemploy-
ment. /

The professor, who was glv-
ing evidence to the House of
Comions Treasury and Civil
Service Committee, sald that
there was nothing in the set-
ting of monetary targets which
ensured high unemployment. If
workers adjusted their
expectations of inflation and
their wage demands to mones
tary targets, the transitional
cost of the policy in lost out-
put and unemployment would
be negligible.

The professor said  that
people who suggested that the

b st

" Government would do a U-turn

did Britain a great dis-service,
because it would make the loss
of nutpul and worsening uncu-
ployment more severe.

The ‘I'reasury commitiee re-
cently produced a report which
cast doubts on many of the
assumptions behind the Gov-
ernment's strategy, and which
was particularly sceptical  of
the projected £2 billion turn-
round in nationalised indus-
try's  fipance, But  Profussor
Minford maintained that these
were merely * details.”

In  questioning by Mr
Kenneth Baker MP, the profes-
sor admitted, however, that his
view of the cconomy, which
assumes - that  workers  will
adjust quickly- in cutting real
wages, had  become more
pessimistic since his last fore-
cast in March. S

- Economist gives evidence™\

DRI ™

S T L

growth, he mnow expects a
threc-quarter per cent decline
in total GDP, though a larger
fall in manufacturing oulput,
Inflation would still be about
16} per cent at the end of the !
year, but unemployment would ;
rise 1o 1.756 million, and to 1.9
million at the end of 1981, f
Professor Minford ‘denied,
though, that the changes in
any way undermined the vali-
dity of his policy prescriptions.
Iivery economic forecast had
become more gloomy due to
the deterioration in the world
economy, particularly in the
United States. {
Despite  this  deterioration,
Professor Minford rejected any
Government policy to stabilise
the level of demand. This was
not, he said, because it was not
feasible, but because any Gov-
ernment error could compound
the situation, and ecxpectationg

P '\"'
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hit sectors 'ing * post-dated cheques and

.w e worst

“Where he had predicted zero
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tne’ number of tenants offer-

would be adversely n‘ﬁectcd.
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Warning against early
e cufts

o ;
1terest rat
1IN j
Ry John Whitmore ' * . A
A warning to the Government
that it should not Jower interest
rates prematurely came yester-
day from Professor Patrick Min-
ford, a lending monetaristecono-
mist, in evidence to the House of
Commons ‘Ireasury and Civil
Service committee, gt
Professor Minford, of Liver-
pool University, told the com-
mittee that lower interest rates
would not be appropriate, until
there was fivmer evidence that
the money supply was under
coutrol. He supgested that the

Government should aim at the !

lower end of its 7-11 per cent
ravget for the annual growth
rate in scerling M3, e

He said a premature cut in
interest rates might

lead 10 A °

fresh upsurge in credit demand’

and make it much more difficult

to control the monetary aggre- ”

gates, He felt the present policy
mix on, public sector.borrowing,

monctary  targets and interest.

rates was: probably rabout right,
although he would have . pre-

ferved. to have seen a public’

sector: horrowing tarpet ‘some
£1,500m Jower in . .the present
financial year,, (ot

He regretted the Gavernment
had not tpken a fiemer grip on
the PSBR and monetary: growth
during 'its' firstisix months in
office, i 0l Wy ; !

: -
Until ! *wage ' negotiators

accepted the implications of the -

Government’s monetary’ policy,
excessive wage awards would

U-turn

“ment in the United

inevitably mean a loss of jobs.
As long as the Government
maintained its present mone-
tary aims,  speculation of 2
was irresponsible and
could lend wage bargainers into
making mistakes.

A tight monetary policy need
not in itself Jead to a loss of
jobs, provided people under-
stood the 'limitations imposed
by that policy. He differentiated
hetween the loss of jobs arising
from monetary policy itself and
from the world recession, which
was deepening more quickly
than expected, ;

-

*' He emphasized, however, that

the present level of unemploy-
Kingdom
was largely the result of “an
excessive level of rveal wages.

‘He sugpested thap trade union

power should ‘be weakened and
thar levels of unemployment
‘henefit were too high. il
* Professor Minford adyocated
progressive reduction of public
‘sector borrowing. A policy of

using “the PSBR as a stabilizer’
Jin-recession could lead to con-

fusion "and ‘cause uncertainty
‘among wage bargainers about
“sensible ” .expectations. .

The 'committee will continue

“to hear evidence on mongtary
. policy " during

the next. few
weeks, including evidence from
Sir Geoffrey Howe, the Chan-
cellor of the Exchequer and Mt
Gordon Richardson, the Gover-
nor of the Bank of England.
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BEWILDERMENT and incom-
prehension - resulted yesterday o
when. Parliamentary . scepties
about the workability of ithe
Government's reliance on mone.
tary ‘policy. came face to fage
with a truel believer whose firm-
ness of faith might occastonally
ralse doubts 7 even mnlong
Treasury Ministers.
“l('ro[cz:iur Patrick Minford of
Liverpool ; Univensity gave eviy
denee 1o the all-party Treasury
and Civil Service Committee of
the Commons at the start of the
series of public h,cm'lngsltlvo}:l%};.
it i .on the condv f
. it is holdingon b
]

\

“and the'end of July. i
Profesor Minford provided an

¢ (eloguent defence of 1hq ced |
to publish' medium-term ‘mone-

tary. -tapgets . in.

influence the  attitudes of pay

‘ the' economy.’, % 9. )
mllu sald that the key'task was
for these people to ‘accept the ',
credibility of the.targets, Then: Y
it should be possible to reduce '
inflation twithout. unnccessary
loss of output or jobs. 'y !

Professor - Minford said that -
mistakes such as higher unem-
ployment would oceur,if partiel-
panis in the economy ‘such as
pay bargainers did not have full
information about the (xOV(‘.l"ll-
ment's intentions, |

That was why it was necessary
for opinion  formers “such "as
MPs on the committee 1o con-
vinee . the public, that there:
would be no U-turn in economic
poliey. ¥

Prof.. Minford's - comments
wore . received  with - evident |
seepticisim by some n'wmhcr:; of

! the committee including various
Tory MPs.t! ooy 6 s v g

] Iny particular, Mr. Ienneth
" Baker, a minister in the Heath
Administration,” strongly ques.
tioned Prof. Minford's theories
an the basis of ‘hig forecasting

reeord. Mr.” Baker questioned
whether the Professor had been -

{00 optimistic.earlier. this.year
,about  the. ,prospects for  the

economy. ' ! Il L

Prof. Minford said that expec:

on- tations ahout, output had been "\
the revised downwards since March
put hecause of the world recession, .
ity \ but che said Iorncas!s_as_‘}such
“should  not “‘determing ! the
o acceptabllity or otherwise of his :
0ry, 3 } i
l-m; m?’ro)é. Minford said he expecte(} 1
et that total. output ‘In the UK

to' would fall by three quarters of {2

¢ q ved
st a per cent thls year compaved,
al willh 1970 and_that \memploy-‘!
ey ment would rise “to one and' |
dr three quarter mmlop by the gpd "

of this year "' i

!
i

order:!"to .. "
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hargainers ‘and others operaﬁqg ; £l
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Sion funds and insurance come-
panies will not mind too much,
particularly  as  the company
appears to be doing very well at
present,
Ratiohal
expectations
THE Treasury Commiltee’s Grand
Tour of monetary policy yesterday
moved from the biochuie stage to
the first port of call with a session
of orul evidence from Professor
Patrick Minford of Liverpool
University. Minfordia ‘does  not
coseem to be a place in which the
committee want$ to spend much

[ time, which is a pity, but it was
well  worth  giving “the rational
expectations version of monetary
economics a hearing,

" In Patrick Mintord's view, as in
that of the London DBusiness
School the Treasury Committee has
missed the point in ‘criticising the
detail of  the ' Government's
for lack of = credibility,  IHow

Jedium-term financial plan for lack
of emredibility. How the Govern-
mcl}t's monetary | targels are
achieved is far from heing unims
portant, Bul the principle of
making them at all deserves more
consideration than the committee °
has so far given it

To an economist who believes
that economic decisions, including
pay Dbargaing, are made on the
basis ~ of rational expectations
about the future, including future
inflation, there is every argument
for the Govermment spelling out
its intentions as firmly and as fully
as it can. The most important ¢
thing, if intentions can be believed,
is to know where the Government
intends 1o get to in térms of its
monetary policy and its inflation

objective. How it gels thére will
depend on circumstances at the
Y time, !

Professor Minford argued that'
given the gap bhetween where we
are now and wheré we wanl Lo
get to it would be unwise for the
Government .to allow the natural
inerease in sthe  public - settor
horrowing * requirement farising
from a Fecession to take place. He
also approves the Govermment's
determnation to keep’ interest
rates high until there js cléarver

tvidenée that monétary growth is
uhder control.

.One of the more thought' pro-
voking exchanges in what some-
times threéaténed fo becomé a dia-
Jogue of the deaf’ was Professor
Minford’s  dssertion that firm
monetary policies, if properly and
publicly planned, were not neces-
sarily’ “deflationary ” in the con-
ventional sense of the woird. IE
wage  Dbargainers and - others
adjusted their behaviour to reflect
future  monetary  targets  there
need be no loss of output or jobs.

In  genertal,  however, the

Cquestions not asked weie niore
interesting than those that were.
For instance, if expectations about
the future are all important should
not the Government publish ils
forecasts of interest rates?

Behind those
bank profits

IN A FEW WEEKS time the hig
Tour High Street banks will be
anniouncing something like a 25
p.c. rise in profits to a lotal of
£900 million before tax for the
first half of 1980, In the present
cireunstances, it is not hard to
imagine how this news will go down




10 DOWNING STREET

From the Private Secretary 30 June 1980

Do~ Téhe

As you know, the Chancellor and the Governor called on
the Prime Minister this morning to discuss the monetary
situation.

The Governor said that he was keen to reduce MLR as soon

as it was safe to do so, consistent with the money supply growing
within the target range. He and the Chancellor had been
considering the possibility of announcing an early reduction.
The May money supply figures had been ~isappointing, though the
underlying position was not as bad as they suggested. The main
worry now was not lending to the private sector, but public
sector borrowing. In 1979/80, the PSBR had overshot by
£1.7 billion, despite the policy changes announced in November.
This was entirely due to excessive borrowing by the local
authorities, though the quarterly profile of total borrowing had
been very different from what had been expected. The profile
for this year's CGBR,forecast at the time of the budget, was
for £2.3 billion of borrowing in the first quarter. The Bank
were now estimating that first quarter borrowing would be
£4.5 billion on a crude basis, and £3.8 billion after seasonal
adjustment - i.e. £1.5 billion above the forecast. Borrowing
in July was likely to be fairly low, but the August figure was
likely to be large again. The reasons for the high level of
borrowing so far this year were not entirely clear. It appeared
that there were some deviations on the revenue side; but there
was a reasonable prospect that these would be made up later ir the
year. The main reason, however, seemed to be excess expenditure by
central Government. In addition, the local authorities seemed to
be overspending. If this was to continue - and there were no
obvious reasons for thinking that it would not - it would put at
risk the PSBR target and also the monetary target. If the risk
of overshooting the monetary target was to be minimised, it was
necessary to continue with a large funding programme. Gilts sales
were going ahead on a substantial scale. But in order to tap the
liquidity of the institutions, the authorities had to offer them
the types of security that they wanted - and there was considerable
criticism that this involved an excessive debt interest burden in
future years. On the other hand, the authorities were not
sufficiently tapping personal liquidity. During 1979/80. only

- £700 million had been raised from National Savings Certificates

/and comparable
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and comparable instruments. With the continued need for a heavy
funding programme it was desirable to raise more funds from this
source. He therefore intended to consider very .carefully the options
for improving the terms of National Savings Certificates and other
improvements - such as improving the terms of Meaazyebay Ustopalelicfil
had to be recognised, however, that any improvements in this area
would be unwelcome to the building societies.

The Governor went on to say that, notwithstanding his worries
about Government borrowing and expenditure, he still saw a good
prospect of moving MLR down in the near future. First indications
of the banking figures for June, based on the weekly reporting of
the big banks, suggested an increase for £M3 of 0.3%.With the
addition of the smaller banks, an increase of £M3 of about 1%
seemed probable. MI was likely to show a fall. The reasons for
this outturn, which was well below what had been forecast,- were
two-fold. First, despite heavy borrowing, there had been massive
gilts sales (and this had put extreme pressure on the banks'
liquidity). Second, borrowing by the private sector was estimated
to be about £270 million, which was a third of what had been
forecast. Offsetting this was an estimated £230 million of "bill
leak" - which was a somewhat surprising development in view of
the termination of the '"corset'" in the near future. Leaving out
the "bill leak", M3 would be inside the target range; taking the
"bill leak" into account, it would still be running slightly outside.

The Governor added that the eligible liability figures to be
announced next Tuesday would be on the high side, but they would be
accompanied by a note indicating that the figure for £M3 was going
to be low. The banking figures for July were likely to be good,
and for August disappointing.

Against this background, he had come to the conclusion that
it should be possible to reduce MLR. There were of course risks -
in particular, the prospect of continued overspending, the impact
on confidence of the relatively large "bill leak", and the possible
impact of an MLR reduction on the exchange rate. On the other hand,
as regards the latter, there was no doubt that the present rate
for sterling was too high for manufacturing; and the longer that
sterling remained high, the greater would be the risk of a
precipitous fall. On balance, these risks seemed worth taking -
though this was on the basis that, if for any reason the reduction
failed to work (.e.g if the funding programme came to a ARSI DI
would be necessary to increase MLR once again.

The question now was when to reduce MLR, and by how much.
On the first of these, his inclination was to announce a reduction
this coming Thursday. In view of the Cabinet meeting on economic
strategy, to do so the following week might make it appear as being
in response to pressure from certain members of the Cabinet. As
regards the amount of reduction, he had not yet made up his mind;
his inclination was to go for a 1 or 2% reduction. If it was 1%,
the market would probably be waiting for a further reduction; and
this could be more helpful for gilts sales. If there were to be a
reduction of 2%, that would be taken as the most that could be
expected for some time.

The Governor concluded by saying that he would be considering
this whole question further, and if he did decide to recommend finally
in favour of moving this Thursday, he would like to see the Prime
Minister again on Wednesday evening.

/ The Prime Minister
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The Prime Minister said that she was prepared to approve an
MLR reduction this week on the basis proposed if the Governor
were finally to so recommend. As regards the extent of the
reduction, her instinct was to go for 1 or 13%%. She thought this
would be psychologically better than a full 2%. The Chancellor
indicated that he was in agreement with the Governor. But on
the question of the amount, he suggested that it was important to
avoid too large an impact on the exchange rate in view of the
effect a substantially lbwer rate would have on the RPI. He had in
mind particularly the problem of the social security uprating
which had to be announced in the next few weeks, and which could
only be held to 163% if the Government was still reasonably
confident that the inflation forecast to November was not going
to exceed this figure.

I am sending a copy of this letter to John Beverly (Governor's
Office, Bank of England).

John Wiggins, Esq.,
H.M. Treasury.




10 DOWNING STREET

20 June 1980

e @i

Thank you for your letter of 3 June about the difficulties

the present high level of interest rates are causing for your

company .

I know that high interest rates are an unwelcome‘burden for
your own and many other companies. But we must bring down the
rate of inflation; and this means gradually reducing money
supply growth. Interest rates were increased last year to
bring money supply under control. But we do not intend that
interest rates should take the full burden of monetary control
in the future; that is one reason why we have put so much

emphasis'on reducing public spending and borrowing.

...'I sympathise with the worries thht you have for the immediate

'fﬁture, but to reduce interest rates prematurely would risk a
continuing high rate of inflation which would be far more
damaging in the long term to business as well as others in the
community. There is no_doubt that as our policies bring down
the rate of inflation, interest rates will fall, and that is the
best way to help business and enterprise. I can assure you
that the current high level of nominal short-term rates will

: be kept only as.long as it is necessary to ensure the trend

of monetary growth can be maintained in line with the target.

/Finally,




Finally, I would like to say how interested and encouraged
I was to read of your company's ambitious plans for the future.
I want to wish you and your workforce the best of good fortune
in achieving your goals.

G.J. Hussey, Esq.




Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

9th June 1980

T. Lankester, Esq.,
Private Secretary to the Prime Minister,
No.10, Downing Street

Do T,

BANKING FIGURES

The banking figures for banking May are due to be
published tomorrow, and they will show a substantial
rise in banks' eligible liabilities S ger cent).
Although the Chancellor is away, I am writing to
give you a Treasury assessment.

The indications are that the increase in sterling M3
was also high in banking May - about 2 per cent -

and the Bank will release this figure to the markets.
The details of the counterparts to the increase in
the money supply, which will be published next Tuesday,
are shown in the attached table. (The money supply
figure itself tends to D& Tairly reliable at this
stage, but the counterparts are less so.) Allowing
for the May figure, the cumulative growth in sterling
M3 since June last year is now 111 per cent at an
annual rate, and the corresponding figure for growth
in the 3 months since the beginning of the current
target period (February) is 12% per cent.

The central government borrowing requirement was substantial
in banking May (nearly £1.5 billion) and in particular was
considerably greater than the level of gilt sales. The

high level of central government borrowing is in contrast

to the exceptionally low borrowing of recent months, and
indeed, as we expected, is somewhat higher than the normal
level forecast for this financial year. The bank lending

/figure

SECRET




figure igfm;;g;1~gggg%£§§i%%, although less so than
appears at first sight. ere is estimated to have
been a substantial leakage of acceptances to the non-
bank private sector (about £300 million) which means
that recorded growth of bank lending will have
understated the underlying increase. External factors,

in contrast to recent months were expansionary.

It would be wrong to look at the May money supply
figure in isolation, just as it was wrong to put too
much weight on the very low figures in February,
March and April. It is important to focus on a run
of recent figures, and those for the last six months
probably give a better indication of the underlying
trend. Nevertheless the May figure confirms that
it is right at present to be cautious on interest rates.

I am copying this letter to John Beverly (Bank of
England).

y"ﬂ M}

M.A. HALL
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STERLING M% AND ITS COUNTERPARTS

& billion, seasonally adjusted
Banking Banking Banking
March April May

CGBR (minus=surplus) +0.57 -0.58 +1.46

Less sales of central government
debt to non-bank private :
sector -0.25 -0.78 -0.51

(of which, gilts) (=0.17) (-0.80) (=0.41)

Net other public sector =0.14 +0.27 -0.26

Sterling bank lending to:
Private sector +0.4% +1.5% +0.3%8
Overseas +0.10 +0 .24 -0.20

DCE _ +0.71 +0.68 +1.09

External and foreign currency
finance -0.23% -0.%1 +0.29 »

Net non-deposit liabilities, etc -0.23 -0.20 -0.17

Chewge in £M3 +0.25 +0.17 +1.22
(percentage) (0.4) (0.3%) (2.1)

CHANGE IN &M% IN RECENT MONTHS

% seasonally
adjusted

Increase at annual rate mid-June to
mid-May (11 months) 196

Increas= at annual rate mid-February to
mid-May (3 months) 12.2

Inz2rease at annual rate mid-November to
wid-May (6 months) 9.0




9 June, 1980

Thank you for your letter of 9 May. As you rightly say,
monetary policy is at the heart of the Government's economic policies,
and I welcome the opportunity to explain why this is so. :

A progressive reduction in the rate of growth of the money supply
is essential if we are to achieve the permanent reduction in inflation
which in turn is vital for our economic revival. This is clear from
observation of the relationship between monetary growth and inflation
over many years and not just over a short period. It is true that
over long periods of time there have been trend changes in the ratio
between current price national output and the &oney supply (i.e. the
income velocity of circulation) due, for example, to changing
institutional arrangements. But these changes in velocity have been
small by comparison with the accompanying changes in the money supply
or the level of prices. Over a period of years variations in monetary
growth and inflation are seen to be closely related, and the reasons
for the crucial role of monetary growth in determining inflation have
been set out in the very substantial volume of academic literature on
the subject.

You attached to your letter a graph showing for this country the
relationship between inflation and the rate of growth of the money
supply over the past five years. The period over which you have chosen
to draw your graph not only follows close on one of the biggest shocks
to hit Western industrialised economies since the War, namely the
fourfold increase in the price of oil in late 1973, but also the
monetary expansion of 1972-73.

/There




There are many factors which affect prices in the short run, including
world prices, and these can temporarily obscure the longer run
relationship. They do not invalidate 1§.

\ \

-

\ ' '
can be imgg;tant in the short run,

Although special factors
I cannot accept your suggestion that we should concentrate on them
at the expense of the fundamental longer term influences. This is
the kind of thinking that has bedevilled British economic policy since
the War and the Government is determined not to make the same mistake.
Moreover, it is simply not possible in practice to control many of
the factors which bear directly on inflation in the short run even if
that were approp;iate. It is obviously not within our power to control
the price of o0il and other world prices. Attempts to control wages
directly by means of incomes policies have clearly failed to cure
inflation, and they have undoubtedly had a damaging effect on
incentives and the operation of the labour market. Policy towards
nationalised industry prices and the rate at which VAT is levied must
be governed*primarily by longer term structural considerations, and
clearly inflation in the long run cannot be controlled by direct action

on particular, individual prices.

Finally, you suggest that different levels of the money supply in
relation to national income in different countries are inconsistent
with the Government's view of the key role of monetary policy. I
cannot agree; for it is rates of monetary growth that are relevant
for inflation, not levels of the money supply in relation to income.
The definition of money, the institutions which provide it, and the
demand to hold it differ widely between countries. We would not
expect there to be any simple relationship across countries between
these ratios and inflation rates. We should instead look at rates of
growth of the money supply and rates of inflation in different countries.
If we allow for time lags, trend changes in velocity, and differences
in rates of economic growth, it can be seen that countries with




: .

low monetary growth generally have low inflation and those with
high monetary growth Eeneially have high inflation. This is quite
consistent with the Government's views-on monetary policy.

N

S '
I hope that this letter will help gau to understand more

clearly the basis for the Government's policies. °

Michael Meacher, Esq MP
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MR IBBS (CPRS)

cc Sir Robert Armstrong

Mr Whit‘y«/e

REAL, INTEREST RATES
You may be interested in the attached table.

Differentials in real interest rates contribute to pressure on exchange
rates. At present it seems impossible to set UK interest rates at levels
low enough not te force up the exchange rate, yet high enough to act as &
check to money and credit expansion.

There are many possible measures of real interest rates: the attached table
shows the borrowers' Euro-currency 3 months rate less the lenders' current
rate of inflation. This measure is shown for seven countries.

The table shows Italy and United Kingdom to be good places to lend money to -
presumably one reason for the strength of sterling; and Germany to be the
least attractive to lenders. It also shows (along the leading diagonal)

that despite high nominal rates, real interest rates are negative in most
countries: a situation which has developed quite rapidly over the past few
months.

This has implications for the current pressure to reduce MIR in the United
Kingdom.

Ly oW o

A J BOREHAM

6 June 1980




REAL INTEREST RA’]ES1

Lender

Borro CPI UNITED FRANCE
3 mmths ra KINGDOM

TTALY 4% 2%

1

UNITED KINGDOM 64 1%

FRANCE 21 - 3%

JAPAN

HOLLAND

UNITED STATES

GERMANY

SOURCES

Prices :(CPI) Economist week 31 May to 6 June 1980 average of latest 3 monthe -
compared with previous 3 months. (To nearest é-per oent.)

Buro ourrenoy interest rates (3 months): F.T. 31 May 1980 (To nearest 4 per cent.)

1Figures in cells are borrowers' vate of interest less lenders' consumer
price index.







~

Treasury Chambers, Parliament Street, SWIP 3AG

01-233 3000
5th June, 1980

T. Lankester, Esq.,
Private Secretary,
- 10, Downing Street

e T,

MONETARY TARGETS, BANK LENDING AND TEREST RATES

Events this week in the foreign change markets, and some
of the newspaper comment on them, suggest that there may
have been some misunderstandipg of the Government's policies.
" In this connection the Chancgllor thought the Prime Minister
would like to see a note prpépared by Peter Middleton here

yesterday, which he fully/endorses. I attach a copy.

T also attach some matefial on which the Prime Minister
might draw in answeripg Questions this afternoon about
monetary policy.

jﬁﬁ'/f

Dol

A.J. WIGGINS




The Government's policy objectives

The Government. are pursuing a monetary target. They do not
have specific objectives for interest rates or the exchange

N\
rates.

2N

L

The commitment te reduce progresg?vely the rate of monetary

growth is central to the Government's economic strategy.

We have already made substantial progress. The rate of

monetary growth has slowed down considerably since the measures
Zptchwuuiuﬁ]took in November and is now well below the rate we inherited.

In part this has been because of the abnormally low public

sector borrowing in the first quarter of 1980.

Interest rates

The Government want to see a reduction in interest rates as
soon as confidence is established that the growth of the
money supply is firmly in the target range. Provided money
supply is under control, the path of any specific element
in the expansion of domestic credit - and in particular that

of bank lending - would not by itself be a reason for resisting

a reduction in interest rates.

We cannot be precise about when it will be possible for
interest rates to fall, but the current high level of nominal
short term rates will be kept as long as is necessary to
ensure the trend of monetary growth can be maintained in

line with the target. The cuts we have announced in public
spending and borrowing are designed to make it possible to
achieve the monetary targets with lower rates.

Lower interest rates are an integral part of the Government's
policy. When reductions are achieved, they will in no sense
represent a change in the direction of that policy.




@

Financial Secretary (if you agree) CC Chancellor of the Ixchgdu
Cnief Secretary

Mr Davies - Minister of State %L)
Minister of State (C)
Sir Douglas Wass
Mr Ryrie o
Mr Hancock Mr Ridley
Mr Britton Mr Burns
Mr Lavelle
Mr Riley

Mr Fforde B/Eng

Ve Last night' s‘television and the line which appeared i%?this

morning's Financial Times suggest that over the next few days we
should make a major effort to get over - at least to the medla -
the following. Government policy is not based on either:

a. a particular objectives for the exchange rate
be a particular objective for interest rates.

2 Policy is based on controlling the money supply without
excessive .interest rates. For this reason the Government has
planned cuts in public expendlture and a lower PSBR. The lower
EEC contrlbutlon will contribute to the lower PSBR when we begin
to beneflt from it next-year. .

3 Over the past 6 months £M3 has been grow1ng at a low rate.

M1 has actually fallen and all the other aggregates are growing

at low rates. So there is a presumptlon that lower interest rates
are on the way. This would be absolutely consistent with the
policy. But, zﬁgﬂgiary growth in the last few months has been
affected by exoeptional factors -~ particularly the very low CGBR -
because we want to be confident -that the growth-of-the. money.suppl;
is firmly in the target range.

4, We must get rid of the idea that lower interest rates would
be a u turn - which could only be true if we had been following
‘an interest rate policy. We must also avoid the impression that
any change when it comes would be the result of pressure from the
CBI and others who seem to be éuggesting a relaxation of the
policy. .It would be the result of the authorities' confidence
that the money supply was firmly under control.

Die It is very important not to engage in speculation about the




precise month when a change in interest rates might take place.

We shall wish to.give the next set of money supply figures

the best possible presentation - starting next Tuesday when A

the clearing bank and eligible liabilities figures come out. '

This will need to be based on the sort of considerations in

para 3. We will advise ydu further on this when we are clearer
about the numbers. But we must first do all we can to get rid

of the idea that an early reduction in interest rates is ruled

out for reasons connected with either interest rate objectives
unconnected with developmeﬁts in the money supply or with ﬁaintaini
the exchange rate at whatever its highest past level has been.

And we certainly cannot have it thought that lower interest rates -
.one of the main objectives of government policy - would be a

u turo.

6. The note which Mr Bridgeman sent to the Chancellor yesterday
and which was used by him on television last night provides a
framework round which you will be able to talk in order to

- bring out the above points.

x

P E MIDDLETON
4 June 1980




Published Papers

The following published paper(s) enclosed on this file have been
removed and destroyed. Copies may be found elsewhere in The
National Archives.

House of Commons Hansard 03/06/80
Columns 1241-1246 Prime Minister (Engagements)

Signed %@W Date__ (8§ Mar. 2o(o
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PRIME MINISTER

Interest Rates

You asked for a report on this morning's meeting in the

Treasury on monetary policy.

The general conclusion of the meeting was that, as and when
the market provides a lead, the opportunity should be taken to
reddz;—ﬁiR. But it would be inadvisable to try and lead the market
by reducing MLR in advance. This, it is felt, would give the
impression that the Government were not serious about the monetary
target.

The Treasury think it most unlikely that market rates will

move down appreciably before the May banking figures come out.

The best that they expect is that market rates will come down after
the May figures have been absorbed.

But the Treasury will not know precisely what the banking

figures for May look like until this weekend. First impressions

are that the figure of lending to the private sector is not as high
as had been feared, though still too high; but that the sterling M3
figure will show a rise of 14-2%. This is because of a very high

CGBR figure of around £1% billion only half of which has been mopped

up by funding.

—

The banking figures come out next Tuesday; the money supply
\
figures the Thursday of the following week.

P

The Chancellor is arranging to see the clearing bank chairmen

shortly. He will, I am sure, raise the question of credit cards -

though he doesn't believe much can be achieved.

On the wider question of quantitative controls, the Treasury
are opposed on three grounds: first, it would go against the
Government's market philosophy (and indeed it was strongly argued
against in the Green Paper on monetary control). Second, they doubt

/ whether




whether it would work - borrowers would find ways of getting
round the controls. Thirdly, to the extent that controls did
work, interest rates would be even higher as borrowers bid up

the price of funds.

Notwithstanding these points, I have asked for information

on Carter's measures, which included direct controls on lending.

These controls were actually taken off very quickly - may be

because they were not working or, in view of the falling demand

for funds, because they were no longer necessary.
f

1.

2 June 1980




COMMERCIAL IN CONFIDENCE

Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

30 May 1980

T Lankester Esq

No 10 Downing Street ﬁﬂyﬂVH

I .
: ~
) Y
JAPANESE ISSUE IN LONDON CAPITAL MARKET

I enclose for your own information a minute by Michael
Bridgeman about the imminent issue of £25 million
convertable bonds by a Japanese company on the London
capital market. The Chancellor does not regard this
as a particularly sensitive matter, and is content to
leave it entirely to your discretion whether the

Prime Minister is informed.

T

/N

A HALL
Private Secretary
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Sir D Wass

Sir K Couzens
Mr Ryrie

Mr Barratt

Mr Middleton
Mr Lavelle

Mr Dixon

Mr Unwin

Mrs Lomax

Mr Riley

JAPANESE ISSUE IN THE LONDON CAPITAL MARKET

The Bank have asked me to warn you that they have been asked for timing
consent to the issue on 16 June of £25 million convertible bonds by a

Japanese company by means of a placing.

- 2. It was recognised at the time of abolishing exchange control that we
would have neither a logical basisnor the powers to object to foreign
issues on the London capital markets. They were no different in principle
from the institutions buying equivalent gecurities in the secondary marxet
which, of course, they are entirely free to do. Under the Control of
Borrowing Order, foreign borrowers are on all fours with residents, ie
subject only to timing consent. The Bank therefore consider thzt they
have no option but to give the necessary consent.

%, However, there is clearly a political awkwardness about capital
outflows in this particularly conspicuous form, which could attract
criticism at a time when British industry is under severe financial
pressure. However, the Bank do think that they can use their powers over
timing to regulate the pace of foreign issues in general, and of Japanese
convertibles in particular, limiting the latter to say one every other

month at most.

\j_,M.E\

J M BRIDGEMAN
28 May 1980




NOTE FOR THE RECORD

The Chancellor of the Exchequer called on the Prime Minister
at 0900 hours today. They covered the following points in

discussion:

Interest rates and credit

The Chancellor handed the Prime Minister the attached

note. He said that it was too early to be thinking

of a reduction in MLR: there would have to be clearer
evidence that M3 was coming under control. He also

rejected the notion of imposing direct controls. This
would be counter to the Government's whole philosophy,

and it would scarcely affect the wider monetary aggregates -
and to the extent that it did, it would push interest rates
up further. His main concern was the continued high level
of lending to industry to finance excessive pay settlements.

By contrast, lending to persons over the last 3 months

comprised only 11% of the increase in the clearers' lending.

The Prime Minister said that she was unhappy to hear that
lending to persons was continuing to increase at all.
Although it was only a relatively small proportion of the
total increase in lending, it still made up a large amount
in absolute terms. The Chancellor ought to consider ways
of cutting back the use of credit cards - or at least,
making sure that they showed the real rate of interest
charged when advertising their use. On the latter point,
the Chancellor replied that the Consumer Credit Act would
in due course make the publication of the real rate of
interest obligatory; he would let the Prime Minister have
a note on this. He did not think there was a case for

trying to control the use of credit cards directly.

RPI prospects

The Chancellor said that the RPI prospects, even after
July, were gloomy in view of the 20%+ earnings figures

which were now emerging. It was absolutely crucial to

/ get
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get wage settlements coming down in both the public

and private sectors. The Prime Minister said that

the Chancellor ought to consider using some of the

EEC Budget savings to moderate the increase in the

RPI - for example, on gas prices. If the RPI continued
to ""go wrong', then wage settlements would not come
down. The Chancellor said that he would need the EEC
Budget savings to provide a margin against nationalised
industry overspends, and to bring interest rates down.
In any case, the amounts at stake could only have a
very marginal effect on the RPI - the crucial element

in the increases was the increase in wages.

EEC Budget and Mr. Heseltine

The Prime Minister agreed with the Chancellor that
EEC Budget savings should not be used to make good
DOE's public expenditure cuts, as Mr. Heseltine was

informally proposing.

15 May 1980
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Meeting with the Chancellor of the Exchequer
0900 hours : Thursday 15 May

I understand that the Chancellor will raise the following

points:

Interest rates and credit

Following your discussion with him at Tuesday's

breakfast, the Chancellor has been thinking further

about this and wishes to report back to you. My guess

is that he will take the line that, firstly, interest
rates must stay up awhile: for although the M3 figure

for April is only +1%, this conceals a massive increase

in bank lending to the private sector (£1500 million)
offset by negative Goverﬁ&éﬁ%mgg;;g;ing‘;;E‘substantial
gilts' sales. Secondly, that it is not worth introducing
direct controls on credit. Direct controls would not

have any effect on the wider definitions of credit creation
(including acceptances), and to the extent that they did
hold down M3, they would tend to push up interest rates .
still further. There may have been a political/déﬁggﬁﬁgb
argument for introducing controls when there was a risk
that we would have to put MLR up still higher; but when

it is a question of sticking where we are, I doubt whether

controls would be justified.

RPI prospects

The Chancellor will reveal that the Treasury's latest
assessment is that the RPI will go up after July in view
of the worsening wage situation. In other words, the
loss of last year's VAT increases is expected only to be
temporary. If we are to believe this - and the latest
earnings figures and the increase in oil prices make it
plausible - it makes it all the more important that we

focus on public sector pay in the coming weeks; and also

am———
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possibly on considering how we are going to accelerate
the slow-down in private sector settlements. In the
latter context, you might ask the Chancellor whether he
sees anything substantial coming from the TUC/CBI talks
which the two sides agreed to set in motion at last

week's NEDC meeting.

Home defence

The Chancellor is worried that the Home Secretary's
proposals, to be considered at OD, will increase the
pressure for further public expenditure - though the
WHirst steps! ;;E”SKI;_ESIEQ_;S—;;;;~£5 million in

1983/84.

EEC Budget and Mr. Heseltine

The Chancellor will seek your support in rejecting
a request from Mr. Heseltine that EEC Budget savings
should be used to make good DOE's public expenditure

cuts.

You were going to take up with the Chancellor the question
of whether Sir Douglas Wass should attend the economic strategy

meeting at Chequers on 16 July.

If there is any more time, you might ask the Chancellor
whether he has advanced his thinking on the possibility of providing
some further relief for the manufacturing industry - to offset the

effect of the high exchange rate.

St Poka
b‘,&'u.ul‘

ey TPL
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CONFIDENTIAL

DRAFT MINUTE FROM THE CHANCEILOR TO THE PRIME MINISTER

BANK LENDING AND INTEREST RATES

You expressed concern earlier this week about the continuing
high rate of bank lending, particularly to the personal sector,

and the high level of interest rates. You also asked about

the possibility of introducing some form of direct control

over bank lending.

2. The recent behaviour of bank lending to the private sector
has certainly been worrying. In the four months to mid-April
it grew at a seasonally adjusted monthly rate of about

&1 billion, rather higher than in the preceding six months and
well in excess of the target rate of growth of the money supply.
It is largely because of this that we have had to maintain

interest rates at their current high levels.

3. A sectoral breakdown of the recent increases in bank
lending is shown in the attached table. Lending to banks
through the main credit card organisations, Access and
Barclaycard, is indistinguishably included in the category
"bank lending to persons other than for house purchase". The
table also shows lending to consumers by Finance Houses and

other consumer credit grantors.

4. Interpretation of the figures is complicated by seasonal
factors, but it appears that consumer credit lending is now

growing substantie.ly slower than bank lending as a whole.

CONFIDENTIAL
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In the last % months lending to persons other than for
house purchase has comprised only 11%'of the increase in
clearers' lending; and represents just 16% of clearers'
outstanding lending (about 11% for all banks). Lending by

Finance Houses, a large part of which is financed indirectly

by banks, has clearly decelerated.

5. It is lending to manufacturing industry that has been
particularly buoyant in recent months. The monthly pattern
has been complicated by the impact of the steel strike and
other factors, but the figures clearly suggest that it is the
company sector, whose liquidity is under pressure from cost
increases, that has been the main contributor to the recent

increases in bank lending.

6. I do not believe we can look to quantitative controls

as a means of reducing the growth of bank lending while
avoiding high interest rates. We have argued strongly against
this in the Green Paper on monetary control, and certainly the
introduction of some form of quantitative control on bank
lending would sit very oddly with my announcement in the

Budget of the abolition of the corset.

7. Furthermore, it is unrealistic to think that a substantial
reduction in bank lending can be achieved by acting on personal
and other non-corporate borrowers alone; they form too small a
proportion of the total. The imposition of an effective
quantitative control would therefore inevitably mean putting

an artificial obstacle in the way of companies who need to

CONFIDENTIAL
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raise additional finance. They would be forced to look
outside- the banking system for finance and this would almost
certainly be more costly to them. A considerable volume of
business would probably move offshore into the euro-sterling
market; this could well mean a-permanent loss to British banks
and a devaluation of our monetary statistics. Because of
this and other forms of "disintermediation" the impact on the
underlying availability of credit would be extremely limited,
and we would merely in practice be distorting the working of
the financial system. Market analysts would be aware of the
distortions and take them into account in assessing monetary
trends; in such circumstances simply meeting the target would

not be enough.

8. Monetary growth has slowed down considerably since the
measures I took in November, and in recent months has been

at or below the bottom end of the target range. However, the
recent improvement owes much to a temporary reduction in
Central Government borrowing: in the four months to mid-April
it was running at a seasonally adjusted monthly rate of only
about £80 million, compared with about £950 million in the

preceeding six months and an average of over £750 million

which we expect for 1980-81. (This may have been partly

responsible for the recent high bank lending figures.) As
a more normal rate of Central Government borrowing re-emerges -
it already has in banking May - there may well be some
acceleration in monetary growth at current levels of
interest rates. Certainly I do not believe that the recent
slow down in monetary growth is sufficiently firmly based
for us to be able to reduce MLR yet.

CONFIDENTIAL
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9. As you know, the Bank has had to take steps in the early
months of this year to ease pressure on the liquidity of the
banking system caused by the combination of continued rapid
growth of bank lending, heavy gilt sales and low public sector
borrowing. This was necessary. to avoid substantial upward
movements in short term market interest rates, and inevitably
also in banks' base rates, which would not have been justified

on monetary control grounds.

10. You also expressed concern about the extent to which

the banks are helping small firms in financial difficulties.
In fact, the clearing banks have a number of special schemes
to provide small firms with loan and equity finance; and the
number of these schemes has increased markedly over the last
year or so. These schemes are in addition to the normal range
of banking services which the clearing banks provide and

which include not only overdrafts and term loans but also

instalment credit, hire purchase, leasing,factoring and invoice

. discounting. Anecdotal evidence suggests that small firms
are being squeezed by larger firms not paying promptly and
that this is adding to their cash pressures; but so far there
have been no reports of any noticeable increase in the rate
of failures among small companies. The cash pressures on
small firms mean that bank lending to this sector has almost

certainly increased.

11. The Bank of England's current lending guidance asks banks
to give priority, within the bounds of banking prudence, to

the provision of finance for working capital and fixed investment

CONFIDENTIAL
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by manufacturing industry, for the expansion of exports
and for the saving of imports. But for prudential reasons we
 must avoid any suggestion that the authorities are urging banks
to act in any way inconsistently with their normal commercial
criteria. It would be very difficult to reconcile putting

pressure on the banks to increase their lending in this area

with our continued exhortations, in public and in privéte,

to restrict their overall lending. The need for restraint

is particularly strong now in view of the acceleration in
monetary growth which may occur in the next few months if

bank lending does not turn down. The longer the downturn

is put off the longer it will be before we can see a significant

reduction in interest rates.

CONFIDENTIAL
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: SECTORAL DISTRIBUTION OF BANK LENDING

1. Clearers

Total personal

(of which advances

to persons, other than
for house purchase)
Manufacturing

Other production
Financial

Services

(of which leasing)

Total advances

Total, including
acceptances

2. All banks

Total personal

(of which advances
to persons, other than
for house purchase)

Manufacturing
Other production
Financial
Services

Total advances

Total, including
acceptances

CONFIDENTIAL

pércentage
increase

at annual
rate

% months to

mid April*

7

(1%)

GV

12
-5

%

18

26

% months to
mid February*

13

(13)
22
25
17
39

2

24

*2 months not seasonally adjusted

5. HP and Consumer Crecdit Grantors

Finance House
retailers

Total

**seasonally adjusted

% months to
end March

(annual rate)**

15
29
18

Percent of
total
outstanding

percentage
increase

12 months
to mid April

28

27
30

2
36

28
52

12 months to
mid February

28

12 months to
end March

21
19
21
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BANKING FIGURES

The banking figures for the month to mid-April are due
to be published tomorrow and they will show that there
was a substantial rise (2.9%) in banks' eligible
liabilities. But a large element of this rise was
seasonal and preliminary indications are that the
associated increase in sterling M3 was just %%.

The Bank will release this figure to the markets

when the banking figures are published.

This modest increase means that the cumulatejgrowth of
sterling M3 in the 10 months since June last year

has come down to about 10% (at an annual rate), within
the 7-11% range. Over the last six months, the rate
of growth has been less than this, and just below the
bottom end of the target range.

The direct public sector influence on money supply
growth in banking April was strongly contractionary.
The central government was in surplus and there were
moderately large sales of gilts. However a worrying
feature of the outturn is that there was a massive
increase in bank lending to the private sector of

£1% billion. We had expected the figures to bounce
back somewhat after the modest increase in banking
March, but this record rise suggests yet again that the
long awaited downturn has not started.

The continued buoyancy of bank lending is one of the
factors that cause the Chancellor to be cautious about
reducing MLR in the rear future. We are currently
revising our view of the prospects for monetary growth
over the next few months, but there is a significant
possibility that it will be higher than the figures of

/the last
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the last three months. We certainly do not expect

the public sector to be in surplus as last month.

The market seems to be expecting an early fall in
interest rates and tomorrow's figures might encourage
this expectation; the full details of the increase

in bank lending will not be published until next

week. The Chancellor will be careful in the meanwhile
not to encourage unjustified optimism.

The Prime Minister may like to know that the Bank are
planning to announce on Thursday a further rolling
forward of the special measures taken to relieve the
tight liquidity position in the money markets. Although
three month interest rates have remained around 17-171%
in recent weeks, to unwind the special measures on the
present schedule would cause severe shortages in the
money markets in the middle of the month. The result
would be upward pressure on short term interest rates
and distortions to banks' balance sheets across

make-up day. There will certainly be presentational
difficulties in announcing further relief, although

with careful briefing we should be able to avoid heavy
criticism. We will be able to argue that there are
signs that monetary growth is coming under control and
that a further rise in short term interest rates was

not necessary at this juncture. It is, however,
becoming increasingly difficult to argue that the special
measures are temporary; they are an inevitable consequence
of relatively low monetary growth combined with high
bank lending to the private sector. We are working on

a longer term solution to this structural problem.

I am copying this letter to John Beverly (Bank of
England).

(j.;"l/\n/(

V(e

J WIGGINS
Private Secretary




STERLING M% AND ITS COUNTERPARTS

Banking April, & billion
seasonally adjusted

CGBR (minus=surplus) -0.58

Less sales of central government
debt to non-bank private
sector -0.77

(of which, gilts) : (-0.80)
Net other public sector i +0.22

Sterling bank lending to:
Private sector +1.55
Overseas +0.2%

DCE +0.65

External and foreign currency
finance -0.11
Net non-deposit liabilities, etc -0.%8

Change in &M3% +0.17

CHANGE IN &£M% IN RECENT MONTHS

% seasonally
adjusted

Monthly average banking July-October (4 months) 1.2

November-February
(4 months) 0.6

March 0.4
April (055
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