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DNS: SELLING MORE DEBT TO PERSONS

The Lord President has seen your letter of 1g/yd§émber to
Tim Lankester and has asked me to set out ourviews on the manpower
implications.

As you know we are concerned about the lack of firm information, and
consultation, on the manpower requirements of the various measures
the Chancellor has in mind to raise more money through the DNS. 15z
was helpful to have a copy of your letter for our discussions with
DNS officials about their 1981/82 Estimates.

The Lord President appreciates the difficulties facing the Chancellor
in making his dispositions for 1981/82 at this juncture. 15{0RE, alas il
essential that the manpower implications of the new DNS schemes,
including BNOC bonds, should be established in some detail so that
proper provision for staf numbers and expenditure can be made in the
Estimates. We cannot hope to manage and control the rundown of the
Service in an orderly fashion if manpower implications of the order
mentioned in your letter are not worked out, and how they are to be
accommodated in the Cabinet's reductions programme agreed, before
overall policy decisions are made.

In all cases where colleagues are seeking additional staff for new
functions the Lord President is expecting existing functions, and
the efficiency with which they are being performed, to be examined
rigorously for compensating savings. In the case of the DNS he
suggests that economies might be identified in the programme of
further Rayner scrutinies put forward in his letter of 14 November.
This will be examined further by CSD officials when the DNS Estimates
for 1981/82 are being discussed. ;

In the interests of flexibility of budgetary strategy the Chancellor's
department have a single overall target. To the extent that DNS
cannot absorb proposed staff increases, reductions will have to come
from the Chancellor's other departments. A reduction to 630,000

must be achieved and we must see some progress in 1981/82 if there is
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to be no weakening in the Government's resolve to keep Civil Service
numbers under control. The Chancellor's departments will have to
play their part and this will be particularly important with the
staffing implications of new policies such as TUB and TIB which are
being considered.

The Chancellor mentioned in his previous correspondence with the
Lord President that he might wish to make a claim on the contingency
margin for DNS. The Lord President has asked me to say that he does
not think that this will be possible. The forecast levels of
unemployment in 1981/82 will require of the order of 10,000 extra
staff in DHSS and Employment and significantly more in 1982/83 and
beyond. The Lord President therefore believes that the requirements
of DNS must be contained without recourse to the contingency margin.

I am copying this letter to Tim Lankester (No 10) and David Wright
(Cabinet Office).

e i,

J BUCKLEY
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. CHANCELLOR'S STATEMENT ON 24 NOVEMBER : MONETARY ISSUES
155 Three major monetary issues were covered in the statement/
MLR was cut by 2% to 14%;

il We shall continue with the present monetary
target until the Budget next spring when a new target AWQMAJZS
will be announced;

iii. Certain changes are to be made to the monetary
control system, notably the abolition of the Reserve
Asset Ratio.

" 2. The MLR cut, which follows the 1 point cut on 3 July,
restores MLR to the level of June-November 1979. The cut
should help to alleviate some of the problems faced by
industry at present. Cutting interest rates should bring
forward the time when the debenture market and new issues
market come back to life, taking some of the pressure off
bank borrowing.

o It is proposed to maintain the present monetary target
range for the rest of the target period. The target was
originally announced by the Chancellor in his Budget statement
on 26 March 1980. We set a target range for the growth of
sterling M3 in the 14 months from mid-February 1980 to mid-
April 1981 of 7 to 11 per cent at an annual rate. In the
eight banking months since mid-February, sterling M3 has
grown by 15.3% or 2%.8% at an annual rate. This increase has
been inflated by distortions caused by the ending of the
Supplementary Special Deposits scheme or 'corset' in June.
The underlying rate of growth of sterling M3 over the period
from February to October is estimated at around 20% at an
annual rate.

4, In the Budget statement in March, the Chancellor said he
would review the monetary position and the target in the
autumn once the distortions in monetary growth caused by the
ending of the corset had worked their way through. Monday's
announcement fulfills that commitment.




Sle The Treasury and Bank of England have now completed
consultations on the Green Paper on Monetary Control. While
no firm decision for or against Monetary Base Control (MBC)
has been made, a number of changes in the monetary control
system have been proposed. One effect of these changes will
be to allow us to gather information on the way in which a
system of MBC might operate in the UK:

il s As foreshadowed in the Green Paper on Monetary
Control, the Reserve Assets Ratio will be phased out

and abolished completely as soon as alternative arrange-
ments for prudential control of the banks can be
introduced.

Akt Changes will be introduced in the Bank of
England's methods of intervention in the money markets.

itk s The Authorities are exploring alternatives to the

1}% cash ratio as a basis for financing the Bank.

iv. Statistics are to be collected for "retail" money
(akin to the old M2 series).

Supplementaries

MLR

e Medium Term Financial Strategy. This is not an
abandonment of the MTFS. We do not believe, however, that
maintaining the current level of interest rates would be an

appropriate means of achieving our monetary objectives. An
excessive reliance on interest rates would imbalance the
economy and might not even have the desired effect on the
money supply - in the short run at least. But in any event
the strategy is not to be interpreted as slavish and mechan-
istic concentration to the path of the &M3 statistic. We
must look at other aggregates and also what is happening

elsewhere in the economy.




aball Financial Position of Companies. The overshooting

of the monetary target so far this year has reflected to a
considerable extent the sizeable deficit of the compary
sector, which has had no option but to borrow, accompanied
by a large personal sector surplus. Raising interest rates
could make matters worse in this respect because companies
would face greater interest charges.

alal ol Timing. We reduced MLR by 1 point in July. This
was always intended as the first of a series of downward .
movements. A further move now is appropriate because in-
flation is falling fash and because companies are being put
under increasing pressure by rising real interest rates.

ST Pressure from the CBI. This is not a response to

pressure by the CBI and others. It reflects our considered
Jjudgement about the level of interest rates appropriate to
achieve the degree of monetary stringency necessary to

maintain downward pressure on inflation. It would certainly

have been wrong to cut MLR by 4 points as the CBI ( and

Mr Healey) have suggested.

Monetary Target

Vi Suspension of target. There is no question of a

suspension of the target. We accept that there will be

some overshooting, but the rate of growth in &£M3 will

slow down appreciably in the remainder of the target pesriod.
We shall not be far above the top of the range by April,
certainly nothing like as far as the growth so far might

be thought to imply.

vi. An interest rate target has replaced a money suvply

target. No. The commitment remains to a reduction in the
rate of growth of the money supply. Interest rates will
need to be adjusted from time to time to that end.

vii. Accepting that excess growth has occurred, and will

produce inflationary burst in 12-18 months. No. Important
not to look at a short period and draw conclusions from that.
The latest Greenwell's bulletin, not always supportive of




Government policy, points out the error of this approach.
We expect second half-year growth to be much lower.
Inflation is coming down sharply and the forecast for the
next 12 months is /I1 per cent/. It is essential that
monetary growth should decelerate sharply to avoid a

receleration of inflation as the economy returns tovfuller

use of capacity.

Monetary Control Techniques

Vit How Will More Flexible Interest Rates Help Monetary

Control ? May change the way banks charge for advances
and accelerate changes in overdraft system - bank lending
will then become more responsive to market interest rates.
Will reduce the drama associated with MLR changes. lMay
pave the way for a later decision to set objectives for
monetary base instead of interest rates.

Tlie, - How do you Reconcile Cutting MLR at a Time when

Money Supply is Out of Control with Moves to More Flexible

Market-Determined Interest Rates. Haven't you just Over-
Ruled the Market ?

Don't accept cut in MLR is inconsistent with monetary
strategy. No question of over-ruling the market :
assistance is necessary to prevent inappropriate changes
in interest rates. Government will continue to set a range
for interesq rates (though it will not be announced) .
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ECONOMIC PROSPECTS TO END- 1981

The Industry Act (1975) requires the Government to publish

econorric forecasts twice yearly. This press notice reviews econcnic

developments so far this year and looks at the prospects to the
end of 1981.

Summary

2 The UK economy is confronted by the need to bring about a
major adjustment to a higher exchange rate, by the need to bring
about further reductions in inflation and by the problems of
recession in the world econonmy. In these circumstances, ouvput

and employment are liable to decline.

S Progress on reducing inflation this year has been rapid.

Next year, especially the early months, should see a further

ma jor reducticn in the year-on-year rate of inflation from 153197

in the fourth qusrter of 1980 to perhaps 119 in the fourth quarter
of 1981. There has been a sharp fall in output and employment
this year, as firms have reacted to large increases in domestic
costs and to financial pressures, Next yeer, there may te no
further fall in total output from the level in the second half

of 1980,

L, Great uncertainties surround the prospects fcr the economy
over the coming year. The figures in this forecast nust be
interpreted in the context of the large margins of. error to wkich

all forecasts are subject,




RECENT ECONOMIC DEVELOPMENT S

Be In the Government forecasts published a year ago, and at the
time of the Budget, 1980 was foreseen as a year of recession and
falling inflation. A poor trade performance, because of weak
overseas demand and adQerse competitiveness, was expected, together
with tight monetary and fiscal policies (with both the money supply
and the PSBR as percentages of GDP expected to decline). 1980

is now clearly emerging as a recession year, and the inflation rate

is falling; yet it is domestic demand, more than trade, which has

led the recession.

555 Government borrowing in the first six months of the current
financial year was £8 billion (seasonally adjusted). This PSBR

and a high level of bank lending were the main reasons why the rate
of growth of the money supply, at 15% between February and October 1980,
was well above expectation. A number of factors have contributed

to pushing up the exchange rate, among them: inflows of OPEC funds,
the growing value of North Sea oil, the uncertainties over the Gulf
war, the turnround in the current account and high levels of nominal
interest rates in the UK, The rising exchange rate l.as been
accompanied by & faster growth in costs and prices in the UK than in
most competitor countries and hence there has been a large and indeed
unprecedented loss of competitiveness. On the basis of relative
labour costs, the level of competitiveness in 1980 is estimated to

be some LO-50% less favourable than in 1978. Of this change in
competitiveness, around three-fifths has been due to UK unit labour
costs increasing faster than those of our competitors and the
remaining two-fifths to exchange rate appreciation.

T Up until the early part of 1980, output and employment had
been maintained, despite mounting cash flow problems for some
companies squeezed by a high exchange rate and rapidly rising
domestic costs. But around the turn of the year, and still more
in the spring, many companies Were finding their financial position
much worse than expected, with future prospects globmier, because
of: a widespread acceleration of domestic costs; a rising
exchange rate; and fglling profit margins. The result was 2
concerted fall in orders from the second quarter of 1980,
accompanied by attempts to get rid of sgpcks by cutting prices,




and by reductions in output and in employment. These tendencies
can be seen most clearly in successive replies to the CBI
enquiries,'which relate to the industriel sector of the econcmy,
"worst affected by the recession:-

Percentage balances of ups and downs

Trend in
average
prilcesNos
domeetic
orcers

Present
volume
of stocks
too high

Trend in output
volume over
next L4 months

Firms working
below capacity

1980 January 63 11 1t 65
April | 70 m .26
July 76 4 36
October 84 31 55

8. Thus companies, particularly in the more exposed parts of
manufacturing, but also in distribution and elsewhere, are now
adjusting rapidly. The second half of 1980 is seeing a further
large fall in employment and further destocking, with profit margins

being cut again.

9. A combination of strong recessionary pressures and a high and
rising exchange rate has limited firms' abilities to pass on higher
coste to their customers. This squeeze on profit margins in the
private sector has taken several percentage points off this autumn's
level of retail and wholesale prices.

10, The rate of inflation over the last six monthe has been
running well telow the rate of around 15% shown by the usual
comparisons of the retail and wholesale price indices with the szme
period a year earlier. For both wholesale and retail prices, the
annual rate of increase over the six menths to Oétober was 83%.
Particularly in the case of retail prices, this figure understates
the ﬁnderlyjng rate of increase in prices, mainly becauvse of
favourable trends in seasonal food prices and the tendency of

prices to rise sharply in the spring. A rough adjustment for these
special factors might not add more than three percentage points to
the 8i% figure - confirming a substantial decelerstion in retail pri
infletion,




1. Many domestic costs have been slow to respond to the slowdown
in inflation. Average earnings, for the €conomy as a whole, rose
by 22% over the year to the third quarter of 1980, although the
underlying increase in manufacturing was lower, at 18%. There

: are, however, clear indications of a ma jor reduction occurring

in the current pay round in both wage claims and settlements,
Important contributory factors, reflecting both the current position
and future expectations, are: the Government's monetary and fiscal
policies, companies' reduced ability to pay, the reduction in the
rate of inflation and higher unemployment,

12. The reduction in price inflation ahead of a reduction in pay
increases has led to a substantial rise in real earnings, for those
in employment, over the past year. But with employment falling and
some other elements in personal incomes rising more slowly than

pays the real value of consumers' disposable incomeé over the past
year has risen slowly. Nevertheless, and perhaps partly in
response to the rise in inflation last winter and to the subsequent

rise in unemployment, the personal sector's savings ratio has

tended to rise, leaving perscnal consumption close to last year's
level., Thus the burden of the recession has fallen mainly on the
company sector and on the unemployed, but not in general on those in
employment.

13. The trade balance this year has been much better than expected
at the time of the Budget: a major fall in the volume of imports,
induced by the sharp decline in industrial activity, has far
outweighed the effects of poor competitiveness, Exports of
manufactures in the first ten months of this year were close to

the 1979 average, It seems likely that over much of this

period the volume of world trade was well up on 1979: the loss of
UK share this year, measured in volume terms, may be attributed
mainly to a lagged response to worsening competitiveness,

Imports of manufactures were 10% lower in the three months endlng
October than in the three months ending July, a downward trend

that probably owes much to heavy de-stocking throughout the economy,
The balance of payments is continuing to benefit from a surplus

on invisible items, mainly reflecting high private service credits,
partly offset by transfer debits, In total the current account is
estimated to have been in surplus of over £1 billion in the first
ten months of the year.




14. By the third quarter of this year, total output in the
economy was perhaps L% below the average of 1979, with a larger fall
in industrial output. Partly in consequence, but also because of

companies' needs to 1irit the deterioration in their cash and
liguidity positions, employment has been falling, with a
particularly rapid fall in manufacturing. Unemployment, in turn,
hes risen exceptionally quickly over the last six months. By
acting promptly to reduce their labour forces and their stocks,
companies this year have 1limited the extent of the rundown Tethielin
liquidity position. Even so, the net borrowing requirement of
industrial snd commercial companies in the first half of 1980 was
exceptionally large,.




ECCNOMIC PROSPECTS

Introduction

15, This forecast takes account of the decisions on public
expenditure and taxation announced by the Chancellor on

24 Novembér. For 1981-82, tax receipts are projected on the
coriventional assuhption that allowances, thresholds and specific
tax rates are uprated in line with the growth of the RPI during
1980.

16. In addition to the National Savings initiative, a reduced rate
of government borrowing and bank lending is expected in the course
of the second half of the current financial year. Thus the
forecast of underlying monetary growth over the target period of
February 1980 to April 1981 is that it will come back towards the
top of the 7-11% range. For 1981-82, the forecast assumes that
monetary growth will be at the centre of the MTFS range of 6-10%,

17. It is assumed for the purposes of this forecast that the

exchange rate in 1981 will be at a level similar to that in

mid-November,
Inflation

18. 1In the current quarter, retail prices are likely to show an
increase over a year earlier of around 15%%: 1% less than the
Budget forecast. Over the past three months, and helped by some
particularly favourable influences not all of which may persist,
prices have been rising at little more than 1% a month. This
lower trend seems likely to continue into next year, so thathtine
year on year increase in the early part of 1981 should show another
substantial fall, Thereafter much depends on the rise in costs.
‘Earnings in the current pay round are assumed to rise by less than
half the rate in the previous pay round, with earnings in the public
services rising by less than in the rest of the economy. Other
‘costs, especially imported materials and fuels, should continue

to rise less fast than labour costs, though it is assumed that there
are no further benefits on the sterling price of imports from &
rising exchange rate. Profit margins have declined very sharply
in 1980: the pfospect for next year is highly uncertain, but
margins may not decline'as much again. The forecast is for a

rise of 11% in retail prices between the fourth quarters of 1980
and 1981. There are however several ways in which single figure
inflation could be achieved next year: such an outcome would be
comfortably within the range of possible outcomes implied by the

margin of error on the forecast,

6 (1




World economy and UK trade

19, In the face of a 14,0% increase in the price of o0il, activity
in the industrial economies at first showed surprising resilience,
growing by 3% in the year to early 1980. Since then a general
slowdown has taken place. In the second quarter GNP fell in all
the main economies except Japan. The drop was especially steep

in the US, though there are now signs that the decline there has
come to an end. Activity in the industrial economies is expected
to remain weak in the second half of 1980 and early 1981, with a
recovery starting around the middle of next year. In the face of
stubborn inflation and, in some countries, a weak external positicn,
most Governments are likely to continue following restrained fiscal

and monetary policiese.

20, The growth of UK export markets (world trade in manufactures,
UK weighted) is expected to slow down substantially, from an
estimated 8% in 1980 to possibly 3% or so in 1981, with a
substantial margin of error in either direction. The surprisingly
high figure for 1980 reflects partial information for the first half
of the year.- Moreover, markets which are relatively more important
o the UK, in particular OPEC, have been the fastest growing.

24. The volume of UK exports of manufactures (less erratics)

in the three months to October was 2% lower than the 1979 average.
Some further decline is possible next year, in the context of slow
growth in world trade and the continuing effects of past losses in
competitiveness - working through both the supply of and demand for
exports. While the conseauences of large changes in
competitiveness are extremely difficult to evaluate, evidence

for this country and for other industrialised countries 1is
consistent with the view that there are significant effects on
trade, often with a considerable lag. Total exports, sustained
to some extent by rising exports of oil and some other non-
manufactured goods, are forecast to fall by 3% in 1981.

20 Whhe falds=in the volume of manufactured eprrts this year has

been more than matched by the fall in imports: in the three

months to October, the volume of manufactured imports (less erratics )
was 9% less than the 1979 average, much of this fall reflecting
de-stocking. Predictions of 1mports have proved notoriously
fallible, but the judgement in this forecast is that the falling
trend will soon stop: for 1981 as a whole, there may be little
change in imports of goods and services.

7
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23, The large surpluses on the current account in recent months
reflect, in part, rapid de-stocking. If that lessens next year,
and if adverse competitiveness effects continue to be felt, then
the balanée of trade in volume terms may tend to deteriorate but
with a further improvement possible in the terms of trade, and
with the benefit of the EC rebate, the current balance may remain

in surplus.

Domestic demand and activity

o e i

24. The principal feature of the changes in demand in 1980 is
the stock cycle: the immediate adjustment by firms has largely
taken the form of cutting back on stocks. Whereas in 1979
stocks in total were built up by about £1% billion, in 1980

they are being run down sharply. In the second half of 1980,
other reductions in domestic demand - in consumers' expenditure,
private investment and in some areas of public expenditure - are
probably taking place. Next year may see less de-stocking, but
a continuation of the fall in private and public fixed investmrent.

25. The real value of personal incomes has risen this year as a
result of large increases in pay and the falling rate of inflation.
Next year, with a further fall in activity and employment, with
increased national insurance and health contributions, and with
increases in some people'é earnings falling short of the rate of
inflation, real perscnal disposable income may well be lower than
in 1980. But the savings ratio is likely to decline from its
present high level, partly because of the usual lag between income
and spending changes, partly because of the decline in the rate of
inflation. Hence consumers' expenditure in 1981 may be close to
its 1980 level.

26, Output in 1980, for the economy as a whole, is forecast to
be 3% lower than in 1979. Within the total, manufacturing output
may be 10% lower. The forecast of output in 1981 turns crucially

on a very uncerﬁain assessment of the second half of 1980, and on
how much of the decline in outpuf has been caused by de-stocking.
The central forecast for 1981 is that, with a slower rate of de-

stocking, there may be no further fall in output from the level in




the second half of 1980. This prospect is, however, extremely
uncertain, It is quite likely that the bottom of the recessjion

will be reached in the course of next year, with perhaps some

recovery before the end of the year. For 1981 as a whole, GDP

may be 14% below the 1980 level; with manufacturing output L% down.
Output of North Sea oil and natural gas liquids is expected to have
risen to around 80 million tonnes in 1980. 0il production next
year is expected to be in the range 85-105 million tonnes, as
forecast in the Report to Parliament by the Secretary of State

for Energy, June 1980 (the Brown Book). Unemployment is at
present rising rapidly. Further rises must be expected, though
the flattening out in the path of output forecast for next year
ghould contribute to a slower rate of increase in unemployment.

The Public Sector Borrowing Requirement

27. In the first half of 1980-81, the PSBR was £8 billion,
geasonally adjusted.. A much lower rate of borrowing is expected
in the second half of the year, partly because of: the rebate on
EC contributions, rising receipts of North Sea taxes and asset
sales. The result is a forecast, still subject to a wide margin
of error, of the PSBR in 1980-81 of £11% billion or 5% of GDP at
market prices. Of the upward revision to the forecast of S tilie
1980-81 PSBR made at Budget time, much can be attributed to higher
borrowing by local authorities and public corporations reflecting
both higher than expected expenditure and the worsening of trading
conditions. In the central government account, the main reason
for higher borrowing is increased expenditure, inclucding defence,
in both volume and cash terms, much of the volume increase
“pesulting from the effects of recession., The net change in revenue
from Budget estimates is expected to be small as a result of
offsetting effects from higher pay and from lower employment and

" output. North Sea oil and gas revenues in 1980-81, at current
prices, seem likely:to total about £4 billion, or 13%of GDP at
market prices. !

28, . For 1981—82, the continuing recession will tend to increase
the PSBR. This should be more than offset by a combination of
factors pointing in the opposite direction: by the effect of the

e
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fiscal decisions announced on 24 November; by some improvement

in the finances of public corporations as they continue to iﬂcrease
prices, mainly of energy, towards economic levels: and by a lower
level of pay increases inthel public services, After taking
gcéount of the proposed tax changes announced on 24 November,
revenues from North Sea o0il and gas in 1981-82 are expected to

te in the range £4%-5 billion, at 1980-81 prices, a little higher
than forecast at the time of the Budget.

»5, The uncertainties over the estimated outturn for this yeér's
SBR are magnified in 1981-82. The 1980 FSBR indicated a margin
o1 error for the year immediately ahead - which is no more than an
sverage derived from past forecasts, and which by definition may
therefore be exceeded - of £3 billion either way. At this stage,
the margin of error on the 1981-82 PSBR is necessarily greatef.

On the basis of the fiscal and monetary policy assumptiones used

in constructing this forecast, the prospect is for some fall in
the PSBR as a percentage of GDP.

Margins of error

30. Table 1 shows margins of error calculated from internal
Treasury forecasts over the last ten to fifteen years. Two factocrs,
in particular, suggest that such past averages may understate the
pisks of being wrong in present circumstances, The first is the
uncertainty over the response of inflation, and of the economy in
general, to the present stance of monetary and fiscal policy. The
pecond is the uncertainty .over the amount and timing of trade

and output resvonses to the past loss of trading competitiveness.

PRESS OFFICE
HM_TREASURY
PARLIAMENT STREET
LONDON SW1P 3AG

01-233-3415




ECONOMIC PROSPECTS T0 END 1981

Margins of
Percentage changes -errorit for

. '1979 to 1980 1980 to 1981 1981 forecast
; per cent
:
OQUTPUT AND EXPENDITURE AT
CONSTANT 1975 PRICES

Gross domestic product
(at factor cost

Consumers' expenditure

General Government
expenditure on consumption
and investment

Other fixed investment

Exports of goods and
services

Change in stockbuilding
as a percentage of GDP

Imports of goods and
services 3 0

-

BALANCE OF PAYMENTS ON | 1980 1981
AC
CURRENT ACCOUNT 2 billion g billion

2 2 2

RETAIL PRICE INDEX Percentage changes Per cent

Lth Quarter Lth Quarter
1979 to Lth 1980 to L4th
Quarter Quarter
1980 1981

154 11

The errors relate to the average differences (on either side of the
central figure) between forecast and outturn. The method of
calculating these errors has been explained in earlier publications on
government forecasts, notably in November 1978 (see Economic Progress
Report Supplement or Economic Trends No. 301, November 1978). The
calculations for the constant price variables are now derived from

" internal Treasury de during the period June 1965 to
October 1978. For t tail price index
forecasts made between June 1970 and The errors
are after ad justment for the effects of major changes in fiscal policy
where excluded from the forecasts.

This margin applies to general government consumption only.
This margin applies to private sector investment only.
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10 DOWNING STREET

From the Private Secretary » 20 November 1980

T

As you know, the Prime Minister held a further Monetary
Seminar on Tuesday. The following were present: Chancellor of
the Exchequer, Chief Secretary, Financial Secretary, Sir Douglas
Wass, Mr. Burns and Mr. Middleton; the Governor and the Deputy
Governor of the Bank of England, Mr. Goodhart and Mr. George;
Sir Robert Armstrong and Mr. Ibbs. They had before them the
papers described in your letter of 14 November, including the
letter of the same date from the Governor.

Smoothing the PSBR

Referring to the recent Treasury paper on this subject
(your letter of 5 November refers), Sir Douglas Wass said that
some areas for smoothing the PSBR had been identified, mainly
on the revenue side. But one should not exaggerate how much
could be achieved, and some of the options would cause adminis-
trative difficulties and would be inconvenient for industry.
He proposed that further work should be done to refine the possible
options.

The Prime Minister said that the further work should be done
as proposed.

Abolition of the Reserve Asset Ratio (RAR)

It was explained that the abolition of the RAR and its
replacement by a new system of prudential control had already
been announced in the Green Paper on Monetary Ccntrol. But
a new system of control had not yet been fully worked out,
and until it was, the RAR - or some variant of it - would have
to continue in its place. The Bank had published a Consultation
Document on the new prudential control system, but it had not
been possible to carry the consultations with the banks forward,
pending decisions on other monetary policy issues such as the
Lender of Last Resort facility (see below). However, it was
essential that the new prudential system should be in place by
the next Budget.

/ The Governor




The Governor said that it would be desirable to make some
early changes in the RAR so that, in its last few months of
existence, it did not cause some of the difficulties which it had
in the past. In particular, there was likely to be renewed
pressure on the banks' liquidity in January, and it would be
right to consider changing the definition of reserve assets
before then so as to avoid - or at least reduce - the need for
Bank assistance.

The Prime Minister said that it would be clearly undesirable
to abolish the RAR before the new prudential system was in place.
Even though the RAR was inadequate, to abandon it now would
give the public the impression that the banks were being set
free to '"print money'. But the new prudential system must be
ready in time for the next Budget, and in the meantime it would
be desirable to consider possible changes in the RAR on the lines
suggested by the Governor.

Modification of Lender of Last Resort

It was explained that the Treasury and the Bank agreed on the
need to move to a more flexible system of operations in the money
market. This would include allowing short-term interest rates
to be free to move within a predetermined (but unannounced) band,
and the disappearance of MLR as such. Greater flexibility in
interest rates could ease the political and technical tensions
in our monetary operations. Moreover, the possibility of
considerable fluctuation of short-term rates could encourage
the banks to move towards more variable pricing for their lending,
which would also be helpful for maintaining monetary control.

The purpose of the band, rather than letting rates move completely
freely, would be to avoid undue short-term volatility which might
arise from technical factors and which might not be warranted

by the underlying movement in the money supply. But it would

be possible to change the band quickly if it appeared that the
monetary target was not being achieved. The authorities would
continue to intervene mainly by open market operations. The
discount window would be used to relieve unexpected cash shortages,
but this facility would be provided less predictably than at
present and probably only at penal rates. The effect of changing
over to a system on these lines, at least initially, should not

be exaggerated. But it ought to be helpful in its own right,

and it would be a move in the direction of a possible Monetary
Base Control (MBC) system. It was proposed that the new method
‘of operating should be announced by the Chancellor in general
terms in next week's statement, and introduced in the next few
months when the general guidelines for working it had been fully
worked out.

In discussion, it was questioned whether it would be possible
to keep the band secret. In response it was argued that the Bank
could certainly resist pressure to publish on operational grounds;
and although the market would get some idea of the band from the
way the authorities intervened, it should still be possible to
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maintain a considerable degree of uncertainty about it. This
was the experience in the USA, where the Fed operated an interest
rate band. - -

¢t The Prime Minister said she was content with the proposal in
general terms: it should be announced in the Chancellor's
statement, and the Bank and the Treasury should immediately
embark on discussions on the form of the new guidelines for
short-term interest rates and how the new system would operate.
Her one concern was that the proposal was not radical enough and
that it would result in the banks still being able to obtain
large-scale assistance from the authorities. She hoped that the
Bank would veer in the direction of providing cash via the
discount window and charging a penal rate so as to make it more
likely that the clearers would restrain their lending. It was
also essential, in her view, that the Bank and the Treasury should
be prepared to change the band as and when monetary conditions
required it.

Funding Methods

The Financial Secretary said that, following an intensive
review, he had concluded that the introduction of a Restricted
Indexed Gilt (RIG), aimed principally at the UK pension funds,
would be desirable. The intention would be to issue perhaps
£1 billion in the first place and at least £2 billion if the
market reception was favourable. The value of the gilts would
be linked to the RPI. The new gilt would be a considerable
help to the Government's funding problem; it would reduce the
cost of borrowing by cutting out uncertainty; and it would help
bring down long-term interest rates and thus bring forward the
reactivation of the Corporate Bond market. Although there
were arguments against, on balance he thought it was right to
go ahead with it.

In discussion, it was pointed out that RIGs would reduce
the PSBR (because the index-link would not show up as interest
rate in the Government's accounts). Their announcement now
would also be of advantage for the Chancellor's statement next
week. On the other hand, it was argued that the Government
was already raising huge amcunts of debt from the institutions
without indexation, and it was doubtful whether offering them
an indexed gilt was necessary. This would be a much greater
departure than the issuing of "Granny Bonds" - because in the
latter case it had been considered necessary to issue them in
order to increase the Government's borrowing from the personal
sector. There was a risk that if an RIG was announced, the
institutions would hold off buying conventional stock and wait
for a further RIG issue. More generally, an RIG issue would
give the impression that the Government was extending indexation
just when it was trying to reduce indexation in other fields,
such as social security and public service pay. Finally, certain
legal difficulties had been raised by the Department of Trade

[(Mr. Nott's letter
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(Mr. Nott's letter of 17 November to the Financial Secretary refers),
so that it was now doubtful whether it would be possible to go firm
on an RIG issue in time for the Chancellor's statement.

As regards other methods of funding, the Financial Secretary
said that the first day of the new "Granny Bond" issue seemed to
have gone well. The Chancellor said that he would like to
consider the possibility of announcing a further extension of
"Granny Bonds'" in the New Year in his statement.

As regards the possibility that the nationalised industries
might borrow in their own name, Mr. George said that the industries
had frequently argued for this; but in practice it seemed very
unlikely that they would take advantage of it if such a faecility
was allowed. Borrowing from the National Loan Fund was cheaper
for them.

The discussion then turned to the possibility of new methods
of debt marketing, and in particular the possibility of auctions.
The Bank representatives explained that a change to an auction
system would, in their view, seriously damage the structure of
the market and, as a general proposition, they believed it would
increase the cost of borrowing. But they were prepared to
consider auction techniques on a limited scale in respect of
short-term debt.

Summing up this part of the discussion, the Prime Minister
said that on balance she was opposed to the immediate introduction
of an RIG. But she did not preclude introducing one at some
later date: it would be helpful if, in the meantime, the
Financial Secretary would prepare a short paper setting out the
pros and cons and taking account of the points raised in Mr. Nott's
letter. The Chancellor could, if he wished, announce the extension
of "Granny Bonds' in the New Year in his statement. Although she was
disappointed that no other immediate funding changes seemed possible,
she agreed that there was nothing else that the Chancellor could
readily announce. She noted what the Bank representatives had
said about auction techniques and she would like the Treasury and
the Bank to conduct a joint study of possible new funding methods -
which should also cover the possibility of new debt instruments.

Monetary Base Control

The Chancellor said that he would like to open up the
possibility of moving to an MBC system in due course. In order
to help the Bank and the Treasury develop their thinking on MBC
possibilities, he had two immediate proposals. First, the
13 per cent cash ratio should be abolished. This would enable
them to study the properties of a non-mandatory system and, in
particular, the banks' own requirement for reserves which was an
essential feature of such a system. But some method would have

/to be
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to be found of replacing the Bank's income which was presently
derived from the 1% per cent requirement. Second, he proposed
that a new series of retail deposits (M2) should be compiled.

This .was desirable as the possible basis for a mandatory system.

He intended to announce both of these measures in his statement;

he would explain that they were necessary to enable the authorities
to move to an MBC system in due course if they so wished.

The Governor said that he did not dissent from these proposals,
though he emphasised that, with the abolition of the 13 per cent
ratio, a new source of income would have to be devised for the
Bank, and it would be highly desirable if the banks continued to
provide it rather than the Government. The Prime Minister said
she was content, and that both measures should be announced in
the Chancellor's statement.

I am sending copies of this letter to Tim Allen (Bank of
England), Sir Robert Armstrong and Robin Ibbs.

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




Treasury Chambers, Parliament Street, SWIP 3AG
01233 3000

|9 November 1980

T. Lankester Esq.
10 Downing Street
LONDON

SW1
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The Chancellor thought the Prime Minister might like to
see the attached note on the effects of a two point fall
in MLR.

The Chancellor thinks the note, which reflects discussion
with the Bank, sets out the issues very fairly. As it
points out, the short run effect depends crucially on
expectations. The monetary, PSBR and public expenditure
background are of course not good and it will be necessary
to see how recent press reports are taken. But it may

be possible to convince the markets that a cut in interest
rates of this size will not exacerbate monetary growth in
the short run. They are clearly getting ready to believe
this. And if they do believe it the consequences for

&M3 could even be favourable.

Nevertheless, the risks of adverse monetary consequences
pointed out in the note are real ones. Reducing interest
rates will increase the growth of £M3 over a year to

18 months, so the prospects for the Government's medium
term strategy will depend heavily on the forthcoming budget.
Moreover, to get a neutral effect between now andthen
depends on putting a difficult series of announcements in

a wider context in which the Government's medium term
intentions for the money supply and inflation are seen

to survive.

In the Chancellor's view, the reception of the various
announcements he will be making next week depends on
convincing people that the probdems with the money supply
are a combination of corset unwinding and imbalance
between sectors. Neither of these can be dealt with by

/manipulating
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manipulating short term interest rates. The intersectoral
problem has to await the budget. Meanwhile with inflation
coming down, the current account strong, the exchange rate
high because of the North Sea, and activity at a low level,
the Government can afford to bring interest rates down in
advance of the Budget.

If this analysis is right, the Chancellor thinks it unlikely
that there would be a big fall in the exchange rate. But
companies benefit from the lower interest rates regardless
of whether the rate comes down and so does the Government

in the form of a lower PSBR (and RPI) next year. Moreover
some of the other measures - for example the ENIC and the
extension of granny bonds - will be easier to sell if

short term interest rates are seen to be coming down.

In short, there are risks about taking this step; but
on balance the Chancellor thinks they are worth taking.

yamwg

)ah«.

A.J. WIGGINS
Private Secretary

S ENCERIENT
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THE FINANCIAL EFFECTS OF A 2 POINT CUT IN MLR

This note describes our best assessment of the financial
effects of a 2 point cut in MLR in present circumstances.
The views outlined here are broadly in agreement with those
of economists in the Bank.

Policy and Financial Background

2. The effects are assessed agannst a background in which

if there were no change in MLR from its present level and

no fiscal action affecting 1980-81, the growth in sterling 13,
adjusted for distortiouns due to the corset, would probably
exceed the top end of the target range by, say, around 4% over
the period February 1980 to April 1981. Thereafter monetary
growth could probably only be kept to the target in the MTFS
for 1981-82 if interest rates are kept at around current levels
until the end of 1981 unless action is taken to reduce the

PSER below the level of about £10% billion in the Industry Act
forecast. In terms of the policy background it is assumed that
the cut in MLR would form part of an announcement in which:

(i) the PSBR forecast for 1980-81 is revised upwards
to £113 billion.

(ii) revised public expenditure plans are announced
for 1981-82, implying higher expenditure than previously
planned.

(iii) plans to raise taxes - prokably PPT and employers'
national insurance contributions - are announced in

advance for 1981-82.

Effects on the Money Supply and the Exchange Rate

3, We have tried to assess the impact of just the MLR component,
not all the measures taken together, and we have looked at the
effects both up to the Budget and over the longer term - say
a year to eighteen months. The shorter the timescale the more
important in any assessment is the impact on expectations in
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the markets, and hence the way in which the change is presented.
If it were perceived as heralding a change in the Government's
basic strategy, the short term impact on the money supply would
be much more adverse than if it were perceived as being
consistent with that strategy. By the same token, the reverse
is true of the effect on the exchange rate: the more the move
is seen as a change of strategy the more likely is there to

be a significant fall in the rate. In the longer term, however,
underlying economic considerations are likely to dominate
purely expectational ones and we can probably be rather more
confident about the nature and scale of the effects. Whatever
the timescale involved, it is important to make appropriate
allowance for the impact on banking sector liquidity: we think
such considerations would tend to damp down any short run effect

——-\___——/_-—__——"
on the money supply but enhance the longer term impact as the
effect on bank lending comes through.

r——

4, The impact on the money supply in the period up to the
Budget could, plausibly, go in either direction although our
best guess is that on balance it is likely to be upward. We
would expect the level of £M3 to be higher in March than it
would have been in the absence of the MLR cut, but by a small
amount - perhaps about 1% or even less - although we cannot
be at all sure of this. We are more confident that lowering

&
MLR by 2 points would mean higher money supply after a year to

eighteen months, other things being equal, and we think the

effect over that period could be perhaps 2-23%.

imply a higher growth rate during 1981-82, particularly if the
effect before the Budget were to be small or even favourable,
and this means that any target for 1981-82 would be that much
more difficult to achiever

— e L e

5. As regards the exchange rate we expect that this would be
lower as a result of lower MLR in both the short term and
after a year or so, partly because interest rate differentials
would be less favourable to the UK and partly because of the
money supply effects. But as with the money supply effects

SECRET
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the impact in the short run is particularly uncertain. If
the effect on confidence is good, this could affect both
the gilts and the foreign exchange markets: for the same
sort of reason as domestic investors might be encouraged to
buy additional gilts, reducing or even reversing the adverse
monetary impact, foreign investors might be encouraged to
buy gilts and the downward exchange rate effect could be
reduced or reversed. In other words if the short run impact
on the money supply is particularly favourable we would be
unlikely to see a pronounced fall in the exchange rate - and
the reaction could even be perverse. On balance, however, we

would expect a slightly lower rate - perhaps around 2% - in o

the short term, building up to nearer 3% after a year.

6. A two point cut in MLR might enable the Building Societes

to reduce their rates somewhat. The 1 point rise in the mortgage
rate which might otherwise occur in April next year because

of the rise in the composite tax rate would probably be avoided
and the rate could actually be reduced by up to a point. We

cannot be sure that this would occur; especially since the
Societies' share rate is at present uncompetitive, but the
effects quoted here assume that it does. A lower mortgage
rate would of itself tend to reduce the RPIL soméiggt}wgﬁﬁ

this effect could well offset the positive impéct of the lower

exchange rate.
p——————\

Effects on the Counterparts of the Money Supply

7. The effects on the money supply described above can be
analysed in terms of the familiar counterparts, as follows:

(i) PSBR .

This would be reduced by a cut in interest rates generally,
mainly, though not solely, because debt interest costs
would be reduced.. Although the biggest effect is likely
to be on short term rates, past experience suggests

that long rates would also fall - perhaps by around

1 point. The effect on the PSBR would be small in

the first instance - probably less than &£50 million in

SECRET
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the remainder of 1980-81 - but would build up as

progressively more public sector borrowing was financed
at the lower rates. In 1981-82 the effect could build
up to perhaps £500 million. S

~
(ii) Gilt Sales

It is here where the greétest uncertainty lies. If

the MLR cut was convincingly presented as being
consistent with the strategy, and if it was thought

©o be the first of a series of cuts, the markets could
actually be sufficiently encouraged to buy more gilts
than they otherwise would have. But on the other hand
even on anunchanged view about the appropriate level

of interest rates in the longer term, the fact that

they had been reduced would mean less capital gains

in the future and this would adversely affect sales.

The effect in the short run could go either way, but

in the Bank's view sales might well be higher in the
aftermath of the change. Whether this would be sustained
throughout the period up to the Budget is another question,
and on balance we think there would be lower sales over
the whole four months. Sales could easily be, say,

&£500 million less over the period but the possibility

of sales being greater by £500 million certainly cannot
be ruled out. If the impact on sales up to the Budget
were adverse as, on balance, we would expect, there

might be little further effect after the first few mcnths,
but if it were favourable in the first instance some
reduction in sales could be expected later as the adverse
effect on bank lending (see below) came through.

(iii) DNational Savings

Normally, if the yield on National Savings were kept in
line with yields on competing assets, one would expect
little impact on inflows. But if it were decided not
to reduce yields on, say, National Savings Certificates
immediately some increase in inflows might be achieved.
Granny Bonds would probably also look more attractive.
Both these effects would tend to reduce £M3.

SECRET




(iv) Bank Lending to the Private Sector
There would be at least two opposing influences at

work here. The first is that interest payments on
existing overdrafts would automatically be reduced

and this would tend to reduce borrowing, particularly
by those parts of the company sector facing the

most serious liquidity prioblems: this effect would

be partially offset by reduced interest receipts

on financial assets. The second is that the cost

of borrowing would be reduced, so tending to increase
borrowing. This would take some time to build up -
both internal Treasury research and, for example, the
research recently reported by Christopher Johnson

of Lloyds Bank suggest that the peak effect on the growth
of bank lending might be after a year to eighteen
months - but we are persuaded that it would eventually

———— . P

dominate the first effect. If, as expected, the exchange
e ———

rate were reduced, the upward impact on prices would also

take some months to come through fully. In the first

few months - perhaps up to the Budget - the interest

payments effect on company borrowing might match or even

possibly exceed the other effects: on balance we would
expect a negligible, though perhaps slightly positive,
net effect over this period.

(v) External Factors

We would expect negligible effects, given that the
exchange rate is floating.

Conclusion

8. Any assessment of the effects of cutting MLR now by two
points is inevitably subject to very wide margins of error.
This is particularly true for the effects in the first few
months. Although we are persuaded that after a year there
would be an adverse monetary impact - largely due to the
effect on bank lending - and the exchange rate would be lower,
we cannot be very sure of the magnitude of the effects.

In the short run the impact on expectations is crucial, and
the effects on both the exchange rate and the money supply

SECRET
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could go either way : but to the extent that the impact on
the money supply was favourable the downward impact on the
exchange rate would be reduced - or possibly even reversed.
If the short term impact on the money supply were small or
favourable, the adverse longer run impact would mean faster
monetary growth - perhaps 2% or more - during 1981-82. This
would cast some doubt on whether the monetary growth rate

envisaged in the MTFS for that year could be achieved with

the PSBR in the Industry Act forecast and no further change
in interest rates.
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Mr. ' Chairman, Members of the Committee:

I very much welcome the opportunity to review with you
the events of the past year in the'area of monetary policy,

. and to outline our basic intentions and some of the kéy problems
as we approach the future.

As jou well know, this has been a turbulent year in the
national economy and in financial markets.. Partly because
inflation and inflationary expectations are profoundly changing
behavior patterns, economists and forecasters have been repeatedly
surprised by developments in both the real and financial markets.

Businessmen, consumers, and financial intermediaries have had

to cope with more than usual uncertainty amid sharp fluctuation§

in sales, employment, and interest rates. Understandably, the:é
has been a sense of frustration and disappointment, combined, I
believe, with growing recognition of the fact that deeply seated
economic problems building over a long period of years will take
strong measures to solve.

Under the circumstancés, Federal Reserve policy has under-
standably been the focus of a great deal of scrutiny. Some has
concentrated on the techniques of policy implementation normally
of concern only to speci;lists. Most commonly, the public '

discussion reflects broad concern about the fluctuations in,

or level of, interest rates and their relationship to both

inflation and sluggish economic performance. Constructive
%——’

dialogue on these problems is always helpful -- and this

Committee has contributed to it.




"I hope that a common understanding can emerge from this

discussion that monetary policy indeed has an indispensable

ol

role to play in the effort to restore a stable, vital economy.

That role requires that the Federal Reserve apply the measured,
persistent restraint on growth in money and credit that is
necessary to drain the momentum from inflationary forces in

the economy and to encourage a return to stability in prices

and unit costs. Misperceptions of the Federal Reserve's

intentions in ‘that respect can only detract from the effectlveness
of our actions. At the same time, fully effective results will
require concerted, complementaty efforts from other directions
as well.

Our focus on the objectlve of deallng with 1nf1at10n

recognizes that inflation has been the 51ngle most dlsruptlve

element on the economic scene. Inflatlon p1aces tremendous

pressures on the budgets of _many households, dlstorts spending
and saving decisions, 1nh1b1ts productlvity expandlng business
capital formation, erodes the foundations of'the domestic and
international financial systems, and in the process saps con-

N

fidence at home and abroad in our future. More specifically,

unless there is a sense that inflation is decelerating, there

can be, in my judgment, little hope of bringing about the
sustained, balanced growth of production and real income that

"we seek. That deceleration requires that excessive monetary

expansion must be avoided.




That basic tenet of economic policy, on which economists
of almost all schools can agree, is reflected in the broad
concepts of monetary "targeting" that the Federal Reserve

has adopted in recent Years, a concept that looks toward a

reduction in monetary growth over time, and which the members

| e

of this Committee and many others have strongly supported. I

recognize that concept does not in itself resolve important
questions about the precise magnitude of the targets or about
the techniques of monetary control, matters about which, in
fact, there are many differences of opinion. Nor does it offer
exact guidance about how to react to new developments, sur-

rounded as they .nevitably are by uncertainty in interpretation -

and conflicting considerations.

_The Federal Reserve's approach toward these problems can,

I believe, best be clarified by‘reviewing the change in operating
procedures introduced about a Year ago and developments sinc?
that time. To that end, I am attaching to this testimony a
statement reviewing our experience with the new operating techniques.
In reviewing that record, I trust that understandable questions
‘and concerns about particular actions and techniques will not
obscure the basic order and consistency in our efforts to control
the growth of money and credit. Uncertainty on that point would
be unfortunate. Let us recognize that slowing growth of money
and credit in an inflation-prone economy, at best, is not a
simple, painless job. Let us also recognize it must be done.
At least as important, we should be aware of the limitations

of purely monetary actions. Acting on the basis of those

T e B e T . R Rt R ———
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understandings, we should be able to change expectations, to
develop consistent policies to share the burdens, and look
forward to the ultimate success of the effort.
Looking at the mést recent situation, I belieVé it should
pé unambiguously clear that the Federal Reserve has been leaning
hard against excessive monetary growth, and that we mean to

maintain firm control as we look ahead.

I believe that our new approach has, .over the year as a

whole, helped avoid excessive monetary growth. But I am sure

YOu agree that we should learn all we can from our experience.
To assist in that process, I initiated in Septembér, roughly
a year after the change in technique, a systematic study of our

recent experience, drawing on staff throughout the Federal

'ilReénge, SO thét we do not neglect opportunities to achieve

;ifufthér>improvement in operatiné techniques and can betterr
:address broader policy issues. We are also acutely conscious

"-ilgof%thézfact that implementation of the Depository Institutions

bereguiaﬁion and Monetary Control Act is itself altering the
institutional framework of our activities, raising some.new
questions that must be carefully considered, particularly in
connection with the introduction of NOW accounts nationwide.
We expect to take advantage of these studies in the review of
our 1981 targets required early next year and will, of course,
share any relevant results with you at the time of our regular
"Humphrey-Hawkins" testimony. Whatever further insights we'can
gain from that systematic study, I believe ceftain points are

worth emphasizing now.




As I have already indicated, 1980 has been an unusually
turbulent and difficult year. Deeply embedded problems of
inflation, low productivity and investment, the weakeqed._
competitive position of‘some key industries, and dependence
on imported energy have made the economy vulnerable to non-
monetary "shocks" and extremely sensitive to indications
of changes in price trends, while impairing growth prospects.
Expectations are highly volatile, and there is a sense of both
impatience and confusibn about setting the economy right.

All of this puts a special burden on those of us developing
and implementing policy to "get it right," to communicate our
pﬁrposes ana intentions effectively, and to persevere with
Aneeded policies.

In that context, I am satisfied that the greater émphasis
we have placed on monetary targeting in recent years, sup-
plemented by the change in operating technigues( has assisted
both in communicating what we are about and,échieving the
internal discipline necessary to act in a timély way. One can

argue about the precise timing and degree of particular decisions.

But the need for strong action last winter, prompted in part by

growth .in the aggregates, to head off an almost explosive rise

in inflationary sentiment seems to me incontestable. Contrary

to most expectations, the ominous "free fall" in economic

activity during the spring quickly ended, in substantial'part

because our operating techniques led to a rapid "opening" of

credit markets. And, while the episode is clearly not over,




we haQé acted more quickly to rein in recent excessive monetary
growth than would have been at all likely under the previous
operating'techniques. )
The record shows, unambiguousl&, that we do take the
targets seriously. But it also strongly suggests that no single
target can reasonably be interpreted in isolation, and that the
lower order aggregates, M-1lA and M-1B, can be extremely volatile.
All of them ——_and the interrelationships among them -- are
affected by institutional change in a way that cannot be quan-
titatively pinned down in advance.
A clear case this year is the relationship between M-1A
and M-1B. The half-point difference in the ranges for these
two aggregates set almost a year ago reflected an assumption
that growth of ATS, NOW and similar accounts would be limited;
those new types of account make up the entire difference
between M-1A and M-1B. As the Yéar wore on, NOW and ATS accounts
have grown more rapidly than anticipated, perhaps because passage
of the Monetary Control Act prompted commercial banks with the
authority to do so to market those accounts moreg aggressively

before their power was extended to potential competitors. As

a result, we now know thé difference between M-1A and M-1B will

be more like 2 percent rather than the 1/2 percent we earlier
assumed; What we cannot know with any accuracy is the extent to
“which ATS and NOW accounts were fed by flows from'savings deposits
or other funds not counted in M-1B, and how much reflected shifts
from demand deposits, depressing M-1lA. Put differently, if we

arbitrarily assume NOW and ATS accounts substitute® for savings
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deposits and demand deposits in roughly equal proportions,
M-1A has been vartificially" depressed by 3/4 percent, and
M-1B increased by about the same amount, relative to the
targets set at the start of the year. S g W ‘“

I make the point at some length because these shifts
arevexpected to be much larger in the year ahead, when we
will have nationwide NOW accounts, and will raise important
guestions of interpretation of both M-1A and M-1B. In essence,
it is wrong to view either in isolation.

Other examplesiéf institutional change abound, some of
only negligible importance in interpreting the data but others
significant. For instance, the explosive growth of money market
funds earlier this year drew money into M2 that otherwise would
have been lodged in market instrqmeﬁts counted in none of the
M's.

Without allowing for these institutional influences,
the charts attached toft?is;statement jllustrate that the
various aggregates now are fﬁhnin§ a’1itt1e below or a little
above the upper end of the ranges set almost a year ago.

Obviously, for more reasons than pictorial or presentational

nicety, I would be delighted to see the data gravitate more

toward the mid-points of the established ranges as we receive
data for the final two months. But I would warn you against
;attributing unwarranted importance to statistical precision

in hitting the target in any given period. For one thing, a

"bullseye" for one aggregate can imply a miss for another as

e g e e T T
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relationships evolve in the course of a year. More funda-
mentally, experience here and abroad strongly points to the

fact that relationships of monetary targets to income, inflation, .
and interest rates -- the variables we really care about, —-

are pot known with precision. shifts in technology, regulation
(such as deposit ceilings), and market incentives are all
important at times. That is why it seems to me the better

part of wisdom to think in terms of reasonahle ranges.

In essence, I believe monetary targeting hgs been, and

should remain, an invaluable discipline, a means for com-
municating our intentions, and a benchmark for performance.
whatever the debate about technique and the significance of
possible "misses" over the course of the year, the broad

thrust of our policy has plainly been one of restraint, working
against the strong inflationary momentun. I take satisfaction,
limited as that satisfaction must be, that the inflationary
process has not gained fresh momentum, despite the strong
"shocks" from energy and (more recently) food prices, the
rigidities and strong moﬁentum built into wages and prices,

and the trend of government_spending and deficits. The restraining

effort has been accompanied by strains and instability in financial




and other markets. But I believe we have steered away from
more treacherous inflationary storms -- storms that would
have brought in their wake much more severe financial and

economic dislocations. ’ v ’

Now we are opening a crucial new chapter --= the challenge
& T T RS

Sf_fffzg£iﬂﬂ_glnﬂth. productivity, and employment while visibly

reducing inflation. As we look ahead to that challenge, you

should be aware that targets and performances for monetary

< growth in the general area in which we have been operating,

———eeEEECTIECIRECEY

or lower, seem bound to be restrictive so long as the momentum

R e

of inflation remains strong. 1f we are to deal with inflation,

I see no alternative. At the same time I have spoken before

w

abbut the Potential for collision and conflict between restrained
iﬁbﬂetary growth and the financial needs of an expanding and
inflating economy. Recent deveiopments provide a taste of the
;potential problem.

: The point is sometimes made that, in theory, monetary

‘restraint, sustained strongly enough and long enough, can alone
: M s e

do the job of restoring price stability. Perhaps so —= in the

—

‘long run. But over what period of time and at what unnecessary

cost, in recurrent pressures on financial markets, in inhibiting
investment and dampening productivity, in lost output and deferred
growth? The alternative of trying to accommodate real growth

VAwhile living with inflation by freely creating money is ultimately
even more threatening. Expectations of inflation would roar

ahead, the whole process of inflation would quickly accelerate,
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and (I fear sooner rather than later) the growth and investment
that is sought would crumble away, leaving us with an even more
difficult situation.

These basic dilemmés and conflicts cannot be paiﬁ&essly
esgaped by some technical change in monetary technique. I
welcome informed debate on those matters -- after all they
are part of our job and we want to draw on all the wisdom and
evidence we can get to do our job better. But the world at
large -- the real world of huge prolonged deficits, of wage
bargaining building in rising costs for years ahead, of enormous
pressure to protect established competitive positions and
living standards even when productivity cannot support them --
will not focus on the technicalities of the various M's,
the precise targets, or short-run fluctuations about those
targets. What we must do is convey a general sense -- and make

good on that message -- that excessive monéy and credit creation

will not underwrite the inflationary process. Taken alone, as

I have suggested, that commitment implies an extraordinarily

heavy burden on monetary policy. So equally, we need the

perception and the reality that essential monetary restraint

will be combined with persistent and effective policies in

other directions so that monetary restraint can be tolerable

o

and sustainable.
In particular we must not flinch from the budgetary
P ——————

discipline necessary to complement the tax relief so desirable

e T D BT
to foster incentives, investment, and increased productivity in
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our society. We must seize other opportunities to deal with
price and wage rigidities and to promote productivity. We
need to face up to the hard job of achieving valid regulatory

. '
objectives at less cost. We need to keep our markets open to

competitive forces at home and from abroad.

It is a difficult agenda for action. But the rewards
(55

are enormous, for along that road lies the opportunity for

achieving growth as we restore stability. I know of no other.

——
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Agenda for Tuesday's Meeting

1 The obJjective at the last meeting was to get the Bank
to provide a workable set of proposals to improve the
present system of monetary control - consistent with and

preferably as a step towards monetary base control.

Relevant to this:

2'e The Bank have produced 2 papers;

a. Funding techniques
b. Increasing the flexibility of official operations

in the money markets.
The papers are covered by a personal letter from the Governor.
Se The Treasury have produced papers on:

Smoothing the PSBR
National Savings

A Restricted Indexed Gilt.

4, You also have a joint Treasury Bank paper on Monetary
Control, setting out the outstanding issues, and highlighting
points on which there is still disagreement. It is covered by
a brief summary of the main points for discussion which you
could use as an agenda for this part of the Seminar.

' (
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5% The objective of Tuesday's meeting is to take decisions
which will enable the Chancellor to make a clear statement
about ﬁonetary control in his announcement next week. There
are a number of practical issues to be resolved. Commentators
will also be expecting him to say something about the
authorities' longer term intentions, nétably on monetary base

dontrol.

The PSBR

6. It would be best to deal with the PSBR first. The prospect,

concistent with the regular note on the monthly CGBR which you
received last week is for a PSBR in 1980-81 of £11% bn
equivalent to 5% of GDP (the same proportion as last year). The

Treasury have identified some areas for smoothing the path of

the PSBR, mainly on the revenue side; you will wish to instruct them

to press on urgently with this work.

Money Market Operations

e The Bank have made some constructive suggestions to modify
lender of last resort facilities and permit interest rates to
fluctuate more - though still determined by the present

discretionary system. These consist of:

e Abolition of the Reserve Asset Ratio when

consultations on prudential control are complete (by

the Budget) - and its immediate modification to greatly

reduce the need for special assigtance.




ii. Modification of Lender of Last Resort - after

consultations but also in time for the Budget. The
Bank's proposals would allow interest rates to be

free to move within a predetermined (but unannounced

range). This system need have no posted MLR like the

present one.

It is agreed that this would be an improvement. But you

want to press for details on:

Ave The timetable for phasing out the Reserve Asset

Ratio.

10 The form of the new guidelines for short term

interest rates.

Funding

9.

Methods of Funding come next

a. More debt to perscns. It is proposed to announce a

further stage of National Savings. Plans are well

advanced. The Financial Secretary has been supervising this
work. You may wish to probe ‘the question of indexed bonds
for young people.

b. Restricted Indexed Gilt (RIG). All the necessary

preparations have been made. We need to decide whether
to go ahead and whether to announce it in the

Chancellor's statement at the end of the month. The

Governor advises against, The Financial Secretary has been

]

supervising this work.
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c. New Methods of Debl Marketing. The Bank paper

resists changes in existing techniques but offers to

experiment with short term bonds (when the reserve

asset ratio has gone), nationalised industry issues. (with HMG
guarantee)

and the Restricted Indexed Gilt. But as the Bank

oppose the RIG and none of the others are immediate

starters, there may be nothing we can announce by way

of a change. The Governor is unlikely to change his

strong opposition to changes in the Bank's traditional

methods.
Decisions are needed on:

a. Whether Restricted Indexed Gilts should be issued

(ever)

b. if so, whether now is the right time to do so

c. what else can be said about funding techniques in

the statement.

Monetary Base Contxrol

11. The Treasury would like to be able to announce our
intention to.change the present system so that it could, if

we chose, evolve in the direction of montary base control. The
choice between mandatory and non-mandatory systemé would be left
open at this stage. The immediate aim would be to find out more

about the banks demand for base. The changes to money market




operations proposed by the Bank would fit well with an
eventual move to MBC. Other necessary changes, to be

decided in detail between now and the Budget, would include:-

i. Abolishing the 14% cash ratio. This has no

monetary control function'but it ﬁrovides the Bank
with revenue. If an alternative source of revenue

could be found to make good any shortfall it would be

possible to abolish this ratio. This would mean we
could study the properties of a non-mandatory system
which depends on the banks' own requirement for
reserves. This is the sort of system recommended by
Karl Brunner and his colleagues. The Bank are willing
to discuss this with us but may not be willing to have

it announced as a possibility.

ii. Compiling a New Series for Retail Deposits (M2)

This was suggested by the Treasury as the possible
basis for a mandatory system - one in which the
authorities lay down the amount of reserves to be held.
The numbers do not exist at present and need to be

collected.

The Bank are apprehensive about i. and reluctant to ask the
banks for ii. But the Governor will probably agree to both
provided he is not committed to changes until alternative

sources of revenue are found. Decisions of principle are needed

on both points at Tﬁesday's meeting.




12. You might conclude by asking the Chancellor to summarise
how he proposes to deal with these issues when he makes his

announcements next week.

Monetary Policy Issues

1%2. The Chancellor has sent you a minute about the measures
he might announce next week including the rollover of the £M3

target and the related question of a reduction in interest

rates. It would be best not to discuss these at such a large

meeting.
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Ref. A03583

PRIME MINISTER

"Monetary Seminar', 18th November

The annex to the Treasury's main paper (entitled '"Monetary Control: The
November Statement'') summarises the main points for discussion, with points of
agreement and points for decision separately identified. No doubt it will be
convenient to build discussion round that summary., There would be something to
be said for starting with the last section, on monetary control and monetary base:

e
it would in a sense be more logical to consider the immediate questions of money

market operations and debt management once agreement had been reached on the
longer-range and more theoretical issues. But tactically it may be more sensible
to follow the order in the paper, and deal with the shorter-range operational and
debt management issues first: there is less scope for disagreement there, and it
is in that area that decisions need to be taken at once.

2, The other decision that needs to be taken directly is that about the roll over
of the monetary target, which is in the Chancellor of the Exchequer's separate
minute.

Roll Over of Monetary Target

S As the Chancellor says, this is very much a choice of evils. An
announcement now that the target will not be rolled forward until the Budget will
be difficult to present, because the existing target is likely to seem increasingly
incredible as we come up towards the Budget. But, all things considered, that
seems less difficult than any of the alternative possibilities.

Money Market Operations

4. There is agreement between the Treasury and the Bank of England on the
introduction of a more flexible system of operations in the money market,
including the '"operational suppression' of Minimum Lending Rate (MLR) and some
consequent change in the operation of discount window facilities. The authorities
would not publish an MLR; but they would have in mind a band of interest rates

within which money market interest rates would be kept. This should make for

il
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more flexibility and less political impact from transient short-term interest rate
movements. The guidelines and interest rate bands would presumably be set by
agreement between the Treasury and the Bank of England. The proposal is that

they should not be published. Is this sustainable? There would no doubt be great

pressure for publication, not only from the markets but from Parliament, including

the Treasury Select Committee. Even if it were possible to maintain a decision

not to publish the current guidelines and bands, how soon after the event could they
be published: would they presumably have to form part of the periodic accounts of
monetary events published in the Bank of England Quarterly Bulletin?

Debt Management

B As is clear from paragraph 8 of the main note, this is one subject on which
views differ between the Treasury and the Bank. The Treasury believe that a
greater readiness to see the yields on gilts respond to market pressure, and a

readiness to adopt new techniques such as auctions, would give greater assurance

CEL =

that a given programme of sales could be achieved within a certain period. The
Bank believe that the greater volatility of yields would not necessarily increase the
volume of sales outside the banking system, and they believe that the structure of
the market and the prospects for selling debt in the longer term would be damaged.

6. Although there remained an area of disagreement, at any rate in theory,
the Treasury seem in practice to have narrowed their proposal to the possibility
of broadening the market at the short end, including experiments in auctions 'at
the boundary between the money and capital markets'', where the Bank is less
resistant.

o One of the difficulties here is that it is the Bank of England who are
responsible for managing Government debt and official market operations; in the
last resort, it would be very difficult to force upon them changes which they were
reluctant to adopt. This makes the more interesting the agreement between the
Treasury and the Bank that a restricted indexed gilt (RIG) available to pension
funds would be practicable. One of the decisions needed at this meeting is
whether to go ahead with such a stock.

8. It could obviously be attractive to pension funds and the life funds of the
insurance companies. Apart from the technical points, there are two

presentational issues which you may like to have in your mind:

D
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(a) It is perhaps a superficial point, but it would be a pity if the new stock

e A ———
became known as RIG: the word has the wrong connotations.
—

(b) In issuing an indexed stock to pension funds, the Government would in effect
be providing a partial guarantee against inflation to the beneficiaries of
such funds. Is it consistent to be doing this, for understandable reasons
of debt management, at a time when the Government is contemplating
legislation to de=index tax allowances, social security benefits, public
sector pensions, etc, ?

9. If we were not announcing a new form of stock, there is not much that could
be said in a November statement about debt management. The Chancellor could
perhaps indicate that he was looking further into the possibility of borrowing by

nationalised industries in their own name for part of their needs; but presumably
———S———

the Bank would not want him to announce a more aggressive use of partly-paid gilts
or greater use of unofficial tap stocks through the National Investment and Loans
Office.

Monetary Control and Monetary Base

10. The Treasury's covering note commits itself to some statements which
would, if they are accepted, have considerable implications for policy, It states,
for example, that ''precise short-run control of a broad aggregate like £M3 is not
in practice possible', and also that '""control of such an aggregate, even over a
period of six to twelve months, could sometimes involve costs in terms of other
objectives that are unacceptable'. The annex says that £M3 is extremely
difficult to control, even over longer time periods, and that '"a major cause of this
difficulty is that interest rate movements do not have a quick or reliable effect on
bank lending or £M3'.

11. If these statementsmean what they say, they appear to call in question a
monetary strategy based on targets for £M3 or any other monetary aggregate., If
they are right, it would seem that the main purpose of monetary policy is to set a
general direction and pace of trends over a period, and it could not be regarded as
anything like a fine tuning instrument. On that hypothesis smoothing the PSBR

becomes a secondary, though still desirable, objective.

i
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12 You will wish to see whether these propositions in the Treasury's covering
note command general assent.
1155, There seems to be agreement between the Treasury and the Bank that it is

very uncertain whether a mandatory monetary base control system would be

T P : T
workable., The only question for decision here is whether to introduce a

statistical series for retail deposits, to replace the old M2 series, on the ground

that this would be a necessary precondition of a mandatory monetary base system.

It is not clear that the new series would serve any other useful purpose (it was
abandoned in 1972); but perhaps the fact that it would be:costly for the banks is not
in present conditions a very conclusive argument against doing that.

14. Nor is there agreement upon the viability, in the British system, of a non-
mandatory monetary base control system. It is argued that the present cash ratio
requirement - the requirement on the clearing banks to keep assets averaging

11 per cent of eligible liabilities as cash and non-interest bearing balances at the

—

Bank of England - prevents us from discovering what cash the banks would hold for
their own operational and prudential purposes - which would be relevant to the
operation of a non-mandatory monetary base control system - and that, in order to
find out how a non-mandatory monetary base control system might work, the cash
ratio requirement should be abolished.

1153 As the paper says, this would abolish the present source of the Bank of
England's income, and it would be necessary to find an alternative source. The
Bank of England can be expected to oppose this strenuously. They will be very
reluctant indeed to contemplate a:r;—s—;:tem whereby their income and therefore
their expenditure are in some sense at the discretion of the Treasury.

16. I am not convinced that this has to be a problem at this stage. The reason
why the existing cash ratio requirement conceals the size and variability of the
banks' true demand for cash is that the requirement is an average: there is no
obligation on the banks to reach a particular target balance on any one day; a
degree of averaging is allowed; and the sharp rises in money market rates which
have been evident recently in the days before make-up day suggest that the banks
allow the ratio to run down in between make-up days. For the purposes of

discovering the true demand by the banks for cash, it should be sufficient to make

Al
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the existing requirement invariable at all times, so that the banks would be
required at all times without exception to keep @ minimum 14 per cent in cash and
would be penalised if they went below that figure. The amount by which their
actual cash ratio exceeded the minimum would then become some measure of their
true demand for cash; and we should not have put the Bank of England's source of
income at risk.

Level of Interest Rates

{1576 If the meeting decides to go for the more flexible method of money market
management proposed in these papers, you may also wish to think about the timing.
It is implicit in the system that in future there will be no announcements about MLR.
It may not be convenient to move straight into this system at the time of a
November statement, if the Chancellor®s hope and intention is to signal a reduction
in interest rates as part of that statement. Thus we might need an MLR change at
the time of the statement, and a switch to the new system from, say, :

lst January 1981.

K

ROBERT ARMSTRONG

17th November, 1980
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RESTRICTED INDEXED GILTS (RIGS)

As requested in your letter of 6 November, I enclose a note by my
officials which answers your specific enquiry about the impact of your
proposal on life insurance business. It does seem to raise difficulties
which if Geoffrey decides to go ahead as proposed we would have %o -
study more deeply. I hope, at the same time, you will forgive me if

T comment on the proposal in more general terms, since I oppose the

principle of indexing gilts.
N

You and I have disagreed over several years on the value of indexation,
of which this would be an extension. Who now would support the
Rooker-Wise amendment; who now would support threshold agreements in
the wages field; which country has gone down the indexation route and
not spent years trying to disentangle itself from the consequences?

Your proposal would create, albeit on a small and experimental basis,
an instrument which could either succeed or fail. If it fails then no
lasting damage is done. If it succeeds, however, it will introduce,
together with your extension of Granny Bonds, a form of competition
for existing gilts. Yet there is nothing inherently wrong with.the
existing gilt arrangements. The Government successfully raises huge
sums of money in this way, and over a period of years the national debt
has declined substantially in real terms. The traditional market for

gilts has provided a "cheap" means in real terms of raising funds for

the Government. If RIGs succeed the market will look to further issues

1
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of RIGs and/or Granny Bonds. This will make each new placing of gilts

more difficult than the last and indeed more expensive.

This letter only goes to the Treasury - in case you decide to go
for RIGs! If you do so, I shall support the experiment but we would
have considerable problems in the technical area, on which you asked

for my advice!

Lot

S

JOHN NOTT
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Enclosure for a letter to the Financial Secretary to the
Treasury

If it is decided to issue indexed stock there is a strong
case for limiting the categories of eligible holders. Our

. conclusion is, however, that the criteria now proposed are

“ unworkable as the life companies are organised at present.

"‘{: ?(1)(2?(;)_of the prospectus.

Whether the companles would be prepared to re—arrange thelr %

i To be ellglble 1nsurance companles would have to undertake

to hold RIG's agalnst tbelr pen51on 1lab111t1es only. The

Most 1ife insurers do pensions and ordinary 1life bu51ness{
in theveame company and do not set up separate subsidiaries
for the two kinds. of activity. - They hold.the assets for: ..
the ﬁhole of this business jointly and do not hypothecate "
them. The policyholders (pensioners and others) are 1§gally
..entltled to a share of all the assets. It follows thaf

such companies could mnot sign the. declaration in. the form of

AT

The only way for insured pen81on funds to quallfy for holding
RIG's would'be to establlsh separate penslon sub51dlar1es.
It is 1mp0851b1e to forecast w1th certainty what the reaction

of the industry would be to this necessity. They are likely
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to be strongly opposed. It would be administratively
inconvenient to have the assets owned by separate companies
ahd there would be very considerable legal as well as
'administrative difficulties in transferring existing pension
business from mixed funds into separate pension subsidiaries.
The approval of the Court would be required and it is not
certéin that in ali cases it would be forthcoming sincé thérﬁ
security offered 5y:a pension subsidiary might be :

significantly less than that of a major insurer.’ Reinsurance.

X

 would however provide an alternative route for éxisting

business.

If fgé‘édﬁpéﬁiéé‘féfﬂéo;éetiéive-6£'oth;fArééso£s-find RiG'éwr
particularly attractive they might be prepared to modify

their structure. But they would be unlikely to do so unless -
they expected the attractions of RIG's as against normal gilt 
edged stock to be considerable. At a time of falling inflation
>this attifude_seems improbable. They would try first to get :

: ofdinary life business to be eligible.

EVen;subsidiary companies limited to pension business might

not Be ablé to make the declaration exactly 4n fhe form

proposed by Treasury. All the assets of a compéhy have to

be availble for example to meet a judgement’débt and particularly

in a winding up assets could not be hypothecated to the pension
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business. It is possible that the Treasury could find
a formula to get round this difficulty but probably

not one which would'appeal to the industry.

The life companies are likely to argue strongly that the
declaration is a form of exchange control by the back
door and very much contrary to the Government policy of

liberalising the financial sector. ‘_;;

If the companies refuse to modify their structure the

effect of the Treasury's proposal would be to limit the holding

of RIG's almost exclusively to self administered pension
funds. Mr Lawqon s letter acknowledges the dlfflculty of

this.

The Department of Trade s concl?51on is that if there
were to be restricted indexed stock the eligible holders =

would have to be self aomlnlstered pension funds and £

companies authorised to do long term insurance business.

14 November 1980
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The Rt Hon Margaret Thatcher MP
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I enclose two papers written in response to the remit given at
your last seminar on possible improvements in funding methods and
the practicalities of moving towards more flexibility in the
determination of short-term interest rates. But it might be
helpful if I set down some rather broader considerations on the
question of monetary control. The experience of recent years,
together with the consultations and discussions held this year on

monetary base control, lead me to the following conclusions.

In view of the difficulties experienced in controlling £M3 it is

natural to look for a different approach and to some form of

monetary base contggl. As is now familiar ground, there are two
possible forms of such control: one with a "mandatory" cash
requirement, targeted in relation to another monetary aggregate;
and one with "non-mandatory" cash holdings where only the base
itself is targeted. A difficulty with either of these is that we
have no experience of how they will work - whether there are any
appropriate stable relationships and what they are. In either
case, there would have to be a lengthy learning period. Insthe
face of this difficulty - acknowledged I think by everybody - one
is bound as a practical person to be sceptical about the virtues

of declaring for either system wholeheartedly at this stage.

There is another consideration. It is very difficult to see that
a system of monetary control under which short-term interest rates
are increasingly generated by management of the base rather than
by the discretion of the authorities could be compatible with

membership of the EMS exchange rate regime. Yet it is to me
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equally difficult to envisage that we can determine our policies on
the basis that we shall continue to stand out from the EMS exchange

rate regime for another two or three years.

Thus, while it may be sensible to ensure that such changes as we
make in the methods and content of monetary policy are compatible
with a gradual move towards some form of monetary base control, and
while it may be worth deliberately developing our techniques in
such a way that we derive useful information about how a monetary
base control system might work, our immediate task is to improve
our methods and techniques so as to help achieve the prime aims of
government policy: a reduction in inflation and the resurgence of

the market economy.

It is in this light that I would invite you to consider our two

e

papers and my more general recommendations. The greater

flexibility in short-term interest rates which we are putting

forward for consideration could ease both the political and the
technical tensions in our monetary operations. Moreover, the

possibility of considerable fluctuation of short-term rates within

an undisclosed band could encourage the banks to move towards more
e e T

variable pricing for their lending, including their overdraft

lending, WhiEE—Egglé—iiiS_Ef_EiiEfgii__

On the funding of government debt, important improvements are already
in train, ie to tap the personal sector's surplus more directly and
take some of the weight off the capital markets. Beyond that, we
remain continually ready to explore and introduce further new
instruments and improvements in technique. But we should be
deceiving ourselves to believe that there are new techniques or
instruments for selling marketable debt which would enable £M3 to

be kept on track, whatever was happening to the economy and the

other counterparts.




Another area in which we are eager to see progress is that of
encouraging the corporate sector to move away from bank financing
towards the capital markets. We have suggested a number of
possibilities which are being examined in the Treasury and which I
hope may prove fruitful.

Finally, I need hardly say that better control of the PSBR and a
greater smoothness of its pattern through the year should greatly
help to improve control of the money supply. I know that

strenuous efforts are being made towards this end.

TM MW»L
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FUNDING TECHNIQUES

SUMMARY

1 The problem with existing funding techniques is not that they
cannot produce massive and sugtained finance for the Government
over a period, bu® that they are vulnerable to short-term pauses
caused by investor uncertainty.

2 Such pauses are often a symptom of the need for corrective
policy action; and improved funding techniques cannot be seen

as a substitute for such necessary policy action without imposing
substantial damage on the capacity of the gilt-edged market in
the longer term.

3 Against this background the aim is taken as being to establish
techniques that will reduce the vulnerability to fundin auses
and provide as much scopeé as possible for smoothing the path of
£M3 in the shorter term.

4 Blanket techniques, such as auctions - whether or not they
are underwritten - for achieving this aim would result in radical
change to the present structure of the gilt-edged market, and of
the capital market more generally; and the gilt-edged market
that then emerged is likely to have a reduced capacity to provide
finance for the Government over a period.

B An alternative, piece-meal, approach might include a number
of techniques, viz:

(a) diversification of the sources of government
borrowing;

(b) a broader market in central government short-term
debt;

(c) borrowing by nationalised industries in their

own name for some modest part of their needs;
————

(d) aggressive use of partly-paid gilts;

(e) flexibility provided by unofficial tap stocks
through NILO;

(f) flexible use of convertible stocks;

4
(g) use of Restricted Indexed Gilts (RIGS).

6 These techniques in combination can provide some protection
against funding pauses, provided that confidence in overall
policy is maintained.
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FUNDING TECHNIQUES

AIMS

d The problem

(a) Capacity of the gilt-edged market over a period.
O e . o ol

Over any period of more than about 6-8 weeks the existing
techniques of gilt-edged market management have proved capable of
achieving massive and sustained sales of stock to domestic
non-bank investors, so financing a very large proportion of

the PSBR, even at its level of recent years, in non-monetary
form. Annual and quarterly figures for the PSBR and gilt-edged
sales are shown in the attached charts. Chart II in particular
shows that during the last 3 1/2 years for which figures are
available, to mid-1980, net official gilt sales covered almost 90%
of the PSBR of over £30 billion during the period, while gilt
sales to the domestic non-bank private sector covered just over

75%.

The ability of existing techniques to raise adequate finance for

the Government in the gilt-edged market over a period has not

hitherto therefore been regarded as a problem. Indeed the more

frequent criticism is that the authorities have relied too

heavily on the gilt-edged market to fund the PSBR and that this

has been an important factor in the exclusion of private sector

borrowers from the capital market. Net official gilt sales

have, for example, taken 91% of all net funds raised in the

domestic long-term capital market during the past 3 1/2 years.

Action is now being taken to correct this over-reliance on
gilt-edged market funding through the shift of emphasis to
National Savings instruments that will tap personal sector

savings more effectively, and the first step will be taken with
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the new issue of indexed savings bonds on 17 November; the
proposed sale of BNOC bonds next year will work in the same
direction. In addition, since August, new arrangements for
setting the interest rate on Certificates of Tax Deposits are

already enabling these instruments to compete more effectively

for the liquid resources of companies - notably in present

——

conditions oil companies.

Particularly if some more substantial part of the financing
burden can be carried by other debt instruments in this way - and
always assuming that the PSBR itself is reasonably controlled -
there is no reason to suppose that existing gilt-edged market
techniques will not continue to be able to raise adequate

finance for the government over a period.

(b) Funding pauses.

The problem more usually identified is one of periodic pauses in

e

the gilt-edged funding program which, even if they last for only

a few weeks, can lead to an acceleration in £M3 growth which can
in turn affect expectations, market interest rates and the
exchange rate. In some instances monetary control can only be

restored by a rise in MLR which can bring about a rise in gilt-edged

yields to a point where the funding program can be resumed - a

ey

manoeuvre known journalistically as "The Duke of York".

This sequence of events has been much discussed but often in

oversimplified terms.
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It is frequently implied for example that the problem originates
in the gilt-edged market, and so, it is concluded, it can be
resolved in the gilt-edged market if only we had different
techniques. In reality funding pauses do not develop out of
thin air. (Still less do they arise from wilful ganging up by
institutional investors as is often suggested by their character-
isation as "buyers' strikes".) In general they are a symptom of

investor uncertainty which in most instances stems from a sense

- often justified by events - that policy is failing in some other

area. The danger of the mistaken analysis which sees funding

pauses as the cause of the problem is that it can, all too

easily, suggest that different funding techniques would allow
gilt sales to compensate for policy failures elsewhere, ie that
if only the symptoms could be suppressed more effectively there
would be no need to attend to the underlying disease, through

corrective fiscal or interest rate action.

Similarly it is often implied that MLR is raised because it is

the only way to restart the funding program, and that it is only

\
raised for this purpose. Neither proposition is true. Depending

on the circumstances it may take a fall rather than a rise in MLR

to stimulate the gilt-edged market; or if the problem originates

in an excessive PSBR, fiscal action alone may be the necessary

response. Increases in MLR are invariably proposed on the basis
of a much broader assessment that higher short-term interest rates

are necessary to control the trend in the growth of the money
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supply. It is of course true that a rise in MLR will often go

to the cause of the uncertainty in the gilt-edged market (for
- S ————

example the MLR increases to 14%, and to 17%, last year were
L S e

strongly influenced by the strength of private sector demand for

bank credit, and in each case they took account of the accompanying
p e i

fiscal action), and the Bank certainly always take into consideration

the expected effect on the gilt-edged market - but on no occasion

has an increase in MLR been proposed solely in order to allow the

gilt-edged funding program to be resumed. It is therefore a

considerable over-simplification to suggest that it is the

funding pause, rather than the factors that prompted it, that has
forced - or could force - a rise in MLR (and talk of the Duke of

York or of cutting the price of all drinks to sell more coffee,

is equally a caricature of the real position). The unspoken

suggestion here too is sometimes that, with different gilt-edged
funding techniques, policy action which is necessary on wider

grounds can somehow be avoided. Quite clearly, in the Bank's

view, if the attempt were made to use the gilt-edged market in

this way - whatever the techniques that were used - the capacity

of the market to continue to provide finance for the Government in

the longer term would be put seriously at risk.

None of this is to suggest that a problem cannot originate in the

gilt-edged market; clearly there can be occasions on which

market concerns prove to be unjustified or exaggerated - though

in practice the resulting pauses tend to be less severe and are
generally short-lived. Nevertheless - given the central role

of the gilt-edged market - we accept the importance of finding
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techniques that will help to avoid pauses of this nature. But

it is crucially important that what can and what cannot reasonably

be expected of such techniques should be understood and agreed so
that the potential costs and benefits of possible changes can be

properly assessed.

The objective

Against this background there are two possible objectives that
might be sought through different funding techniques:
(i) First, we might aim to achieve whatever volume of
—

gilt-edged sales the forecasts suggested was necessary
to offset the movements in the other counterparts of
£M3 in any given banking month in the hope of achieving
more stable short-term monetary growth; and
Secondly we might aim for techniques that could

be relied upon more confidently to produce a

regular volume of funding month by month, related

to the expected gilt-edged funding need over a

longer period, say, of 6 months or a year.

Both these approaches would be designed to avoid funding pauses
in the context discussed above, and both could be described as

"selling debt according to need" in line with the mandate given

at the Prime Minister's last seminar.

The first approach is much the more ambitious: but, quite apart
from the question of the operational techniques for achieving the
given volume of gilt sales, the present short-term forecasts are
nowhere near sufficiently reliable to be used to set a gilts

target that could be used successfully for the kind of close,
short-run monetary control envisaged. (As noted in the Treasury's

recent paper, the short-term forecasts for the CGBR are accurate
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only to within * £500 mn. one month ahead and t ¢750 mn. three months
—
ahead; and uncertainty of this kind of order can persist until
very late in the actual month in question.) Moreover, even if an
adequate target could be set for total gilt sales, there is no
technique that can possibly control the gilt-purchases of domestic
non-bank private sector investors in isolation. While therefore
this approach might be a desirable ideal, it is not likely to be
practicable to aim more precisely than to sell rather more or
rather less gilts in particular months, when we know of some
particular major special factor in the opposite direction affecting
the other £M3 counterparts. (If a substantially smoother PSBR
profile could be achieved the position may be different; but we

would need to see this in practice before we could assess what was

likely to be possible.)

The second approach has the more modest aim of at least avoiding
periods of famine in the gilt-edged market but not seeking to
fine-tune gilt sales or therefore to smooth, month by month, the

growth of £M3. Essentially it would be designed to limit the

risk to £M3 of a major funding pause.
\

—

It is assumed in the remainder of this paper that it is this

latter aim which is regarded as the more important; but that,

beyond this, Ministers would want us to do what we could, given
the unavoidable limitations of the forecasts, to smooth the path
of £M3 - quarter by quarter if not month by month. These are

indeed the objectives we currently pursue.
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TECHNIQUES

Auctions
Ny o ST

The apparently obvious technique for guaranteeing regular,
month by month, gilt sales in some sizeable minimum amount, but
which would be capable of some degree of variation in the short
run, is the auction - where we would simply announce to the
market at regular intervals the quantities we wished to sell at
which maturities, leaving the market to determine the terms on

which the stock was taken up.

As a general approach this would add directly §g¥the short-run

—

price volatility of the market - since it would be the deliberate

intention to secure sales irrespective of the state of market
demand . It would mean too that virtually all official sales
would be made directly by the Bank to final investors through the
primary market; the secondary market dealings associated with

tap stocks would be reduced, and this would add further to price
volatility while at the same time the reduced turnover in the
secondary market would have a major adverse impact on the
profitability of the jobbers that now make the market. In these
circumstances, with the risks increased and the rewards reduced,
the gilt-edged jobbing system is unlikely in the Bank's considered

judgment to survive in its present form.

The wider implications of this development are considered further
below. In relation to the gilt-edged market the Government
would need to consider how the transition could be managed

without severe disturbance to the flow of finance; and it would
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need to consider what kind of market mechanism might ultimately
emerge. The risks are that gilt-edged would become a less
readily marketable and more expensive form of borrowing, and

that the capacity of the market over the longer term - especially

for long-dated stocks - would be substantially reduced.

The changes in market structure that would result from an auction
system for the marketing of gilt-edged would be likely to include:

the dispersion of dealings in gilt-edged and in other securities

outside the central market made on the Stock Exchange; and the

end within the Stock Exchange of the separation of the market-making
function provided by jobbers from the function of brokers. Both
developments would require a reconstruction of the present

arrangements for the supervision of the securities market.

The present central market is governed by the Stock Exchange

Council and the Stock Exchange is a member of the CSI. The
Council's writ over dealers in securities does not run outside the
Stock Exchange and it would therefore have no authority to supervise

such non-member market-makers as might come into existence.

Unless it were envisaged that such market-makers should be allowed
initially to operate with no more supervision and regulation than
is provided either by existing statutes or by virtue of their
membership, if any, of existing trade associations (which have
little or no direct experience of regulating dealing in securities)
a new set of arrangements would have to be devised beforehand.
Establishing the nature and scope of these arrangements (allocation
of responsibilities for drawing them up, their statutory or
non-statutory form, identification of those to whom they should
apply and consultation on and drafting of rules, securing
co-operation and reference to the OFT) would clearly require much

thought and a considerable period of planning.
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Similarly, substantial change would be required within the Stock
Exchange. The Council's existing arrangements for the regulation
of dealings and the protection of investors rest heavily on the
separation of capacity between jobbers and brokers. It would not
be sufficient for the Stock Exchange only to amend its existing
rules to take account of the end of this separation, which in
itself would be a complex task. New rules would have to be
thought out and drafted and this process would need to be closely

co-ordinated with the study outlined in the preceding paragraph.

4 Underwriting
To moderate the effects of auctions on price volatility in the
gilt-edged market, some commentators - including the Wilson

Committee - have suggested that the auctions might be underwritten

by the major institutional investors. Commercial underwriting

——

can clearly provide an occasional borrower with the finance he
needs at an assured price close to the market price. It does

not follow at all that it could provide the same service for

HMG's continuous funding program. It would need to be considered,
for example, why the institutions - left to themselves - should in
this case accept underwriting at a higher price than they would
bid in a straight auction. If they were not prepared to do so,
underwriting may not make much practical difference to the degree
of price volatility associated with auctions. And whether or not

the auctions were underwritten, the effect on secondary market

dealing would be the same. Thus essentially the same questions

about market structure would arise. Underwriting would, in
addition, provide a constant temptation to the Government to seek
to influence the decisions of the institutions, which could

rapidly displace the present free market.
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A piece-meal approach

Short of such a general approach of this kind there are a number of
techniques which might be used and developed to help to achieve the
objective defined earlier with less disturbance to existing market

arrangements.

(i) Vulnerability to funding pauses in the gilt-edged
market should be substantially reduced by the

diversification of the sources of government

funding mentioned earlier (National Savings,
CTD's) provided these are now kept competitive.
In particular personal savers and to some extent
commercial companies, are likely to take more
diverse views of actual and prospective financial
developments, than institutional investors - who
all being subject to the same influences and

with the same objectives often behave in a
herd-like way. This should make for a steadier
flow of funding.

(ii) A further possibility would be the creation of

a broader market in marketable central government

short-term debt with a maturity initially of up to

one year but perhaps extending eventually to 3 or

—

4 years. This possibility has been considered

frequently in the past, but rejected because no clear

non-bank market could be identified: persons,
companies and institutions all hold the vast bulk of
their liquidity in capital-certain, immediately
encashable, deposits with banks or building societies,

holding only minimal amounts of CD's for example.
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Nevertheless, and especially in the context of the

steps considered in the companion paper on greater

money market flexibility, it may nevertheless be
appropriate to seek to develop a non-bank market

for this kind of instrument. It could also provide

the opportunity to experiment with auctions at the
boundary between the money and capital markets without
the wider implications for the capital market structure
that a general move to auctions in relation to gilt-edged

would have.

Any move in this direction would be bound to take time
before it could make a significant contribution to

monetary control. Initially such bonds might be taken

up largely by the banking system, and this may be necessary
to the development of an effective market. And we will
need to look closely at the implications for the maturity
of the debt. We already have for example an annual

average of over £4 bn. of gilt maturities during the next
——

five years.
O,

This possibility is being further explored.

Borrowing by nationalised industries in their own name

Discussions are being held with the nationalised industries
to examine their request to be allowed to borrow in

capital markets in their own names. If the question of
cost can be satisfactorily resolved, this might allow

;gﬁe modest part of the PSBR to be funded outside the

Bank's operations as is the case with local authority

borrowing through techniques such as placings, outside
underwriting, or, if they wished, through auctions,
without this calling into question the structure of the
gilt-edged market as a whole. This could provide a

further modest element of more regular funding.
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Aggressive use of the partly-paid gilt technique.

This was already used vigorously during the spring

and early summer of this year - as on earlier occasions
- to tie up future funding for up to three months ahead.
It meant that we were able to ride out almost without
noticing it, the very pronounced funding pause which
resulted from the shock of the July and August £M3
figures. Although virtually no new net official sales
were made between 24 July and 3 September the take-up of
gilts by domestic non-banks in banking August, September
and October was £960 mn., £890 mn. and £680 mn. respectively,
- in each case well above the average monthly amount
expected to be needed for the year as a whole. We
would hope to be able to use this technique again for
example when the PSBR falls back later in the current

financial year.

Unofficial tap stocks from the National Investment

and Loans Office. Discussions have been in progress

for some time to give some additional flexibility to

the Bank's gilt-edged market management by enabling

the Bank to acquire stock more easily from the NILO
which can then be sold into the market without publicity
and without the price sensitivity that applies in the
case of normal tap sales. This flexibility

would be especially useful during periods when the
market was seeking to establish a new yield basis

below an established tap price; and between the
exhaustion of one tap and the announcement of

another. It could allow sales of, say, up to £400-500 mn.
on technical rallies in a generally unsettled market

(as it has during the past week).
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Convertible stocks. These stocks attach to a

conventional short-dated issue an option to convert,

on one or a series of future dates, into a longer
maturity at something close to the current long yield.
They can, in principle, be used quite flexibly in a
number of different situations. The option might

for example be made available on generous terms but
only if the stock was purchased within a specified
period as a means of giving impetus to the funding
program. Or the terms for the option might be made
more aggressive if we wished to encourage a downward
movement in long yields and the surrounding
circumstances meant that such a movement would

carry conviction with the market. We have in fact
considered this possibility on a number of recent
occasions but have not actually implemented it because

of the uncertainty about the future size of the PSBR.

Restricted Indexed Gilts. Although a number of points

remain to be settled, we now have a prospectus in an

advanced state of readiness for an issue of indexed

e

gilts with eligible holders restricted to pension funds

and the pension fund business of life companies. The

ability to sell such stock, if it were acceptable to the
Government taking account of wider considerations, would
be useful at times when market expectations were for an
increase in inflation, and could then have the effect -
as a result of switching and because of the effect on
expectations - of pushing up the yield on conventional
stocks to a point where they again became attractive.

It would of course be important - on wider grounds -

- that an initial issue should be made at a time when

the Government was seen to be acting from strength

rather than weakness, ie when the prospect for inflation,
the money supply, and conventional funding, was reasonably
bright; once successfully introduced, however, the
instrument might then be used to support the funding
program if it ran into difficulties. It needs to be
recognised however that there would be E—EiSk’ if the
RIG's proved attractive, that the institutions would

stay out of the conventional market forcing pauses that

might not otherwise occur.
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These various possible techniques, used in combination, provide

reasonable grounds for hoping that the risk of pauses in the

gilt-edged funding program can be reduced, provided confidence in
overall policy is being maintained. Without that we doubt
whether there is any technique that could achieve the stated
objective without major damage to the capacity of the gilt-edged

market in the longer term.
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INCREASING THE FLEXIBILITY OF OFFICIAL OPERATIONS IN MONEY MARKETS

The Bank have prepared a technical paper (attached) describing the
possibilities for introducing more flexible official operations in

the money markets. This note is in part a summary, but its main purpose
is to illustrate the steps that would be necessarily involved in

taking this approach.

Feasibility

It would be possible to move cautiously from a system where the

authorities maintain an adjustable peg for short-term interest rates,

by setting MLR, to a system in which they floated much more freely.

But inevitably the direction and momeﬁtum of any such float would be

quite largely determined by the readiness with which we provided the

system with cash, whether by open market operations or through the

'discount window'. So the system would be a 'dirty' rather than
a 'clean' float, unless or until the discretionary element in

official operations could be reduced or removed.

Market Involvement

Despite the disappearance of MLR itself, markets would continue to

look for clues to the authorities' intentions, and the movement of

very short-term interest rates would still be seen as largely the

consequence of official actions. But there might develop more

room than now for the rates for longer-term money, three months
and over, to reflect market judgments about the level of rates

needed to secure official objectives.

Institutional Change

Were we to embark on official operations in the inter-bank market,
the size and central position of the big four clearing banks would
be likely to involve us in daily negotiations between us and them.
This would run quite contrary to the aim of allowing a free and open

market more say in the determination of rates. It is largely in pursuit of that
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aim that the Bank sees a need for the retention of market

intermediaries, notably the discount houses.

—

This has several consequences. First, it implies that the Bank's
open market operations should continue to be conducted in bills,
including both Treasury and Commercial Bills, rather than in the
inter-bank market. Second, it suggests that it would be wise to go
on confining access to the discount window to the discount houses,
albeit at a floating and "penal" rate. Third, the Bill markets
would be required to adapt efficiently to new conditions in which the
Bank operated at much more flexible rates. This adaptation would

take time and care.

Operations

If the system sketched above were adopted, whether in practice as a
transition to monetary base control or not, the important policy
question would be how to set the guidelines for operating it.

There must, of course, be a strong presumption that any persistent
deviation of the money supply from its targeted path would require
us to operate so as to encourage interest rates to move in the
appropriate direction; and a key question for decision would be how
quick and how large such moves should be, and whether any surrounding
circumstances (other than the money supply) should be taken into
account. We would also need to decide the upper and lower limits
(if any) needed to prevent an excessive change in interest rates.
There would be a strong case for not announcing such limits, partly

to keep banks uncertain of the future cost of their money and partly

to avoid, de facto, reintroducing a peg.

Supply Side Controls

It is often said that a "supply side" constraint on banks' cash

-—~ . .
would have an effect different in kind from a change in interest rates
as such. But in a fully competitive system, which ours is, any single

bank will always reckon to be able to attract extra reserves by

bidding for them in the market. Thus a limitation on the quantity of
et F

cash would impinge on an individual bank in the form of a change in

the price of cash rather than of some outright shortage or famine.
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But the expected future price of cash can be made more variable and

less predictable. Greater flexibility of official operation in the
money market could help achieve this. This would in turn cause
some changes in banking behaviour. There would be some helpful
readjustment of the overdraft system. But in our view, based on
lengthy consultation, such changes in behaviour would not be far-

reaching in their helpful effects.

Cash Ratio

If it were to be decided to move towards a non-mandatory base control,

the prior introduction of a more flexible interest rate system with a
managed float would represent a necessary and coherent first step.
There would then follow a long period of transition. In the light
of experience the guideline for the float might gradually be changed
so as to concentrate upon a target for the base itself. Likewise,
the limits on interest rate movements could be steadily widened if

that were found in practice to be desirable.

A mandatory base control relates the base by some required ratio to
an aggregate money supply; and the purpose of having such a base
would be to enable the authorities to respond to deviations of the
money supply from target with a sizeable and automatic adjustment

in interest rates.

We could operate a more flexible system with our present cash

base or with one of the same kind spread more evenly between the
banks. This would imply a very low ratio but there might still
be some difficulties in learning sufficiently about the behaviour

of a fully non-mandatory base.

We see no advantages in maintaining the present Reserve Asset Ratio
and advocate its abandonment as soon as discussions with the banks,

regarding the prudential need for liquidity, are complete.

Bank of England
14 November 1980
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INCREASING THE FLEXIBILITY OF OFFICIAL OPERATIONS IN MONEY MARKETS

Introduction

1 At the seminar with the Prime Minister on 13 October, the Bank

were asked to explore ways in which their present discount window

(1)

operations could be modified, and the Reserve Asset Ratio

replaced, so as to permit a greater flexibility in short-term
interest rates which was generated as far as possible by market

forces.

2 This paper first outlines the main features of the present
system (Section B). The changes that would be necessary,
together with the implications of particular options, are the
subject of Section C. There follows, in Sections D and E,
consideration of how far the changes might:

/A
(a) affect the role of the authorities in influencing interest
R e

rates; and the motivation of their operations;

(b) alter banks' behaviour in ways helpful to monetary control;

(c) facilitate evolution towards a form of monetary base control.

3 Because it is generally agreed that the Reserve Asset Ratio
(RAR) should be abolished, the analysis which follows assumes only

the existence of some prudential guidelines regarding banking

liquidity. The nature of these prudential guidelines is not
explored in this paper. Following the outcome of the present review
of monetary control, discussions within the banks about the
consultation document on banking liquidity, issued last March,

will need to be brought to completion.

(l)The phrase "discount window operations" is used in this note
to describe the sort of facilities currently offered by the
Bank to the discount houses at 2.30 pm each day; these generally
involve the Bank in supplying funds on request, at MLR. They
are to be distinguished from loans to institutions in financial
difficulties, which are genuinely last resort loans, and also
from assistance which is applicable only under the present
Reserve Asset system and involves the Bank in swapping reserve
tor ngg:;gsg;zg_iiigzs to limit upward pressure on short-term
interest rates.




The present system

4 The present system can be likened to an exchange rate regime

of the "adjustable peg" variety. MLR is fixed by the authorities;

certain key interest rates may diverge from it but in response to

sustained pressure the Bank has the choice of intervening to

validate the level of MLR (the peg) or of adjusting it. Continuing

the analogy, the changes being sought would amount initially to
a form of "dirty" floating in the money markets: dirty rather than free
because, as is explained later, official operations would have to

continue being both active and discretionary rather than automatic.

(a) Minimum Lending Rate

5 MLR is the rate at which the discount market expect to be
able to borrow from the Bank at 2.30 pm under the discount window
provisions. When these facilities are used, the Bank usually lends

overnight but on occasion offers funds only for seven days.

6 The effect of such lending is to inject cash into the system;

and the fact that the discount houses can obtain funds at MLR

provides some anchor for short-term rates generally. But, as

recent experience has emphasised, it is quite possible for
overnight rates in the interbank market to go some way above MLR
before 2.30 and far above MLR later in the day. The present
system does not, therefore, invariably protect the banks against

the risks of volatile rates at the very short end of the market.

7 The influence of MLR is most powerful in the setting of
very short-term raﬁes by the market but it also affects slightly
longer rates. This is because operators take the level of

MLR and the associated tactics used by the authorities as saying
something about official intentions for the future. For example,

whenever MLR is raised three-month rates tend to reflect the new

level fully, because the market have come to expect that a rise

——————————

in MLR is unlikely to be followed by a fall in less than, say,
8-12 weeks.
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8 Clearly the determination of short-term interest rates could

be significantly different if MLR could be made to "disappear".

But it is also clear that, deprived of one source of information
about official desires and expectations, money market operators
would look for another, and would expect to find it in the conduct

&____
of our open-market operations.

(b) Open market operations and the cash ratio

9 Two features in the present system complement discount

J

window operations. The first is the cash ratio of 1%% Eligible
e

Liabilities (ELs) which applies only to the London clearers. In

the language of the MBC discussions, this is a form of cash

requirement based on lagged accounting. There is no absolute

obligation on the banks to reach a particular target balance

at the Bank on any one day. A degree of averaging is allowed.

10 The second feature is the conduct of open market operations.
Changes in the banks' cash will depend in the first instance on

net flows between them and the Bank arising mainly from the
transactions of the Exchequer and from movements in the note
cilreculiaitieont The Bank normally seeks to offset such flows, wholly

or in part, through open market operations. These are usually

conducted in Treasury, Local Authority, and Prime Commercial Bills

(the Bank offering to deal at existing market rates rather than to
move them up or down) . The principal counterparties to the official
operations are the disggynt houses, although Treasury and Local
Authority Bills are also traded directly with the banks. It is

by declining to buy paper to the full extent of the shortage of

bankers' cash, and thereby causing the banks to withdraw call money

from the discount houses, that the Bank can ensure that the discount

window will be used. This provides the opportunity to exercise a
desired influence on interest rates and is known in the literature
as "making Bank Rate (MLR) effective". The discount window may
however also be used if the market prefers, on a commercial
judgment, to borrow at MLR rather than offer enough paper to the

i
Bank.
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alial It is normal official practice to engineer an initial

position of moderate cash shortage week by week. This may be

done if necessary by increasing the quantity of Bills offered
at the weekly tender and relying on the obligation undertaken by

the discount houses to bid for the whole amount.

Options for Change

12 One change has already been assumed, namely the disappearance

of the Reserve Asset Ratio. This Ratio did not feature in the

above description of the present system because it is neither
necessary nor efficient as an instrument for the control of
short-term interest rates. It has however affected the operation
of the money market and its disappearance would affect the

environment in which open market operations are conducted.

13 The outcome will depend significantly upon the final form

of the prudential guidelines on banking liquidity. But the most

important effect now foreseen will be to release the banks
from the obligation to hold a minimum quantity of, for example,
Treasury Bills and call money. Hitherto the effect of the

e

RAR has been to keep yields on reserve assets stable and

relatively rather low even when pressures on other rates are
strongly upwards. With the abolition of the RAR, banks would be

much freer to reduce their holdings of call money and Bills at

times of stringency. The differential with, for instance,

comparable inter-bank rates would accordingly be more stable; and

it would need to narrow considerably if call money and Bills

were to continue to be held by the banks on the present scale.

Such a narrowing of the differential might come about relatively easily
in the Treasury Bill market but how in the new circumstances holdings
of call money with the discount market - which in recent experience

has provided a higher yield than Treasury Bills - would be adjusted

is more problematic. The ability of the discount houses to

accommodate periodic large fluctuations in the volume of call money

would depend on the general level of the banks' holdings, the
relationship between the call money rate and the yields on other money
market assets, the degree of volatility in those yields, and the
nature and terms of their access to the discount window at the Bank.

These matters are discussed further in paras.l6-27 below.
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14 Apart from the abolition of the RAR,; the options for change

concern

(&) the form of the cash ratio,

(ii) the nature and operation of discount window facilities, and

(iii) the structure and conduct of open market operations.

15 The question of the cash ratio is closely related to the form(s)

of monetary control system that it is desired to adopt or to make

available for ultimate adoption. If a non-mandatory form of

monetary base control is to be made available, it will be necessary

to operate for a considerable period with no cash holding obligation

whatsoever for the banks, in order to learn what their purely

ﬁ
functional demand for balances is. Mandatory forms of base control

NS e SRR =T

would tequire the cash holding obligation to be related as closely as
possible to the monetary aggregate (if it were other than the base
itself) in terms of which the targets were to be set. It is well
established that, because of the scope for disintermediation, no
workable relationship can be found with broader monetary aggregates
such as £EM3. If any narrow aggregate other than Ml is to be
considered, it would be necessary first to discover the characteristics
of the aggregate, and unwise to construct a cash ratio related to it
until they had been found to be suitable. If all that is required

is - as hitherto - a fulcrum against which to operate a policy based on
an intermediate interest rate target, the choice is wide. A fulcrum
would exist with no obligatory cash balances at all, provided the
penalty for being overdrawn was sufficiently deterrent; but if a
requirement were to be retained, for other reasons, its form should
reflect considerations of equity between banks and the need to avoid
generating widespread disintermediation as a means of escape from it.
Further consideration is being given to these questions in the light

of very recent discussions between the Chancellor and the Governor.

16 Greater flexibility through open market operations and discount

window facilities. Discussion of the discount window may be

considered first. In the present system MLR serves as an anchor for
short-term interest rates because market operators have a presumption
that cash will be made available at that rate. The necessary
condition for initiating greater flexibility in rates is to remove that
presumption. It could be done in a variety of ways. It might, for

example, involve -
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no more than the exercise of the discretion which the Bank
already has in principle to lend at rates above the posted

MLR - while otherwise retaining the present arrangements; or

the complete abolition of MLR, with lending through the discount

window provided only at rates varying from day to day and

designed to be penal in relation to those earlier established

in the market.

On technical grounds, the one option that is not available in a system

retaining either obligatory bankers' cash balances or normal voluntary

holdings thereof is the abolition of discount window facilities. But

a—

a combination of unattractive discount terms and active open market

operations could minimise their use and eliminate their abuse.

——

L7/ If option (a) above were adopted, it would remain evident that

the authorities rather than the markets were dominating the setting of
rates. If we attempted to create uncertainty about the rate at which
the discount window would operate, the market would act to remove the
uncertainty by testing the rate. If the authorities behaved
consistently in setting the rate, that would in effect set a new

level of, or a new formula for calculating, MLR. If, on the other
hand, the choice of rate were deliberately capricious, markets would
simply become confused, so that the setting of interest rates became

a haphazard process.

18 If instead option (b) above were adopted, and if MLR were

actually abolished, this would shift onto the conduct of open

market operations both the expression of official influence on
interest rates and the attempts of the market to discern what the
official intentions were. This may best be illustrated by comparing

how in such circumstances open market operations might be undertaken,

first when the existing level of rates was regarded as satisfactory,

and secondly when some upward movement was regarded as necessary.

L) In the first case (maintaining an existing level of rates), the

object would be to maintain the level of bankers' cash consistent with
prevailing interest levels. If the market and the Bank took the same view

of the likely cash movements in the day, the Bank could readily buy
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sufficient paper at prevailing rates to achieve the desired level of
cash. This could be effected, as now, by the authorities inviting
offers of paper at existing market rates and accepting what was
offered. It could also, in principle, be achieved by the
authorities making known the quantity of paper they were prepared

to buy, and accepting the most favourable offers. The latter
approach, which would require some development of our dealing

techniques, would detach the authorities to some extent from

appearing to set rates and, for that reason, would be preferable.

But there would remain a need to take decisions involving at least
implicit judgments about the level and prospective future
developments of interest rates. In deciding which offers to
accept, the Bank would have to choose between different maturities
of paper, each probably offered at a different rate. The decisions
reached would be eagerly studied by a market looking for indicators

of official thinking.

20 In the second case, when some upward movement in rates was

desired, the object would be to leave banks with less cash than
they wanted at ruling interest rates. The market would then find
themselves trying to sell more paper than the authorities were
offering to buy and interest rates would tend to rise. Anyone
unsuccessful in obtaining cash for his paper would then have to
bid for it within the market, failing which he would have to take

his chance at the discount window.

22 A vital assumption underlying the above description of a new
style of open market operations was that the market's perception
of the position on the day accorded with the official estimates.
In the present system official estimates are frequently revised
heavily during the day and still prove wrong in the event.

Equally often, money gets 'stuck' somewhere within the banking
system and its availability is unknown to the money markets.

More resources could be devoted to improving information systems,
but unpredicted influences on banks' cash would probably continue
to be large in relation to the tolerance levels within which the new
style of open market operations would be seeking to exert its
influence. This means that the new technique would

be a less precise means of bringing about a new level of
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market interest rates than that of simply varying MLR. It also
means that there would be some risk of market forces, under

the influence of erratic shocks, producing needless gyrations in

short-term interest rates. This risk could be met either by use

of an unpublished ceiling rate at which the discount window operated
freely, or by ceiling (and floor) rates at which open market

operations were undertaken freely.

22 Some economists, commenting upon the corresponding practical
problem envisaged with MBC systems, argue that variability in very
short-term interest rates does not really matter, because over time
markets learn how to distinguish genuine underlying influences

on rates from the effects of random shocks. It does matter, however,

if rate variability impairs the operations of short-term markets and

makes it harder to conduct official open-market operations of the
necessary size. Whether markets would be impaired in practice

is difficult to judge; it would depend on how the system operated
and what institutional developments there were. It is, for example,
likely that we would have to give up the practice of engineering
recurrent shortages of cash by "over-issuing" Treasury Bills through
the weekly tender. If so, it would be important that the market
was functioning well enough to permit us to withdraw cash at once

by selling Treasury Bills, because the market's starting position

would be one of underlying cash surplus much more frequently than

it is now.

23 The health of the money market in its present, or a new, form

is of major importance if we are to have the scope for sufficient
official open market operations in the existing Bill instruments.

It was indicated in paragraph 13 that the disappearance of the

Reserve Asset Ratio would pose significant problems of adjustment

for the discount houses. It is highly doubtful whether they would at
the same time be able to withstand the additional load of being the
vehicle through which an erratic variability in market interest

rates was generated on a pronounced scale. If, in response to
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such pressures they were to become only brokers in bills rather than
dealers and market-makers, it would become a good deal less certain
than now that official operations could be undertaken on the scale
necessary to permit the desired management of banks' cash balances.
Much greater weight might then have to fall on discount window

lending, probably to banks directly.

24 If nonetheless the changes in fact encouraged the growth of an

active market in Treasury Bills, including both banks and non-banks,

the future role of the discount houses would be relatively less
important. It was suggested in paragraph 13 that the banks might
continue to have large - though compressible - holdings of Treasury
Bills provided the supply was maintained at a sufficiently high
level to preserve a reasonably attractive yield. Wi Gl
questionable, however, how ample a supply could be maintained if
Treasury Bill operations are to remain the residual means of
financing the public sector, with the main emphasis placed, for
reasons of control over £M3, on sales of debt to non-banks. Further,
the only possible way we can see of persuading non-banks to prefer
Treasury Bills in large amounts to CDs or bank deposits would be

to engineer a steep increase in the supply. But in those
circumstances, the banks would have a powerful incentive to
intermediate by increasing deposits so as to hold more Bills, and
the more likely outcome of an attempt to encourage non-bank holdings

of Bills by this route would be to raise EM3.

25 It would accordingly be unwise to rely completely on Treasury

Bills as the instrument for official open-market operations. Some

form of private sector paper would therefore be needed as well.

At the moment commercial bills are used. They have the desirable
quality of being the most secure form of private sector paper - which
explains their historic place in central banking operations. But
their availability, in quantity, depends on the existence of

market intermediaries to gather them together, a function currently

performed by the discount houses.
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26 If there were no ready market in prime commercial bills,

the remaining vehicle for open market operations would be deposits

with banks, either by our dealing in CDs or by our making straight

deposits in the interbank market. There is no doubt that adjustments

involving large sums could be undertaken by those means. But
they would have two great disadvantages. There is first the
presentational problem, already encountered with the existing

gilt repurchase transactions, of supplying official funds directly
to banks at times when their lending may appear to be contributing
to difficulties in achieving the official monetary target. The
second and more substantive disadvantage arises from the dominance
in the inter-bank market of the operations of the clearing banks.
Official provision, when necessary, of large amounts of cash
would automatically coincide with large shortages to be met by
three or four massive counterparties. Any structure

of market rates that resulted would be inevitably the product of
bilateral haggling, and would reflect the degree of efficial
hard-headedness rather than a free market process of rate-determination.

Development of that process therefore requires the retention of

intermediary market-makers between the giant principals on either

side.

27 All this leads to the conclusion that in starting down the road
towards greater responsiveness of interest rates to free market
forces, we should be careful to nurture rather than undermine the
market mechanisms through which we can operate and through which

the resulting market pressures can influence interest rate
developments. That would imply retaining - but perhaps progressively
widening - intervention points in open market operations, and a
discount window safety valve which would continue to be available

to the market intermediaries. The pace at which our intervention
points might be widened would depend on how successfully market
rates floated freely within them, rather than bouncing around in

a random way between floor and ceiling.
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The exercise of judgment

28 Whatever the exact form of these suggested new arrangements,

the judgments exercised by the authorities in running it would,

at least for some time, continue to exercise a critical degree of
influence over at least part of the interest rate spectrum. For

the authorities' actions would be the dominant determinant of the
supply of cash, and the implicit 'lending rate' set by these
operations - while it might be less easily visible than the present
published MLR and could certainly be operated as a rapidly moving
range rather than as a set figure as at present - would be established

by the market from the price at which we conducted business.

29 There might nonetheless be greater scope for independent

market forces than at present in the determination of somewhat longer

(say three-month) rates. Much as now, these forces could always
be expected to do part of the authorities' work, in that all rates
would tend to rise as soon as the market guessed that the

authorities were dissatisfied or would have to become dissatisfied

with the prevailing conditions. However, the longer-term effects

on market expectations of a posted MLR would no longer exist and,
while the market would undoubtedly look for substitute indicators,
it might be possible to avoid providing a consistently reliable

substitute.

30 In practice, of course, the way in which the system was
operated would be heavily influenced by the wider policy aims
being sought; and it would be important to be clear what the

intermediate objectives of monetary policy are at any point in time.

Currently, the guidelines for operating the suggested arrangements
would be set primarily with regard to the achievement of annual
targets for EM3. But it would be open to the authorities, in the
constant adaptation of their tactics, to consider a wider range of
economic and financial indicators and to change the balance of

particular factors over time.




The significance of the changes

il The conclusions of Section D are that the changes outlined

in C might permit:

(a) some extension of the influence of independent and free market

forces in the setting of short-term interest rates;

(b) the creation of a veil over the authorities' dominant
influence on very short-term money rates and the reasons

for changes in the day-to-day conduct of policy.

Such development might well have presentational and psychological
advantages. While moreover they would seem to do little of
themselves to increase the sensitivity of £M3 to changes in
interest rates they might make it somewhat easier to

establish the level of rates which would produce the desired

growth of E£M3 over an appropriate time horizon.

32 It has been suggested that the adoption of a much more
flexible system would cause the banks to modify the relative
importance which currently they attach to their lending as opposed

to their borrowing operations, such that a worth while restraint

on the availability of credit could be obtained during a

restrictive phase of policy. But it remains our view, in the
light of all the consultations following the Green Paper, that
such restraint would be unlikely and that banks individually would

continue to respond to persistent stringency by bidding for

additional resources in the money market.

2] It is, however, likely that greater volatility in very

short-term rates would lead the banks either to abandon base-rate

related lending in its present form or else to move base rates

much more readily. Indeed, if they did not, round-tripping of
the kind all too familiar in the present system could become an
intolerable nuisance nothwithstanding the removal of the Reserve
Asset Ratio. Such a change would be a desirable developmentf

fother changes might well follow, for example, more frequent changes
in deposit rates, with a possibly greater need for flexibility of
rates offered by building societies.
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and while the arrangements set out in Section C are not necessary
for it to occur, they could well lead the clearing banks to adopt
lending rates more closely related to market rates than at
present. This would improve the control of £M3 to the limited
extent of removing the short-term distortions presently caused, on

occasion, by round-tripping.

34 It has also been suggested that changes of the kind outlined

in Section C would significantly reduce the relative attraction of

Treasury Bills to the banks, thereby making it more likely that some

useful short-run smoothing of E£M3 could occur because banks and
non-banks could actively and easily trade in Bills with each other.

The implications of the analysis in Section C are, however, not

encouraging in this respect. For the banks' need for liquid

short-term assets is likely to go on dominating the demand for

Bills unless the supply were increased in a manner immediately
damaging to constraint of EM3. Even then, there could be no
assurance that interest rate relativities would thereafter generally
move sO as to permit regular trading in the right direction
(smoothing £M3) between banks and non-banks, in response to pressure

by the authorities on the system.

85 Questions regarding evolution towards monetary base control
are discussed in another paper, to be circulated by the Treasury.
It suffices to say here that the changes outlined in Section C
would not preclude an evolution towards monetary base control

of either the 'mandatory' or 'non-mandatory' variety.

Bank of England
14 November 1980
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01-233 3000
14 November 1980

T.P. Lankester, Esqg.,
Privatel Secretany.,

10, Downing Street

Dean Tim,

SELLING MORE DEBT TO PERSONS

Since the Prime Minister's meeting on 13 October on monetary
policy and control, the Financial Secretary has reviewed the
plans for selling more debt to persons through the Department
for National Savings (DNS). The Chancellor thought that the
Prime Minister would wish to have a report on this before

the next meeting.

The purpose of this initiative is of course to reduce
reliance on the gilt market by tapping the personal sector
surplus. This should help make it possible to meet monetary
policy objectives at lower long term interest rates and to
revive the new issue market for companies.

It has been announced that the Government expects to raise
§11 billion in 1980-81 from the new indexed certificate which
DNS will put on sale on 17 November. If this is achieved, it
would bring the DNS contribution to financing the central
Government's borrowing requirement for 1980-81 to about

£2 billion. For 1981-82 the object is to raise a larger sum
of the order of £3-3} billion. This will be an historically
high share of personal savings and of the Borrowing Requirement.
There is no guarantee that these figures will be achieved but
we think it should be possible to do so, provided the terms
of the instruments offered are sufficiently attractive to be
competitive e.g. with the banks and building societies.

The new indexed certificate will be promoted on TV and in
the Press. It will be on sale in Post Offices and Trustee
Savings Banks. A Press Notice about the new certificate is
at Annex A.

In case the new indexed certificate does not sell as well as
is hoped, contingency plans have been made either for reducing
the eligible age from 60 to 55 or for boosting sales of
conventional certificates. Decisions on whether to implement
one of these will be made in December on the basis of the
latest information on sales.

/Plans for

CONFIDENTIAL




CONFIDENTIAL

Plans for 1981-82 will be made in the run-up to the Budget.
At present a progressive reduction in the eligible age for
indexed certificates, probably to 50 or U5, looks the best
best, though the BNOC bond will also help. Conventional
certificates may also need to make a big contribution.

Some restriction of eligibility is necessary to ensure that
the DNS is not swamped by the number of applicants. Treasury
Ministers have considered the possibility of making indexed
bonds available to teenagers and/or young married people rather
than simply dropping the age limit from the top. Although
this might have some political attractions, they do nd on
balance favour this course at this stage because it would be
likely to conflict with the aim of getting in the maximum sums
as quickly as possible through national savings for the
minimum number of additional staff. There is evidence that
people in their 50s have bank deposits and building society
accounts nearly three times as large as those in their 20s.
This suggests that the average purchase by the younger age
group would be smaller. This would mean that given the limit
on the number of applications that can be handled, the flow of
money in any given period would be smaller and also that more
staff would be needed for every & taken. A further point is
that younger people hold a larger proportion of their liquid
assets with building societies than with banks in order to
ensure they can get a mortgage. This is in line with the
extension of home ownership. But it means that a given flow
into national savings from people in their 20s would hit

the building societies harder than an equivalent sum raised
from the older age group.

The table in Annex B summarises the activities of the DNS,
including the terms of the various instruments. Options for
improving these have been tested against a number of criteria:
genuine effects on monetary conditions, defensibility of the
proposed terms, the need to avoid misleading signals about
interest rates, minimising staff costs, and the desirability
of affecting bank accounts more than building societies. Two
modest changes have been agreed: an increase in the holdings
for the National Savings Bank Investment Account and an
increase in the number of premium bond prizes without any
increase in the prize fund.

Within the overall target for the Chancellor's Departments

in the 1984 staff reduction exercise a substantial
contribution is being sought from the DNS. DNS estimate that
the 2nd Index-Linked Certificate and the contingency and
other plans described above for 1980-81 could add 150-250

to their continuing staff needs. The plans for 1981-82
cannot at present yet be costed but might involve a further

300-400. The temporary requirements in the rest of this
year and in 1981-82 will be a good deal higher. The choices

/that have
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that have been made have so far been angled so as to leave
it still possible for the DNS to make a large manpower
contribution to the savings exercise: and the Treasury and
the DNS are considering further ways of saving staff that
would be compatible with the expansion of. the role of DNS.
The CSD have been given details of the 1980-81 figures.

As was recognised on 13 October, greater Government reliance
on personal savings is bound to provoke building society
critiecism and, since they too derive most of their funds

from the personal sector, to reduce their inflows. The impact
on the societies will depend on the proportion of funds the
DNS attracts from them as opposed to the banks and on the
demand for mortgages. To the extent that the societies find
themselves short of funds, there is a risk of longer queues
for mortgages and of mortgage rates being higher than they
otherwise would be, though not necessarily above their present
level. If the societies bid aggressively for deposits, this
might lead eventually to a breakup of their cartel and to a
permanent increase in the relative level of mortgage rates
compared with other interest rates.

We envisage that the wider announcement in the week beginning
24 November will include a reference to sales of the new
certificate and to the Government's intention to maintain
this initiative in 1981-82 and to obtain a considerably
larger amount of finance through National Savings in that
year. It would also mention the two small changes in
paragraph 7 above.

I am sending a copy of this letter to Jim Buckley (CSD),
David Wright (Cabinet Office) and Tim Allen (Bank of England).

jvqu

)ohw

A.J. WIGGINS
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Department for National Savings Press Office  4th Floor  Charles House
375 Kensington High Street London W14 85D Telephone 01-603 2000 ext 325/6

12 November 1980
A MILLION MORE INDEX-LINKED SAVERS

More than a million people will be able to buy index-linked National

Savings Certificates for the first time next Monday, 17 November. On

that date the new 2nd Index-linked Issue goes on sale at post offices

and Trustee Savings Banks. The new Certificate replaces Retirement

Issue - the original "granny bond".

Men and women aged 60 and over may buy the 2nd Index-linked Issue in
units of £10 up to a maximum of £3,000. Prospective holders include

the 1.3 million men aged 60 - 64 who are not eligible to buy the present
Retirement Issue. Holders of the current issue may invest in the new
Certificate, enabling those eligible to inflation-proof up to £4,200 of

their savings with the two issues.

People wanting to increase their holdings of Retirement Issue have until

Saturday 15 November to do so; from that date the Issue will be withdrawn

from sale.

The 2nd Index-linked Issue Certificate may be held for five years, and
like its predecessor, qualifies for repayment with index-linked adjustment

on or after the first anniversary of purchase.

The terms of the issue allow the Treasury to pay an additional amount,
above the index-linked increase, to maintain the attractiveness of the
issue if a fall in the ratc of inflation impairs the competitiveness of

the investment in relation to other savings schemes.

Repayments of the Certificate are free of all rates of UK Income Tax

(including the investment income surcharge) and Capital Gains Tax.

Notes to Editors

1k The date of introduction and terms of 2nd Index-linked Issue were
announced on 14 October.

2. The Certificate will be sold in denominations of £10 (one unit), £20,
£50, £100, £200, £500 and £1,000,

3. The payment of any supplement would be the subject of a notification
in the London, Edinburgh and Belfast Gazettes at the relevant time.
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000
14 November 1980

T.P. Lankester, Esg.,
Private Secretary,
10, Downing Street

RMMTTM)

RESTRICTED INDEXED GILTS (RIGs)

With the papers we put to the Prime Minister before our last
discussion on monetary control we included a short note on
restricted indexed gilts. At the meeting the Prime Minister
asked the Bank and the Treasury to press on with work on a
possible prospectus. This note records the progress that
has been made since then.

Earlier this year we looked in some detail at the advantages
and disadvantages of an unrestricted issue of indexed gilts.
The strength of the case for an issue of indexed gilts rests
on the common interest of the Government and the institutions
in reducing uncertainty as to the real cost of servicing the
national debt. Im some circumstances, the availability of
such an instrument would also offer advantages for monetary
control. But we concluded that there were other risks and
that these were unacceptable. The main danger was that in
view of their poténtial attractiveness to overseas investors
indexed gilts might have the effect of increasing upward
pressure on the exchange rate. But we decided that it would
nonefheless be worthmhile to examine the possibility of a
restricted issue, aimed principally at UK pensi funds and
which might offer us some increased flexibility but without
the danger of attracting large-scale inflows.

The scheme we now contemplate would provide for an issue

of indexed gilts by tender. Eligibility to purchase them
would be restricted to pension funds in the UK, and to _life
insurance companies in respect of their approved tax-exempt
pensions business in this country. We would propose in the
first place to issue perhaps £1 billion with the clear
intention of issuing at least £2 billion in the first year
if the market reception was favourable. The value of the
gilts would be linked to the RPI, and would carry a small
coupon which we judge would be sufficient to make them
attractive to purchasers.

/It would be
CONFIDENTIAL
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It would be fair to say that the eligibility criteria we

have chosen are something of a compromise. On the one hand
we could attempt to 1limit eligibility to UK self-administered
pension_funds only. But if we did so we would be open to

the charge of discrimination, and of creating a new class of
privileged pensioners. I am sure that this option is not

one we would wish to look at further. On the other hand

we could allow pension funds and all life insurance offices
to buy BIGs with no restriction to pensions business. Our
judgement is that this would create far too much risk of
access by overseas residents, through life insurance policies
written in the UK. The compromise is not watertight. It is
not possible for us to say with absolute certainty that the
RIGs bought by life insurance offices would be used in
respect of their pensions business only. Although we have
provided for a statutory declaration by such companies to

the effect that they will use them only for approved business
and, in cases of serious doubt, for spot checks on their
balance sheets, the Bank cannot guarantee that policing of
this kind will be totally effective. However, we regard

the risk of sizeable access by non-residents in such
circumstances as one we are prepared to take. The other side
of the coin is that there may nonetheless be complaints by
life offices. There may be some difficulties - which we

e Nmymm— o . . . .
are 1nvestigating further - in the case of companies which
operate mixed life and pension funds, in stipulating that
RIGs can only be held against pensions business liabilities.
This requirement might be held to infringe the rights of
other classes of policyholder.

Since we believe that the scheme we have developed so far
could prove an attractive one, Nigel Lawson is consulting
John Nott about the importance of the possible practical

difficulties we have identified and the way in which the

industry would react. We should be able to reach a view

on this quite shortly.

There is another important issue of which you should be
aware. We concluded when looking at unrestricted gilts
that there was a danger of an adverse impact on company
finances. The judgement is a nice one, since on the one
hand if we were able to reduce interest rates in the economy
generally this would be of benefit to industry. On the
other hand, these instruments may be attractive to the
institutions as a close substitute for equity. If the
decision were to go ahead with the RIG we think this risk
would be worth taking. We know that some interest is now
being shown in the issue of index-linked debt by companies
and the risks to the company sector could be countered by
associating the issue of related indexed gilts with a move
to ease the tax treatment of indexed securities issued by
companies. But this would raise some difficult issues,

/which we
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which we are examining with the Bank and the Inland Revenue.

It is agreed that it would be feasible to issue a RIG on
these lines, subject t0© tThe commermtsor thée Secretary of
State for Trade. Whether to do so, and in particular
whether to announce we are going ahead in the November
statement, is still an open question. Meanwhile it is
important that there should be no leak about the RIG because
if there were one it would damage the market for conventional
gilts. For the same reason, no announcement about the RIG
scheme should be made until an issue is about to go ahead.

I am sending copies of this letter to Tim Allen and David
Wright.

Y oS
)ohm,

A.J. WIGGINS

CONFIDENTIAL
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Treasury Chambers, Parliament Street, SWIP 3AG
0O1-233 3000

PRIME MINISTER ;—\L

‘L%L

ROLLING OVER THE MONETARY TARGET

The monetary roll over is one of the subjects I shall need
to cover in the wider announcements in the week beginning 2.4
November. I have discussed this with the Governor and I should
like to report the conclusion we have reached, though it is very
much a choice of evils.

28 The current target for the growth of sterling M3, which T
announced in the Budget, covers the 1l months from Februapy 1980
to April 1981. The target was 7 to 11 per cent at an annual
-—.——) —
rate, equivalent to 12.9 per cent over the 14 months. The actual
growth from February to October has been about 151 per cent or
S ——
about 13 per cent after adjustment for corset distortions. So
S ——— 0 o . . . .
eéven on an adjusted basis there is no margin now for the remaining

six months of the target period.

3. We expect the growth rate to slow down during this period
 —— 5

but the prospect for the Borrowing Requirement in the next few

months seems to be worsening and this suggests that the slow down

is likely to come later and to be smaller than we had expected,
S ——

Most of it will probably occur in the first quarter of 1981, and
the January figure is the last that will be available by the time

——— o
of the March Budget. So we will not have much evidence of slow

——

down by then. Over the whole target period the current view is
that growth at an annual rate after adjustment is likely to over-

shoot the top of the tTarget range by, say, three percentage points.

e e T —

/b,

SECRET




SECRET

b, Announcing a new target now for the next 12 months would be

hazardous and unconvincing. For the next 12 months running to
N ——y

October 1981 the mid point of the target range would need to be

about 6 or 7 per cent if it was to be reasonably close to the
e e oy

MTFS path. The October economic forecast included such figures,

but they were based on the assumption that present short term

interest rates would be maintained at their present level until

the end of 1981. It is unlikely that such a target would be

found credible.

D% The Governor and I are therefore agreed that the least
unattractive option is to announce that the target will not be
rolled forward until the Budget. This will enable us to take
the budgetary decisions and to settle the new monetary target

simultaneously. That is an advantage of substance.

Bl The presentation of this decision will clearly need great
care. We shall need to ensure that the market do not expect
measures to tighten the policy in the coming months and at the
same time to establish that we intend to maintain the thrust of
our medium term financial strategy, while not ruling out reductions
in interest rate if they seem justified. We shall stress that our
policies are already having their intended effect on prices and
pay bargaining. Although we would recognise that the money
supply has been growing fast, even allowing for distortions, we
might explain that this was partly related to the scale of the
financial imbalance between the personal and company sectors and
go on to stress the signs that the growth of bank lending is
falling. This, together with the prospect for the Borrowing
Requirement in the January to March quarter, will on present
policies start to bring down the rate of monetary growth by the
time the new target is set in the Budget. The announcement on
North Sea taxation and on employees' National Insurance

/contributions
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contributions will help to establish that the Budget will be a
tight one that will buttress the monetary strategy.

e I am sending copies of this minute to the Governor and
Sir Robert Armstrong.

(G.H.)
T4 November 1980
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TP, Lankester, Esde.,
Private Secretary,
10, Downing Street

DCM ﬂw\)

PAPERS FOR MONETARY SEMINAR

You may like to have a note of the various papers relevant
to the seminar on Tuesday, 18 November.

You already have the Treasury paper on "Smoothing the PSBR"
and the monthly note on the CGBR and PSBR. The others are:

(a) Two papers which the Bank will be sending you on
(i) Debt Sales

(ii) "Increasing the flexibility of official
operations in the money market".
(b) Treasury notes on "Monetary Control: Main
points for discussion" and "Monetary Control: the
November Statement” (attached).

(¢) My letter to you about the restricted indexed
gilts (RIG) of today.
—

(d) My letter to you about national savings of
v today. _—

The Chancellor has minuted the Prime Minister separately
about the rollover of the monetary target.

The Chancellor hopes that discussion at the seminar will
concentrate on (a) and (b). Decisions on these are needed
for the statement in the week beginning 24 November.

I am sending copies of this letter to Tim Allen and
David Wright.

i?u‘W\/(

)ouu

A.J. WIGGINS

s ECRET
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MONETARY CONTROL: MAIN POINTS FOR DISCUSSION

A. Money ilarket Operations

It is agreed:

(i) That a more flexible system of official operations be
introduced. This would involve the operational suppression
of MLR and some change in the operation of discount window

facilities. Interest rates would be kept within a band by
open markelt operations.
That the Reserve Asset Ratio be phased out and abolished

as soon as alternative prudential arrangements can be

established.

e e

It remains for decision:

How would the guidelines, and interest rate banks, be
set?

B Debt Management

It is agreed:

that a RIG is technically feasible, and that the pursuit of

further flexibility in debt management techniques more generally,

and especially at the short end, be further explored by officials.

It remains for decision:

Wnether a RIG should be announced for immediate issue in the

forthcoming statement, and what should be said about debt

—

management more generally.

(Ol Monetary Control and Monetary Base
It is agreed:

(i) That &3 is extremely difficult to control not only in the

! short run, but even over longer time periods. The above
— —

measures may provide some help, but are not themselves

likely to transform the picture.

A major cause of this difficulty is that interest rate

movements do not have a quick or reliable effect on bank
e e ]

lending or &M3. .

e e e s e O

That a mowve to either version of monetary base control would

. . . - ! . ~
require'a transitional period of several years.
~ 1
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That a mandatory monetary base system would probably work
better if related to a narrow monetary aggregate.
Consequently, we will arrange for the collection of
appropriate data for retail deposits, an M2 series.

That, in order to provide more information on how a non-
mandatory base system would work, it would be necessary
to abolish any reguired, cash ratio. The difficulty about
this is that it would remove the basis of the Bank's

main source of income.

It remains for decision:

(1) Whether it is possible to reconcile maintenance of a

sufficient and sure source of income to the Bank with the

abolition of the required cash ratio.

How far it would be desirable to express an intention now
to move on towards a monetary base system; or more modestly
to claim that the above changes were desirable in their

own right and consistent, should further experience point
that way, with moving on to a monetary base system.

further discussion but not immediate decision.

Whether any measures can be introduced that will encourage
companies to obtain funds other than through bank lending,
ie through the capital markets.

Whether there are any means of inducing banks to fund such

bank lending more through non-monetary liabilities.
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MONETARY CONTROL: THE NOVEMBER STALEMENT

1 The consultations on monetary control following the publication
of the Green Paper in March are now complete. An account of the
TGS, Sl

Government's conclusions is planned as part of a wider statement about

economic policy on /247 November. There are also some more immediate

practical questions to be resolved. A series of meetings has been

held between the Treasury and the Bank to prepare the pground for the
¥} ehalcys )
; it —

Prime Minister's seminar on 18 November . There is a wide measure
e N

of agreement as to the steps which could be announced straight away.

We are all very uncertain as to the merits of the case for monetary
base control in the longer term and on this there is a continuing
difference of view, or at least of emphasis, between Bank and

e

Treasury officials.

2 The Treasury think that these issues need to be considered
explicity now, whereas the Bank feel that the development of experience
with the evolution of the changing system and the pressure of events,
eg possible entry into EMS, makes it unwise to take an explicit
position now on long distant changes, especially those that would
involve major structural changes.

Control of £M3

e The Green Paper argued that control of the target aggregzate on

a month-to-month basis was not necessary to the effect of monetary

policy in reducing inflation, although it also recognised that even
short-term deviations from the target path could influence market
expectations. It is now generally accepted that precise short-run
cont;gi of a broad aggregate like &M? is not in practice possible and
also that control of such an aggregate, even over a period of six to
;ZZ twelve months, could sometimes involve costs in terms of other

f;objectives that are unacceptable. A major change in the definition
of the target aggregate to one that might be more easily controllable,
however, has not been considered as a "live" option at the present
time. Whilst the Government may not be committed to the precise

definition of &M%, the concept of the financial strategy would be

changed significantly if there were no commitment to a broad monetary

aggregate at all.
s

CONFIDENTTAL
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7l Discretionary changes in short-term interest rates, which in the

short Tun are the main instrument at the authorities' disposal, do

not, however, provide by themselves a satisfactory means of controlling

£M3, largely because the relationship between the level of interest
Sl

rates and the target variable wnich does not seem to be stable or
well-understood. A wide aggregate like Qﬂé‘is probably influenced
more in the short run by the relative yields expected on different
assets than by the overall level of the interest rate structure.
Certainly, this relationship between changes in MLR and their
consequences is not well understood; some commentators are even
convinced that it works under current circumstances in the wrong

direction, at least in the short run.

D% A move to monetary base control would not provide a satisfactory
method of controlling &£15.
(1) A mandatory system related to £M3 (or to any definition
including the bulk of wholesale bank deposits) would result

in disintermediation of the kind associated with the corset.

A non-mandatory system would control £M% only if there

were to be a stable and predictable relationship between
that aggregate and the banks' demand for base money.
There is no means of telling whether such a relationship

would emerge.

S We do not sece any efficient means of exercising direct control

over bank lending. It may be possible, however, to make it more

responsive to market conditions. If banks were less confident that

they had access to an unlimited supply of liguid assets at a known

price, they would nave more of an incentive to keep their lending
" p—

rates.in line with the market and they might adopt a different attitude
O————————— - '~

—
to the provision of overdraft facilities. Lven so, we expect that the

relationship between bank lending and the level of short-term rates
will remain too uncertain or too slow-acting to provide an adequate
method of monetary control in the short run at least.

7 This means that, once the £M3% target has been announced and the
main budgetary decisions taken, much of the burden of reconciling
the two must fall on debt sales. Non-marketable debt is playing aa

%
increasing part in the finance of the PSBR, but there must remain a

very important role for operations in the gilts market, where the

authorities have greater flexibility.

|
CONFIDENTIAL
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8, The extent of that flexibility is one subject on which views

differ between Treasury and Bank officials.

The Dreasury believe that a greater The Bank believe ‘that the greater

readiness to see the wields on gilts volatility of yields would not
respond to market pressure would necessarily secure the sales

pive preater assurance that a outside the banking system.
programme of sales could be The gtructure of the market
achieved within a period of, say, would be damaged and the prospecls

three to six months. for selling debt in the longen

| term diminished.

Some forms of auction for short-term central government debt would not
—————— P ————

be open to all these objections. There is general agreement that the

possibility of broadening the market at the short end should be
examined as a means of providing greater flexibility to the government
funding programme. If it were decided to introduce an indexed stock,

restricted to institutional holders (the RIG), it could also be

auctioned; it would then provide an alternative to conventional
AP S

gilts to which the savinge institutions might turn when the prospect

for inflation was particularly uncertain.

Multiple Tarpets and Monetary Base Control

9. The advocates of monetary base control do not see it as a method

of controlling £1% or any broad aggregate - except very indirectly.

They see it as controlling either a narrow monetary aggregate
(a mandatory svetem) or simply the base itself (a non-mandatory system).

If this were to be combined with the existing commitment to Xif3,
the Government would be committed to multiple targets. The narrow

(L]

apgregate would be the short-run objective with the wider aggregate

as the gulde to medium-term policy. Again, there is a difference
view between the Treasury and the Bank on the pogsibility of operating

guch a gsystem.

The Treasury see control of the base The Banl: sece a necegsary role tor

or a narrow aggregate as an short-term rates in controlling

«

appropriate bagis for a markeb &M%, both as means of influencing
determination of short-term interest hank lending (in the longer run)
rates. They see fiscal policy and and of securing gilt sales (in
deblt sales as the appropriate instru- the shorter run). Dual barpets
ments for meeting the medium-term would often have conflicting

tarcet for the wider apgrepgate. implications for movements

The poseibility of confliclt between short rates. So long as ¢
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" the two targets would be much target is maintained, therefore,

reduced if a new approach were they see a need for discretionary
adopted to the marketing of gilts. choices about the appropriate
level of short rates.

10. There is considerable uncertainty over the workability of a
mandatory monetary base system. A system based on retail deposits

alone would create less of an incentive to offshore disintermediation,

but it i1s not clear that an adequatc definition could be found for
e

control purposes. There is a danger that other distortions would
R I

be introduced, especially affecting competition between banks and
building societies. We do not, however, need to close this option
as a long-term possibility. It would, in any case, be valuable to
introduce a statistical series for retail deposits to replace the
0ld M2 series discontinued in 1972 (although it would be costly
for the banks). We might then be able at a later date to asses its
controlability and its economic significance.

Initial Steps

(a) Money Market Operations

11. During the debate followiﬁg the Green Paper, there has been
persistent criticism of the way that "lender of last resort" or

discount window facilities are operated. It would be possible to
exercise control of interest rates in a more flexible (and less
visible) way by adopting rather different techniques in the conduct
of open market operations. The instructions for these operations
could eventually be framed in terms of either quantities or prices
(or a combination of the two). Initially, the emphasis would have to
be on the control of interest rates, but it would be possible, if we
wished, to move gradually towards control of the monetary base.

S—

12. The interest rate objectives could, from the start, be expressed

as a band within which market rates could fluctuate. The choice of

the limits to that band would remain, in a sense, a political act,

but it is hoped that it might be somewhat "de-politicised". These

limits would not be announced (in order to keep the banks uncertain
of the terms on JFIEH—E;EE-could certainly obtain funds), but if
actual rates were to reach either intervention point, the market
would be well aware of the fact. A decision would thon_zg;g_fs_ﬁ

er—wmether to. stabilise it at that level
taken whether to move the band/  Minimum Lending Rates as such,

, e m——————

—

CONFIDENTTIAL




CONFIDENTTAL

fwould be abo]nclqi, and discount window facilities would be provided

b

lewq freelv and probably only at penal rates. The new method of

operating could be indicated in general terms in the November

statement. It would brought into use over the next few months.
e

(b) The Cash Ratio

13. The existing cash ratio is not operated as the base for a system
of monetary control. The Green Paper speaks of it as the "fulerum"
for open market operations, but it would be possible, nevertheless,
to determine interest rates without any required cash ratio since

the banks are unable to overdraw their accounts with the Bank of
Englénd. An associated effect of the present cash ratio requirement
is to provide the Bank of England with the main source of its own

income.

14, In its present form, the ratio could not be used in a mandatory

system of monetary base control: it is too small a percentage and

related to the wrong total of deposits. Whilst it remains, it
conceals the size and variability of the banks' true demand for cash;

it  therefore prevents us from discovering any information relevant

to the operation of a non—mandaﬁory base control system. This points
to the replacement of the cash ratio by some alternative means of
financing the Bank of England. We shall be discussing further what
possibilities exist. At a minimum, some reference to a review of
the cash ratiowould be made in the end-November statement.

15. We could also announce our intention of reviewing the case for
monetary base control in due course.
It could then benefit from:

(1) experience of more flexible market operations, with their
implications for interest rate volatility and bank

behaviour;

(ii) some knowledge of the banks' true demand for cash (relevant
to a non-mandatory system); and

(iii) some data on retail deposits (relevant to a mandatory system).

(¢) ™The Reserve Asset Ratio

16. It is agreed policy, announced in the Green Paper, to abandon |
the reserve asset ratio as soon as a successor system for the prudential

control of bank liqudidity could be 'put in its place. Discussion of
e —
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new prudential arranpgements between the Bank and the Dbanks has gone
as far as it can in ignorance of how the Bank's market operations and
discount window facilities are to be structured in the future.

Once that has been settled, it will be a matter of months - not
earlier, say, than March - before permanent new arrangements can be
agreed, and somewhat longer before they can be fully operational.

But it should be possible almost immediately to make an interim

adjustment to the reserve asset obligation, consistent with the

Bank's objectives for the new liquidity regime, which will go a

long way towards removing the problems of market management which
have recently been experienced; though it might not wholly eliminate
them. The nature and timing of this adjustment. would form part of
the November statement.

- B -
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DOMESTIC FINANCIAL FORECAST

I. Introduction

This report considers the domestic moﬁetary'outlook embodied
in the recently completed short term macroeconomic forecast.

" It should be read in conjunction with the summary report on

that exercise circulated by Messrs Britton and Neuburger on
10 June. The focus is on the two financial years 41980-81 and
1981-82. The existence of both "lower output" and "higher
output" }orecasts, with the difference accounted for by a

, ~ different judgement as to the effect of U.K. competitiveness

on net trade performance, implies two domestlc financial
projectlons of equal status.

II. Recent Developments

2. It was announced in the Budget speech that the new target
range for the annual growth rate of £€M3 is 7-11% for the period
from February 1980 to April 1981. The implicit "base drift"

. from the centre of the previous target range from June 1979

was 13% and was justified in part by the need to make some
allowance for the reintermediation into £M? expected to occur
88 a result of the abolition of the SSD scheme, also confirmed
in the Budget.

3. The actual growth in £M3 in the 11 monthé to banking May

has been at an annual rate of 11.6%, and the annual rate over the
last three months has been 12.1%: just above the top end of the
target range in both periods. Banking May alone registered
growth of 2.1%, largely attributable in counterpart terms to

a very high CGBR. This marked a reversal of the pattern in the
previous four banking months, when a number of special factors -
particularly sales of forward oil and the unwinding of the effects
of the P.0. strike - acted to produce very low CGBRs (an average
of only £80m per month, compared with £880m average in the
previcus year) and low £M3 growth (£300m compared with £520m).
Bank lending has continued to grow rapidly. The external

“adjustments to monetary growth have in general been moderately

...... ~J

negative in recent months, attributable to the current account
deficit and private sector capital outflows.




Lor
%, Short term interest rates have drittea down frum the peano
FeCelded i bhe cosly epring, elthrugh MIR hos not changed.
Three month interbank rate, 18.4% in early April, is now about
19.0%. Over the same period U.S. short term rates have
plumreted, from almost 20% to just over 9%: however, with
domestic rates responsive mainly to domestic monetary conditions,
the main effect of this has been on the exchange rate. 20 year
gilt rate has also drifted down, from a peak of 14.8% to about
13.7%.

JII. Main Assumptions .

4. It is assumed that £M3 grows smoothly at the centre of the
target ranges set out in the Medium Term Financial Strategy.

This implies growth at an annual rate of 9% in the 14 months to
April 1981, and 8% growth in 1981-82. Given the fiscal policy
and other assumptions underlying the two forecast cases, interest
rates vary so that the target is met. The changes in &3 and
its counterparts are summarised in Table 1.

5. The abolition of the SSD scheme (corset) is forecast to lead
to reintermediation of some £1.3 billion of "leaked" bills -
bank acceptances held by the non-bank private sector - thereby
raising recorded bank lending. In addition, it is assumed that
there is a combined impact of about £0.5 billion as a result of
the unwinding of corset-induced switches into Eurosterling and
within the parallel money market. The total effect, which is
assumed to be accommodated within the monetary target, is
equivalent to about 3% of &£M3. About one third of the impact is
felt in 1980 Q2, with the bulk of the remainder occurring in Q3.
It should be emphasised that the size and timing of reintermediation
is highly uncertain (see para 25 below), and that in this context
the assumption of smooth growth in aggregate £M3 in 1980-81 must
be seen only as a convenient simplication. A

6. The forecast assumes that the institutional structure of the
domestic monetary system is broadly unchanged. There is no
move to monetary base control. The building'society and banking
cartels retain current rate-setting and general competitive
practices, although there is a limited movement by banks towards
greater lending for house purchase. The forecast reveals &
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] "I‘ABLE 1: §M% AND THE COUNTERPARTS

Lower Output Higher Output
1979-80 - 1980-81 '1981-82 1980-81 1981-82

PSBR : - 9.8 8.2 1.4 72 8.1

Less sales of public
sector debt to
non-bank private
sector

a) Gilts

b) - Other Debt

Changé in & bank
lending to

7

a) Private sector
b) Overseas

Domestic Credit
Expansion

External adjustments
Change in non-deposit

liabilities (including
residual items)

Change in &M%
(as % of level)
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chronic reserve asset/primary liquidity shortage on the part

of the banks (see para 39 below): this is assumed not to

conetrain their lending behaviour of result in, for example,
-very high short-term interest rates. However, the method of
. resolution of this severe problem is not specified.

7. It is assumed that there is no net intervention in the

foreign exchange market - the exchange rate is freely floating.
IV.  The Rest of the Forecast

8. Recipients are referred to the paper circulated by Messrs
Britton and Neuburger for a report on the whole forecast. _
External developments as they affect the monetary sector in both
forecast cases are summarised in Tables 40 attached. The central
features are:

(i) In the lower output case (L0), real GDP falls by 43%
- in fipancial year 1980-81 and by a further %3% in 1981-82.
 In the higher output case (HO), the decline is "only" 3%

4in 1980-81 and 1% in 1981-82. Unemployment by the end of

the period is 2.7 million in 10, and 2.3 million in HO.

(ii) The increase in the RPI on a year earlier in

1981 Q1 is 19% in 1O (identical tothe 1980 Q1 figure):
inflation falls to 15% in 1982 Q1. In HO a higher exchange
rate contributes to the reductlon to 183% 1n 1981 Q1 and
to 13% in the next year.

(iii) The PSER in IO is £8.2 billion in 4980-81 and
£11.4 billion in 1981-82. The higher activity in HI
results in figures of £7.2 billion and £8.1 billion
rESpectively. The IO figure for 1980-81 as a proportion
of GDP is just below that projected in the Medium-Term
Financial Strategy: in 1981-82, the HO figure is broadly
in line with the MTFS.,

(iv) The current account deficit in L0 is £24 billion in
1980-81 and £17 billion in 1981-82: in HO, balance in
1980-81 gives way to a £2 billion surplus in 1981-82.
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(v) The company sector deficit in 1980-81 in LO is
enormous, at £7 billion: it diminishes to £2% billion
in 1981-82. The deficit in HO is £1 billion smaller
than that in LO in 1980-81 but marginally larger in
1981-82. : _ ;

9. The way in which the rest of the forecast interacts with

the achievement of a strict monetary target is by now a
depressingly fariliar one. Adherence to monetary control to

some extent restricts the growth of nominal incomes - particularly
via a high exchange rate - but in the short term a large »
proportion of this restraint is on real income rather than the
price level. Nevertheless, nominal income growth considerably
exceeds that of £M3 in both cases (by more in the higher output
case) and hence the velocity of circulation rises.

10. A parallel feature is the extent to which increases in private
sector net and gross financial worth exceed those in &15. On

either income or wealth criteria, the message is clear: the

monetary position tightens over the forecast period, limiting the
‘scope for reductions in interest rates. The financial side of the
forecasts are summarised in tables , for the high output

case, and tables for the low output case. Matrices of
sectoral financial flows in 1980-81 are also appended for both cases.

V. Interest Rates

11. As usual, a good deal of uncertainty is attached to the
particular path of the interest rate forecasts. The quarterly
paths projected in the lower output case appear in Table 2A

and for the higher case in Table 2B. In the lower output case,
market rates decline marginally, if at all, during the remainder
of 1980. In 1981,as inflation improves,output continues to fall,
and companies' defensive action on costs, investment and stocks
reduces their ne=d to borrow, rates come down. Short rate is
forecast to fall from 15% in 1981 Q1 to 123% in 1982 Q1, and
long rate comes down from 133}% to 12%. Mortgage rate rises to
152% in 1980 Q4 and remains there until mid-1981. This reflects
the increase in the building societies' composite tax rate, and

~the fact that both share and mortgage rates are currently perhaps
13%. below the levels which would be expected on the basis of
market rates (i.e. they implicitly discount a fall in market
rates which does not occur in 1980). .Building society prospects
are discussed in more detail in section XII below.




TABLE 2: INTERESD RATES

A. Lower Output Case

-3 month 20 year % month
_ interbank gilt Mortgage Eurodollar
1979 12.7 13.4 11.75 11.0
Q2 12.2 12.1 11.75 10.7
Q3 14.1 12.4 11.75 11.7
Q4 A58 7. 14.1 12.80 14.7

1980 Q1 1717 4.5 15.00 448
Q2. - 16.9. 14,2 15.00 11.8

" Q3 17.0 14.0 15.00 11.5

Qu 16.5 1%4.0 15.75 11.0

1981 Q1 15.0 13.5 15.75 11.0
Q2 4.5 13.1 15.75 11.0
Q3 13.8 2.7 15.05.  « add.5
Qu 13.1 takss .44 12.0

1982 Q1 12.5 12.0 13.90 12.5

" B. Higher Output Case

% month 20 year Mortgage % month
interbank gilt Eurodollar

1980 @1 1) 14,5 15.0 17.0
Q2 16.9 A2 - 15.0 11.8
Q3 16.1 13.6 15.0 . 11.5
QU 15,5 13.5 15.0 11.0

1981 Q1 13,4 407 15.0 11.0

1982 Q1




-

12. Interest rates are expected to fall more sharply in the
higher output case. Although there is more activity-induced
‘demend for bank lending, this is partially offset by the reduced
size of the financial deficit which the company sector must cope

 'with. The PSBR is far lower. Impdrtantly, the improved current
account position is matched (under a floating exchange rate

regime) by a capital account outflow, most of which comes from
~the non-bank private sector. Short ratesaredown to under 133%
in 1981 Q1, and under 9% in 1982 Q1. 20 year gilt rate declines
to 123% and then to 10%, re-establishing the conventional slope
of the yield curve. Mortgage rate is unlikely to go above its
current level, and is falling from early 1981. :

13. Two identifiable areas of uncertainty qualify views about

the immediate outlook for interest rates in both cases. The

first is the problem posed by very rapid and large'scale reinter-
mediation within £M3 as the corset is removed. Any attempt to
impose smooth month-by-month control of the money supply in these
circumstances could entail large swings in rates (and could still
fail). The second problem is that of the banks' chronic liquidity
shortage. As noted above, the forecasters have assumed that this
does not affect bank behaviour or interest rates: but it -is easy
_to imagine circumstances in which a "scramble for liquidity" drove
money market rates up. ‘

VI. Gilt Sales to the Non-Bank Private Sector

A4. The forecast for sales of gilts in 1980-81 has, to some
extent, already been overtaken by events: the unexpected sale

of 13}% Exchequer 1994 is estimated to.have secured receipts

from non-banks of £3.1 billion in 1980-81 to date. This compares
with our forecast of £5.6 billion in the lower output case

(£5.3 billion in the higher output case) for the whole of 1980-81
and £4.3 billion (£4.0 billion) respectively in the first half.
This does suggest that we may have under-forecast sales to the
non-bank private sector this year but the broad picture that we
expect to emerge is not changed: we expect limited sales of gilts
at the end of this financial year as the need to sell gilts to
keep within the monetary target diminishes.
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'l' A crucial element in the gilts forecast is the treatment
of expectations. Although we are aided by an equation for
expected capital gains on gilts, a substantial degree of
Judgement is exercised by the forecasters in this area. On
balance, we have projected mildly favourable expectations in
the remainder of 1980-81 with the current market view that the
government's policies will inevitably lead to a fall in long
rates continuing, albeit sobered by the high observed rate of
inflation. Thereafter, a powerful bull market is expected to

develop as the steep decline in earnings growth reduces inflation
quickly. The consequent increase in the demand for gilts can
either be taken on extra gilt sales or a reduction in long term
interest rates. The result dependé on the need to maintain

monetary growth on target. Our assessment is that some combination
of these two will be possible with a somewhat greater decline

in the high output case as the lower PSBR leads to less pressure

on the target.

16. Tables 40B summarise the gilts forecast in terms of the
private sector's total portfolio. In 1980-81 and 1981-82 holdings
of gilts are forecast in both cases to increase at broadly the
same rate as gross and net financial worth of the private sector
before taking account of revaluations of existing gilt holdings
due to changes in long rates. The decline in interest rates means,
however, that the share of gilts in total portfolios rises, from
Just over 40% in 1980 Q1 to 45% in the lower case, and to almost
48% in ‘the higher case, in 1982 Q1. This would require a fairly
major switch towards gilts by investors similar to that which

took place in 1976-77. |

17. Allowance has been made in the gilts sales projection for

the effect of twe special factors. First the abolition of exchange
controls on portfolio investment overseas by the institutions is
thought to have increased the degree to which domestic holdings

of gilts are a substitute for overseas assets. To capture this
effect we have assumed that some 11% of outward portfolio investment
permanently reduces the demand for gilts by the private sector at

given interest rates, wealth etc. Columns 1 and 2 of table 3
below quantify the effects in the two cases. The reductions shown
are in addition to those which operate via the inclusion of

~net overseas liabilities in gross worth of the private sector.
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SPECIAL FACTORS IN THE FORECAST OF GILT SALES

Flow effect Memo item Equity Market Memo item
on demand Outward Effect on Flow Long Pate (%)
for gilts portfolio demand for gilts

investment (both cases)

1 2 3 4 5 6
High Low  High  Low High

1979 @2 - < - . 12.1
Q3 125 -125 -1150 1150 Y 2
Q4 =100 -100 - 850 - 850 : 5 1.1
1980 Q1 -150 =150 -1300  -1300 i : 4.5
YEAR
1979-80 -350 =350 -3300 -3300 13.3
1980 Q2 -150  -1200  -1400 : 4.2
Q3 -100 - 950 - 800 13.6
Q4 =75 =950 =750 ' 13.5
1981 Q1 - 75 -85 - 600 12.7
YEAR
1980-81 -400  -3950 : .13.5
1981 Q2 _ - 850 - 12.0
Q3 - 25 - 550 . 19.5
Q4 -5 - 750 400 10.8
11982 Q1 - 75 -85 - 600 10.2

YEAR g
1981-82 -3000 -1800 1.1

Note: (1) Total may not sum exactly due to rounding

(2) No estimates have been made for the equity
market effect for the period up to 1980 Q2.
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48. Secondly, the combination of recession and high interest
rates is expected to depress the new issues market in 1980-81

in both cases. This is likely to increase the institutional
demand for gilts for given interest rates etc and we have

made a special allowance for this. When interest ratec

“begin to fall ani inflationary prospects improve in 1981-82 new
issues may increase, reversing the early effects on demand for gilts.
Clearly the improvement is likely to be greater in the high output
case where long term rates fall faster and output is much less
depreésed but because the numbers involved are small we did not
allow for different effects in the tﬁo_cases.

VII. Other Public Sector Debt

(i) National Savings

19. The forecast of net purchases of National Savings instruments
reflects the outlook for the personal sector financial balance.

It is assumed that the instruments remain broadly competitive.

In the low output case persons' NAFA rises marginally in nominal
terms from &£14.6 billion in 1979-80 to £15.8 billion in 1980-81,
and net take-up is projected to'recover from an unusually low
£0.8 billion to £1.5 billion (113% of the stock). There is a
small decline in NAFA in 1981-82 and take-up is only £1.4 billion
(10%). In the higher output case, marginally higher NAFAs imply
teke-ups ~ £0.1 billion higher in each financial year - 12% and
41% of the stock respectively. | '

(ii) Certificates of Tax Deposit
20. The dramatic run-off of CTID holdings in 1979-80, particularly
in 1980 Q1, is not expected to be reversed in the near future.

In the absence of a marked improvement in competitiveness (largely
dependent on the re-establishment of a normal yield curve), sales
ere constrained by the corporate sector's low profitability and
hence low net tax accruals. In both cases, net purchases of CTDs
are forecast at only £150 million in 1980-81 and £500 million in
1981-82, taking the 1982 Q1 stock to £1.2 billion (compared with
£1.5 billion in 1979 Q1). '

(iii) Treesury Bills and L.A. Temporary Dabt

21. Non-bank private sector holdings of LA temporary debt have
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been somewhat inflated by the corset. The constraint'on banks'
IBELs have led them to reduce their net CD issue and their
holdings of LA debt (the directly parallel money market asset):
the non-bank private sector has in consequence substituted LA

debt for CDs. However, Treasury bill holdings are at historically
very low levels, reflecting the shortage of reserve assets in the
financial system.

22. Reserve asset pressure is projected to continue (see section X),
and the dominant influence during the forecast period is the
~unwinding of corset distortions. The combined totalvof non-bank
private sector holdings of Treasury bills and LA temporary debt
falls from £3.5 billion in 1980 Q1 to £3.2 billion in 1982 Q1 in
both forecast cases. » ' '

(iv) Notes and Coin

23. The growth in holdings of cash remains relatively rapid in

the forecast period, leargely induced by continued rapid inflation
‘but also, to some extent, by falling interest rates. In the lower
output case, the increases are £1.4 billion (133%) and £1.8 billion
(153%). In the higher output case, éreater output and lower
interest rates are offset by slower inflation, and the figures are
almost identical.

VIII. Bank Lending :

24. As usual the outlook for the bank lending is one of the

key elements of the forecast. It is, unfortunately, highly
uncertain. The forecast is disaggregated into lending to companies,
persons and OFIs (behaviourally this may be rather tenuous, as the
personal sector includes unincorporated businesses, while much

of lending to OFIs is indirect lending to persons via HP companies
and the like). The overall view is shown in table 4 below.




TABLE 4: BANK LENDING

Forecast

£bn change: Actual Lower Output Higher Cutput
e ’ 1979-80 1980-81 1081-82 1980-81 1981-82

lending to . ) -
ICCs 5.1 5.9 3.2 5.5 4.4
Persons 3.4 1.9 247 2.1 3.5
OFIs 14 0.1 G e L 0.2 0,7
. Private Sector 9.6 7.9 6.4 7.8 8.6
R &) (24%) (16) - (113) (ae)idt. " (A5)

Despite reintermediation, the growth of recorded lending slows in
1980-81 - this is, of course, one aspect of meeting the tight £M3
target. What is marked, particularly in the lower output case, is
the switch in emphasis of lending from persons and OFIs towards
companies who bear the brunt of the early stages of recession.
Falling interest rates revérse this switch in 1981-82, and generate
(along with higher activity) the markedly greater growth in the
high output case.

(i) Lending to Companies

25. The forecast of lending to ICCs involves critical Judgements

on the extent and speed of reintermediation into the recorded total
of the bill leak (commercial bills issued by ICCs, endorsed by
banks but held by the non-bank sector - probably mainly by other
companies). In 1980 Q1 the bill leak totalled £1.8 billion on a
quarterly basis and £2.2 billion on a banking month (corset penalty)
basis: the £400m gap provides a minimum estimate of likely

reintermediation. Of the remainder, some £600m represents a
"normal" pre-corset ratio of 'bills outside the banks to £M3, while

the forecasters have assumed that a further £300m will remain after
the corset ends. Thus total reintermediation is forecast at

£1.3% billion: one third occurs in 1980 Q2 and the remainder in

1980 Q3, as most of the bills concerned are very short-dated.

26. The other critical factor is the extent to which ICCs faced
with an extremely difficult financial position, seek and receive

bank finance. The forecast assumption is that pressure on corporate
cash flow are partially offset by inflows from ‘abroad /[ see the

- accompanying report on external flowq;7, but in 1980-81 add about
£400 million to lending in the lower output case and about

£100 million in the higher case. In 1981-82 a less stringent cash
. flow position and an improved equity market allows a reversal of
£200 million in the lower case and of £150 million in the higher case.
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! 2” An additional special factor is the continued addition to
lending resulting from capital outflows in the wake of the
sbolition of exchange controls. In the lower case, this adds
£350 million in 1930-81 and a further £200 million in 1981-82: in
the higher case, the higher exchange rate encourages further
outflows, and the totals are £400 million and £3%00 million
respectively.

28. The underlying lending to companies forecast is generated by
an equation which postulates that lending responds proportionately
to prices, with an elasticity of 0.75 with respect to real activity
and a small response to the interest rate and inflationary
expectafions.

TABLE 6: RANK LENDING TO COMPANIES

£bn change: Lower Output Higher Output
1980-81 1981-82 1980-81 1981-82

Basic Equation :
Projection 3.5 3.2 3.4 4,2

Exchange control 0.4 0.2 0.4 0.3
Reintermediation 1.6 - 1.6 -
NAFA : 0.4 "0.2 0.1 i . -0.1

Total ' 5,9 2.2 5.5 4,4
(%) (20%) (9) (19) (123)

(1i) ILending to Persons

29. The recent rapid growth of lending to persons (293% in 1979-80)
is forecast to slow markedly in 1980-81 as the recession takes hold.
The projection in both forecasts implicitly allows for a real income

elasticity of 1.5 (i.e. bank borrowing is a "luxury" for persons)
and for a response of 2% to a one point change in nominal interest
rates. One area of some uncertainty is bank lending for house
purchase, in the context of continued rationing of mortgage advances
by building societies and some banks' already-expressed interest in
expanding this profitable market. Both cases assume additional
lending of £100 million in each of the quarters 1980 Q4 - 82 Q1 on
this account (i.e. £200m in 1980-81 and £400m in 1981-82).

20. In the lower output case, the growth in total lending is 123%
in 1980-81 and 163% in 1981-82. The figures are higher, at 14% and

203% respectively in the higher output case.
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(iii) Lending to OFIs ‘

31. Recent research suggests that bank lending to OFIs is relatively
sensitive to the level of activity and to the interest rate. In
both forecast cases this contributes to a great deceleration in
projected lending growth in 1980-81, from the 1979-80 figure of

314%. In the lower output case, growth is 23% and then 104% in

‘the successive financial years. The 1980-81 figure is 44% in the
higher casg, and that for 1981-82 is 143%. '

;IX. - External Facfors

32. The assumption of a floating exchange rate makes analysis of
the external and foreign currency finance counterpart to the money
supply rather complicated. Under such a regime the externmals depend
only on the composition of the balance of payments and it is hard

to disentangle autonomous influences from those which are induced

_by the need to clear the foreign exchange market.

3. Ex post, the externals equal the sum of the current account,
public and bank lending in sterling overseas and the non-bank

~ private, sector capital account (including, for these purposes, their
net foreign currency position with U.K. banks). Ignoring the public
sector element in the current account and public and bank lending
in sterling overseas (which are included in the externals merely to
offset their effect on DCE) this means that the externals are simply
the non-bank private sector's net balance of payments position.
Under a fixed exchange rate we can émploy the simple rule that such
flows have implications for the externals whereas all other flows
(i.e. flows to public or banking sectors) do not.

‘34, In a floating rate world, however, ex ante inflows to the
‘banking or public sectors induce matching outflows and may therefore
have indirect effects on the external. Since some part of the

. induced outflow will in general be from the private sector, such an
~ inflowswould lead to a contractionary external ex post. Ex ante
inflows to the non-bank private sector must also generate offsetting
outflow if the exchange rate is floating but only part of this will,
in general, be from the non-bank private sector so that they will
lead to expansionary externals, &s would be the case with a fixed
rate though their effect will be lessened. This mesns that a
positive external ex post can be associated with either an ex ante

outflow from the public/banking sectors or an inflow to the non-bank
. private sector. :
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%25. Table 6 provides a breakdown of the externals projection.
It shows the large contractionary external in 1979-80, associated
with the current account deficit and capital outflows from the
‘non-bank private sector thought to be partly the result of the
abolition of exchange controls and partly induced by the demand
for sterling by non-residents. In both the high and low output
cases substantial negative externals are forecast. These result
from continued outflows from the private sector following the
abolition of exchange controls and induced by OPEC. In the low
output case a further contractionary influence is the current
account deficit. The externals would be even more negative but
for a judgemental-allowance for inflows to the non-bank private
sector of £2 billion in 1980-81 and £1.0 billion in 1981-82 in
response to liquidity pressures on companies.

36. The composition of the externals is quite different between
the two cases. The HO case involves an exogenous improvement
relative to LO. To clear the balance of payments an offsetting
capital outflow must be induced, a large part of which stems
from the non-banx private sector. Thus the non-bank capital
account is in substantial deficit in the HO case particularly

in 1981-82 when the current account is in surplus. However not
all the outflows are from the non-banks so the contractionary
extent of the externals is reduced in HO relative to LO, even
when account is taken of movements in & bank lending overseas.

37ﬁonghefeffect of balance of payments transactions on the demand
fon/glven prices, incomes and interest rates is generally
overstated by the external adjustments because there tend to ULe
offsets on bank lending and debt sales (or the PSBR). Nonetheless,
external factors are forecast to exert a considerable contract- |
ionary influence on £M3 (or, given the target, on interest rates)
in both cases.

X. Reserve Assets and Banks' Balance Sheets

38. The banking system has experienced severe reserve asset
pressure in recent months, and the authorities have provided
large scale assistance to the money market. At mid-April (the
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end-of banking 1979—80), assistance in place took the form
of sale-and-repurchase arrangements for £1 billion of gilts
and £0.5 billion of commercial bills. This pressure is one
" natural concomitant of the tight monetary target, and is
forecast to become more intense. The target limits the growth
of bank's liabilities (deposits) while the demand for bank
assets (loans) from the private sector remains high.
Arithmetically, banks' assets and liabilities are equated by
a reduction in lending to the public sector: however, this
constitutes the main source of reserve assets/primary liquidity.
An alternative way of viewing the issue is that the authorities
"over fund" a given PSBR - massive sales of public debt to the
non-bank private sector leave no room for bank acquisition of
' reserve assets. : :

%29. Tables 7 and 7Ademonstrate the consequences in 1980-81

in the two forecast cases.  The forecasters conclude that in

the course of the year, the banking system will require additional
assistance of perhaps £1.8 billion in the lower output case,

and £2.1 billion in the higher output case. In 1981-82 still
further assistance would probably be required in both cases,
particularly in the higher output case which features a much

lower PSER.

XI. Other Monctary Agecregates

40. The projected growth in narrower and wider monetary
aggregates in both forecast cases is conditioned by the assumption
that the £M3 targets are met. The forecasts are highly uncertain.
M1 is largely demand—determiﬁed, and projected continued high
inflation but declines in nominal interest rates (which lower

the opportunity cost of holding cash, and more importantly

sight deposits) suggest a reversal of the recent pattern, in
which M1 has been growing far less rapidly than £M3. The

converse is true of the wider aggregate, PSLﬂ: reintermediation
of the bill leak in 1980-81 and low net take-up of CTDs both
imply slow growth relative to &£M%. The rate of growth of the
widest aggregate, FSL2, remains at the recent level and is
-greater than that in &M3 or FSL1 over the forecast period:
building society deposits grow rapidly. :
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. TABLE 7:

BANKS' BALANCE SHEETS 1980-81

£m increase in banking Year:
£M3

Less notes and coin
Overseas &£ deposits

Net D.C. deposits
Non-deposit liabilities

Total liabilities

Lending to:

Private sector, and overseas
Discount market

Local authorities

Public corporations

Central government

Total assets

Lower Output

5,730
-11350
1,650
-1,510
1,680

6,190

8,160

700
-420
-2,250

- 6,190

TABLE 7A: BANKS' RESERVE ASSETS 1980-81

CGBR
External finance (-)

CG debt sales (-) to non-banks
(including notes and coin)

("Overfunding")
Gilt sales to/SSD calls on banks =3

Unspecified assistance

CG reserve assets
Discount market switch
Commercial bills

Reserve assets

Lower Output

Higher Output

5,730
-1,300
1,040
-1,480
1,680

5,660

8,280

410
=420
-2,610

5,660

Higher Output

8,320
-1,720

-8,84’0

(-2,240)

770

1,830

350
350

100 -

800

7+3%0
-1,220

-8,720

(-2,610)
770
2,120

280

550
100

720
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TABLE 8: DIFFERENT MNONETARY AGGREGATES

Forecast
% growth Actual Lower Output Higher Output
i 1979-80 1980-81 1981-82 1980-81 1981-82
M1 2 17 183 183 23
&3 12 9 8 . 9 8
PSLA 12 7% 7% 7% 73
PSL2 N L 2 113 12

XII. The Company Sector

41, The financial prospects for the iﬁdustrial and commercial
company sector are bleak even in the higher output case. The
problem is not so much the size of the deficit to be financed in
any one year, as the succession of substantial deficits for 1979,
1980 and 1981. For these years, the deficits cumulate to

£15 billion, compared to about £5 billion in 1973 to 1974. The
same point can be made by looking at the disposable income of

the company sector (equal to its saving plus dividends) which is
expected to fall in 1980 in nominal terms, and only to recover
rather weakly in 1981. ’ gt 1

42, The financing of these deficits is not likely to be helped by
new issues of either debentures or equities unless inflation falls
sooner than is now forecast or interest rates at the long end ease
sharply. This leaves companies dangerously dependent on bank
finance and the money supply targets for that reason are clearly
at risk. The changes that have been made to the forecast of
earnings and the exchange rate since the pre-Budget up-date of

the forecast are enough to make the company sector problem look
rather a lot worse. This judgement illustrates the great
uncertainty that must surround any assessment of the position of
the company sector at the present time.

4%. In the lower output case, companies must come under even
greater financial pressure (although a lower exchange rate
compensates in part for the worse trade performance). With interest
rates remaining high and with the very poor outlook for profits,
widespread bankruptcies would seem inevitable - a much worse
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trade performance). With interest rates remaining high and

with the very poor outlook for profits, widespread bankruptcies
would seem inevitable - a much worse prospect indeed than companies
themselves seem to anticipate at the present time. It is very
difficult to guess what would be the financial implications of
_such a deep recession - and the extent to which those implications
would delay the recovery.

XII1. MFinancial Institutions

(i) Building Societies . _ E

‘44, " Throughout 1979-80 building societies' share rates have
remained uncompetitive with general short-term interest rates.

We have assumed that societies are willing to accept a slow return
to competitiveness brought about as short rates decline - they

would regain their average competitive level in the first half

of 1981. In the higher output case we have also assumed that

they delay widening their margins (made necessary by the considerably
~increased composite tax rate in prospect) until the share rate is
reduced. But in the lower output case we consider that the down-

ward trend in competitive rates will not be sufficiently strongly
established by the autumn of 1980 (when the composite rate is

fixed) to prevent societies raising the mortgage rate - by + per-
centage point - to maintain their reserves. However, there is a
clear danger that they will raise both share and mortgage rates
simultaneously, in which case the mortgage rate would rise still

higher. Even if the share rate is not increased, inflows are
forecast to recover strongly in the next two years as the savings
ratio remains high and societies' competitive position improves.
We forecast shares and deposits'outstanding to grow by over 18%

a year in both 1980-81 and 1981-82. As a result mortgage advances
are expected to rise considerably faster than house prices,
compensating for the sharp falls in real lending over the last

two years.

(ii) Life Assuranse Fension Funds

45. Net accruals to life assurance and pension funds are forecast
to grow in line with wages and salaries, yielding £11.1 billion

in 1981-82. Institutional purchases of company securities in
1980-81 are expected to remain limited by a reletively low volume

J
W

- of new issues and sales by the personal sector, so the share of

PR s 1= = e 1 %
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: ‘ equities in their total portfolio is forecast to decline further.

Investment in property is anticipated to remain at a normal level,
but because of revaluations due'to price increases property will
account for a‘rising proportion of total portfolios. Net investment
overseas is expected to grow strongly over the next year following
the abolition of exchange controls and, partly as a result, net
purchases of gilts are forecast to fall substantially in 1980-81
from the very high levels of 1979-80. Purchases of £3% billion,
compared with £5.1 billion in 1979-80, nevertheless imply a rise
from 25% to nearly 27% in the share of gilts in the institutions'
portfolios because of revaluations of -existing stocks as long
rates fall. As a result of the relatively low gilts sales net
short term assets, which were run down sharply in 1979-80, are
forecast to rise back sharply in 1980-81, re-establishing a more
normal relationship with their total flows of funds.
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10 DOWNING STREET

From the Private Secretary 13 November 1980

~

m'

As you know, the Prime Minister held a meeting yesterday
afternoon with the Chancellor and Sir Douglas Wass to discuss
Sir Douglas' paper on policy options for taking the pressure
off the corporate sector (your letter of 7 November refers).
Sir Robert Armstrong was also present.

The Chancellor said that he had decided that the immediate
aim must be to go for option II - i.e. an early, modest reduction
in interest rates. He had in mind a reduction in MLR of 2 per cent.
To enable this to take place, he would need to be able to demonstrate
that the Government was not abandoning the monetary strategy; and
he would therefore need to announce in his speech in the Debate on
the Address a credible package of measures. His .intention was to
announce the following: a further extension of granny bonds and
probably a restricted indexed gilt, the outcome of the current
public expenditure review, the external financing limits for the
nationalised industries in 1981/82, an increase in PRT ... to bring
in about £1 billion in 1981/82, and the increase in employee
national insurance contribution. He would also have to announce
the roll forward of the monetary target and the Government's
conclusions on the monetary base control Green Paper, All this would
be against the background of the Industry Act forecast which would
be published at the same time. Final decisions still had to be taken
on most of these matters; but he hoped that - even though the
conclusion on public expenditure was likely to be disappointing -
the various measures taken together would produce a setting in which
a 2 per cent MLR reduction would be defensible. Nonetheless, it had
to be recognised that it would involve a considerable element of risk:
questions would be raised as to whether the Government was doing
enough to get the fiscal balance right, and this might mean that the
next budget would have to be even more restrictive; alternatively,
it might conceivably be necessary to put MLR up again.

As regards the other options, the Chancellor said that he

had concluded that option I - i.e. inflow controls - should not be
adopted alongside a reduction in MLR. The two together would give
the impression that the Government was moving to an exchange rate
objective. But if it turned out towards the end of the month that

an MLR reduction was not possible, it would probably be necessary to
announce a package of inflow controls to show that the Government was
"doing something', even though he did not think that they would have
any significant effect. He had rejected the other options in

SECRIEL
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4 Douglas' paper, Option V - i.e. a significant tax switch to the
Wefit of companies .~ - might be desirable in principle, but it
was not possible in terms of cost. Nonetheless, it would be right
to lean in the direction of making tax concessions for companies in
the next budget.

In discussion the following points were made: -

(i) The proposed 2 per cent reduction in MLR, though
desirable on industrial grounds, could very well have
a perverse effect on the exchange rate - since it might
well result in heavy foreign inflows into gilts. On
the other hand, it was argued that a fall in MLR was
already being discounted, and that the exchange rate
would be just as strong 1f there was no early reduction.
The Prime Minister suggested that, if a 2% reduction were
likely to have a perverse effect on the exchange rate,
a 23% reduction might be considered; against this,
it was argued that such a figure would look like fine
tuning, and would not be understood.

The public expenditure figures for 1981/82 which the -~
Chancellor would announce following the current review
were likely to be £1b or more higher than the figures

in the latest public expenditure White Paper; it was
therefore crucial for the credibility of the strategy

that the Chancellor should announce some of his intentions
on tax for 1981/82 at the same time.

The Prime Minister said she hoped that, even if option I
were not adopted, the Treasury would consider switching
Bank "customers'' transactions off market again.

It had been suggested in some quarters that several £b

of additional revenue could be raised from PRT rather

than the £1b proposed by the Chancellor. But the marginal
rate of tax on North Sea fields was already over 90%,

and to take out more than an extra £1b could well put

at risk the further development of the North Sea. As

it was, the reaction of the oil companies was likely

to be fairly hostile.

The Prime Minister said she found it difficult to
understand the administrative arguments against a
fairly radical extension of '"Granny Bonds'. She hoped
that Treasury Ministers would look at the problem,

if there was one, imaginatively.

The Prime Minister said the most disappointing feature

of the current PESC review was the deteriorating financial
position of the nationalised industries. They had
undermined the Government's whole public expenditure
strategy. The Chancellor, who reported on a discussTon
he had had with Sir William Barlow, said that the

/ Government's

SECRET




Government's experience with the nationalised industries
over the last 18 months reinforced the arguments for
denationalisation and removing the nationalised industries'
monopoly position wherever possible.

In conclusion, the Prime Minister said she was content for
the Chancellor to proceed on the basis he had outlined.

I am sending a copy of this letter to Sir Robert Armstrong.

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




10 DOWNING STREET

From the Private Secretary 13 November

Cost Sharing With the

Banks on Fixed
ate Lendin
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the above
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I am Copying

this lette
Secretaries to the

Secretari
and the @

r to the Private
€S of State for
overnor.

Industry and Trade

A.J. Wiggins, Esq. ,
HM Treasury.
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COST SHARING WITH THE BANKS ON FIXED RATE LENDING F;dkab - w

PRIME MINISTER

& Wiae s
Earlier in the year I considered imposing a levy
based on the banks' non-interest bearing deposits
as a way of obtaining for the Exchequer some of the W
profits accruing to banks when interest rates are tad - Nov
higzt We have not publicly ruled out this idea, but gLJy,¢~4:

there are, as you know, consilderable political E} e

Leit oo,
ku. a lowy

2% The interest subsidy on fixed rate export credit (-

disadvantages. I therefore now plan to pursue an
alternative approach.

and home shipbuilding lending is expensive when
interest rates are high. Interest éaggort on fixed
rate export'é}edit is costing us about £§99 million a
year at present. Since some of this money is paid to
the banks, the idea naturally arises of persuading
them to take over part of these costs. The general
proposal would-B% tﬁat the bankgrﬁgald meet part of
the interest subsidy costs above a certain threshold

level of interest rates.
25 Of course, the banks will not welcome this. I
should need to assure them that the idea of a levy

would be dropped if they were prepared to acquiesce

/in this arrangement.
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in this arrangement. They would need that assurance
if they were to be able to defend to their shareholders

their contribution to interest subsidy costs.

by, A straightforward cost-sharing arrangement could
well threaten the flow of new finance for exports and
home shipbuilding since 1t would reduce the return on
this lending considerably below market levels. The
scheme that I propose to put to the banks would seek
to avoid this difficulty by relating each bank's
contribution not to its fixed rate lending but to its
non-interest bearing deposits. John Nott and Keith
Joseph, who are directly responsible for the export
credit and home shipbuilding schemes, are prepared

to accept the idea on that basis. It should largely

eliminate the disincentive effect.

5k I have it in mind also to propose to the banks

a reduction in the margin which they charge on short
term ECGD-backed credit. This would benefit exporters
rathér'ghan HMG since this credit is not subsidised,
and it would only cost the banks about £5~million. It
should be helpful in presenting the paoggge at a

later stage.

S The PSBR savings arising from a cost sharing
arrangemeﬁzw;} 5;;; kind would depend on the level of
interest rates and the precise parameters of the scheme
negotiated with the banks. We would hope to secure

cash savings of around £100 million in 1981-82 on the

- l o
basis of current interest rate expectations.

There is a danger of a rebuff from the banks.

/They may judge
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They may judge that it would be more in their interests
to risk the levy itself than to accept this cost-sharing
arrangement. This was one of the factors that led the
Governor to advise against proceeding with the idea.

But notwithstanding the risks I think that it would be
well worthwhile for us to try this approach given the
pressing need to reduce public expenditure to meet

our targets and our difficulty in finding ways of

doing this.

8. It is important to move quickly if we are to
stand any chance of securing savings this year. Subject

to your concurrence, I therefore propose to raise the

idea with Sir Jeremy Morse (the Chairman of the Committee

of London Clearing Banks) on[?ﬁﬁ?§&ay:3

9. I am copying this minute to John Nott, Keith

Joseph and the Governor.

=)

(G.H.)

i2,November 1980
(Apprnd lom Bon Unmmicllos ad s

ks 0\."0‘"‘4)
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City experts have recently cast doubts on the view that

a much lower MLR would significantly increase money supply

and some have argued that it would reduce it. These include

Lloyds Bank and stockbroker James Capel. Carr Sebag and
Messels have also called for lower interest rates. Some

reasons are as follows:

Many companies would borrow less - 4 points off MLR
would directly reduce companies' costs by £1 bn. per

annum.

Borrowing would be further reduced because cash flow
of companies improved by lower £ (would mostly come
through after six months because of higher cost of

imported materials).

4% off MLR could reduce interest on the National Debt

(and so PSBR) by as much as £1 bn. in a full year.

Gilt brokers have told us that adequate quantities of
gilts could still be sold provided Government was
still seen as committed to reducing inflation; and

we are convinced that 4% off MLR would not jeopardise

this aim.

The real interest rate is highly positiye. Over the
last four months the RPI has risen at annual rate

of 8%. Bank overdrafts are 17-19%.




Strong message from Conference that £M3 figure bore

very little relationship to pay and price behaviour.
Firms making low pay settlements and low price increases

because of recession, despite recent behaviour of EM3.




CONFIDENTTIAL

Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000
10 November 1980

T. Lankester, Esqg.,
Private Secretary,
10, Downing Street

g
Do T \Nov &JQ

SHORT-TERM PROSPECTS FOR THE CGBR AND THE PSBR IN THE
FIRST HALF OF 1980-81 S

R
I am enclosing this month's note for the Prime Minister, in
advance of Tuesday s publication of the figure for the CGBR
in October, and the Prime Minister's meeting on 18 November
on monetary affairs.

The CGBR was small in October - as expected. Large deficits
are Still expected in Nq_gpber and December and the total of
the two months has been raised by new Tnformation since last
month's forward look. The first shot at January is a surplus
of Eﬁﬁ& ihillion - rather less than that of a year ago.

The latest news on the PSBR as a whole suggests that the
actual figure for the first half of the financial year

was close to £83 billion - about §% billion above the
part-forecast, part-estimate in last month's report. The
prospect for the year as a whole is being reconsidered for
publication in the Industry Act forecast later this month.
The centre of the range may well be moving upwards, though
not much. P 'l

ﬂ P2l

Jotin

A.J. WIGGINS

CONFIDENTIAL
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. THE PROFILE OF THE CENTRAL GOVERNMENT BORROWING REQUIREMENT (CGBR) TO JANUARY AND
THE PUBLIC SECTOR BORROWING REQUIREMENT (PSBR) IN THE FIRST HALF OF 1980-81: NOTE
OF NOVEMBER 1980

A Outturn of the CGBR in October

The provisional estimate of the CGBR in October is £124 million. This will be
published on 11 November. The outturn may later be increased a little by further
information. The result is close to the one month ahead forecast of £100 million
made at the beginning of the month. Tax receipts in total were as forecast: an

excess of Inland Revenue recelpts was offset by a shortfan.of Customs and Excise

—

receipts. Net issues to firance departments' expendlture were some £300 million
less than forecast. Issues for regional and selective assistance to industrial
undertakings (Class IV, Vote 1), which includes the payment of Regional
Development Grants and issues to the National Enterprise Board, had been averaging
'£192 million per month in the first six months of the year; there were however no
issues in October. This was the largest single element of the difference from

forecast. The timing of certain transfers of funds between government accounts

explalned the excess of interest recelpts compared with forecaet and a significant

part of the reduction in other central government funds and accounts. Table 1

compares the outturn with the figures forecast in Table 3 of last month's note.

2. The cumulative excess of the CGBR this year so far over the corresponding part
of 1979-80 was £1.2 billion at the end of October, the same as at the end of
ﬁ
September. Table 2 summarises the figures.snd=etso~the=now=foreceasta=for=tic
e i srord .

3; The outturn of the CGBR in the October banking-month was £619 million,  soie
£200 million lower than forecast. VAT receipts were concentrated more than hither-
to in the early part of the calendar month of October. The equivalent figure

seasonally adjusted was £408 million.

Rolling forecast for CGBR in banking November

Banking November runs from 16 October to 19 November. For the period up to

October the CGBR was £212 million and the current figure for the banking month

a whole is £1,340 million, in both cases before seasonal adjustment.
m
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F'\
' C. Rolling forecast for CGBR in November - January

5. The latest working figures for the CGBR in the next three calendar months are

as follows:

£ million

November i)
December 1,350
January -1,600 (net repayment)

As noted in last month's report these forecasts can deviate by around plus or
minus £500 million for the first month and plus or minus w750 million for the
third month.

6. The composition of the rolling forecast is summarised in Table 3. Receipts
into the Consolidated and National Loans Funds are forecast to be high in January.
this iz the month for large Inland Revenue receipts of Corporation Tax and
Schiedule D Income Tax, as well as being the quarterly peak for receipts of VAT.

Thé forecasts of Inland Revenue and Customs and Excise receipts are those supplied
by the departments at the beginning of October. It is considered to be too early
to revise these forecasts in the light of October's outturn. The figures for
other Consolidated Fund receipts include £100 million in December and £210 million
in January for refunds from the European Community under the 30 May agreement. It
is expected that this will neccessitate a transfer across the exchanges from the
EC of £100 million in January and that the remaining refunds in the period will be
flnanceﬂ from the gross contribution from the UK and the running down of the
balance on the Community's account at the Paymaster General's Office. Also, in
December the Consolidated Fund is expected to receive £200 million from the
Trustees Savings Banks following the assumption by the Banks of the financing of

a further tranche of ECGD-gnaranteed lending.

7. In total, expenditure from the Consolidated and National Loans Funds (including

net lending) is lower in December than either November and January which are both
heavy months for interest payments. Supply Iss:;;T-reasse;;Zd in the light of depart-
ments' new forecasts of outturn, are expected to be larger in January than in

recent months: payment of Rate Support Grant increase orders of around £600 million

is due in that month. The monthly puttern‘of net lending includes temporary
borrowing by the nationalised industries in November and December which will be

repaid partly in January and partly in March.




D. PSBR in April-September

8. The latest score for the PSBR in the first half year is around £8} billion.
Information is still incomplete. A first estimate will be publighed on

20 Novenber. The outturn for the half year is higher than forecast in last month's
note, reflecting the CGBR outturn for September, higher than expected borrowing

by local authorities in September and higher borrowing by public corporations from

the banking sector. The PSBR for the year as a whole is being reassessed for
publication in the Industry Act forecast.




TABLE 1

CENTRAL GOVERNMENT BORROWING REQUIREMENT

CGBR IN OCTOBER

£ million

Forecast : Effect on
CGBR

RECEIPIS

Consolidated Fund

Inland Revenue

Customs and Excise
Other
National Loans Fund

Interest etc receipts

Total receipts

EXPENDITURE

Consolidated Fund

Supply services and Contingencies Fund 5,700
Other 250
National Loans Fund

Service of the national debt 250
Net lending : 550

Total expenditure 5,850

Other funds and accounts + 200

of which: changes in the European ,
Community's balance at PGO (e2)

CGBR - 100




CONFIDENT AL
TABLE 2
CENTRAL GOVERNMENT BORROWING REQUIREMENT

& billion

! it " Cumulative
1979-80 1980-81 1979-80 1980-81 Difference

1.3 0.9 1.3 0.9 -0.4

May 1.5 2.3 e 40,4
June 1.0 1.3 3.8 b6  40.8
July 3 0.8 3.8 5.4 1.5

. August 1.1 1.6 4.9 7.0 +2.1

September 17 : 6.6 7.8 +1.2
October " 0.1 6.8 7.9 +1.2
Noveuneditiy (2.1) 8.5 (10.0) (+1.5)
Decerber (1.3) 10.2 (11.3) (+1.2)
January ( -1.6) 2ol (9.7) (+2.1)
February 8.0

March - 8.2

Note: Some rows may not across add because of rounding.
Each column is correctly rounded.
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SMOOTHING THE PSBR

At the Prime Minister's seminar on 13 October 72
Sir Douglas Wass reported that the Treasury were
studying possible methods of improving the profile

of the cash outflow of the public sector with a -
view to simplifying the problems of monetary l
management. The Prime Minister said that she

. was much interested in this work and would like to

see its outcome, with a view to discussing it at

the further meeting she 1s to have on 12 November.

I attach a copy of the report. It is a rather
voluminous document, so I am also attaching a
summary . The Prime Minister will find the report's
principal conclusions and recommendations in
paragraphs 59-61 of the main paper.

I am sending a copy of this letter, and of the
summary, to Tim Allen at the Bank of England.

7:’-wa

)aww

A.J. WIGGINS
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'?;.I‘HING THE PSBR: SUMMARY OF REPORT CF WORKING GROUP

The Working Group, under Treasury chairmanship, was asked in its terms
ot rel G rences
'"To determine the reasons for the uneven path of the PSBR 1in recent
years; to assess whether the unevenness is likely to continue in

future years; if so, to examine methods by which it could be
corrected; and to make recommendations.’

The problem
2 There are two related, though conceptually distinct, variations in

“~ .

the PSBR path which can produce problems for monetary management:-—
—
(i) froqpcnd loading whereby - increasingly in the last few years -

the bulk of the PSBR has had to be financed in the first part of
the year;
(ii) month by month fluctuations.

Arguably, if a fluctuating path is predictable, and statistics are

reported on a seasonally-ad justed basis, there ought in principle to be

no problem for monetary management. However, seasonalbadjusted fore-
casting is rarely so easy in practice both because past patterns are

a far from infallible guide to present patterns and because non-recurring
receipts (like asset sales) are dirficult to predict. The result is

divergence from the forecast path which the markets may find ditficult
to accept even if it does not, in fact, lead to increased borrowing
overall. Apart from this problem of predictability, markets are anyway
asked to take a great deal on trust when the PSBR is heavily weighted
towards the beginning of the year and the Government's room for offset-
ting action, should an overrun develop, may be correspondingly

circumscribed.

3. The Group therefore concluded (paras 6-12) that unevenness makes
monetary management more ditficult because:i-
a. it makes predicting, and therefore controlling, monetary
development harder;
b. ‘'front-end loading' causcs financial markets to doubt the
effectiveness of mohctary control;
c. marked fluctuations from month to month complicate the
management of debt sales.
This establishes a prima facie case for taking action to smooth the
PSBR. Although the transition to a more even profile may itself cause

problems by reducing the predictability of the system, the Bank
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consider that this cost could be acceptable given the long-run benefits
' »‘ smoother path.

The historical record

4. The historical record shows that the main cause of fluctuations in
vthe PSBR lies within central government own account transactions - and
these primarily on the revenue side (para 5). In considering the
potential for smoothing the ngk it was primarily to CGBR that the Group
looked, largely because of the inadvisability of interfering with |
otherwise relatively stable patterns of local authority and nationalised |

industry borrowing to offset unevenness elsewhere (paras 23-25).

Scope for smoothing action

5.‘ On central government expenditure the Group found the scope for

——m—

worthwhile action llmlted (paras 26-33). The pattern of supply issues

tﬁ?gaéhout the year is falrly regular, rcflecting not only the month by
month stability of items fIEE_E§§~5nd social security advances but also
efforts already made to produce a smoother proflle of issues. Accord-
ingly there was little usefully to be done in the way of altering bill
payments or of instituting cash limits foi a period shorter than a year.

—

But it would be worth iﬁVEstigating further, as an aid to monitoring
and forecasting the CGBR the possibility of securing more detailed

profiles of selected departments' expenditure.

[ Br——— - e
=

6. On the revenue side the Group identified three Inland Revenue taxes
—
(Petroleum Revenue Tax, Mainstream Corporation Tax and tax payments by

e —
building societies) where a smoothlng of recelpts would help reduce
front-end loading (paras 36- /7) The Group recommends that in the

segarate study into future North Sea taxation arrangements due weight

be given to the possibility of chunglng the timing and frequency of

—

receipts amounting to several £ bllllODS. Several options were 1dLntled
for retiming corporation tax receipts, though at a potential cost in

terms of staff numbers and PSER impact. Shifting the timing of buildin

society tax payments would not involve a significant staff cost,
though there would also be less of an impact on the PSBR profile

than if corporation tax receipts were retimed.

7. On the Customs and Excise side the main unevenness is in VAT and

—
car tax Ptcelpts. Several possible ways of reducing this by switching
O ———————— e = -

to monthly (rather than quarterly) payments or altering the payment

dates of particular groups of traders (at varying costs in terms of
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“scaff numbers, PSBR and discrimination between traders) were looked

at (paras Sl

8. On all the possibilities for retiming tax receipts the Group
recommends that further work be undertaken to define them more carefully
and to establish the costs and benefits of action. That work would need
to take account of the effect that individual measures would have in
combination, to ensure that the net effect on the expected IPSBR profile
would be helpful.

Forecastinzg and monitoring

9. 'To the extent that unevenness is bound to remain, even following
action to secure smoothing, monetary menagement would be facilitated by
improved forecasting and monitoring. The Group recommends that the
momentum of ;;z;nt deveLOpagRts here be maintained and that the scope
for certain specific further improvements should be considered

_ (paras 16-21).




SMOOTHING THE P

INTRODUCTICN

This report was commissioned against the background of difficulties in managing monetary
growth in the first half of 1980-81 when the PSER was running at an annuzl rate well above
that expected for the year as a whole, which was itself likely to exceed the forecast in the
FSBR.

2. It was agreed at the Prime Minister's 13 October meeting on monetary policy and
control that the Treasury would consider what improvements might be made to effect a
smoothing of the PSBR. The present report has been prepared by a Working Group under

Treasury chairmanship with the fcllowing terms of reference:-

"To determine the recasons for the uneven path of the PSBR in receant ycars, to assess
whether the unevenness is likely to continue in future years; if so, to examine methods

by which it could be corrected; and to make recommendations."

The Bank of England, the Central Statistical Office, Customs & Excise, and the Inlaud

Revenue were represented on the Group.

3. The Report falls into three partsj-

(1) an examination of the flow of central government receipts and expenditure and
of the borrowing of local authorities and public corporations to ascertain the
causes of the unevenness in the path of the PSBR and the likelihood of its
continuation in the future (Sectiop 1m); '
consideration of how unevenness in the PSBR path within the year could create

..difficulties for monetary control and whether these followed from  the

unpredictability of the figures or from unevenness itself (Secticn III);

examination of the ways of dealing with an uneven PSBR path. This covers not
only the possibility of altering the timing of receipts and expenditure, so as to
smooth the actual path of the PSBER, but also the possibilities for improvin
forecasting so as to reduce unexpected fluctuations in the PSBR path.
Throughout there is a need to take account of the costs of action - whether in

terms of additional manpower or, for example, the possible once-and-for-all

to retime receipts or expenditure. Possible areas i which action could prove
i 1 i
worthwhile are recommended for further investigation with a view to preparaiion

of detailed proposals (Sections IV and V).




UNEVENNESS OF THE PSBR
®

A CS50 analysis of the path of the PSBR and of its main constituents covering the
period since financial year 1976-17 is attached at Annex A. Only the main points are set out
here. It is important at the outset to note the distinction between divergences from a
smooth PSBR path which follow a regular seasonal pattern and so are in principle predictable
and those which are irregular either because (like the Post Office billing dispute) they
reflect transient random influences ("noise" in the figures) or (as with the growth of
Petroleurn Revenue Tax (PRT) revenues) they represent a transition from one state of
affairs to another. Clearly, both regular and irregular divergence contribute to the month to
month fluctuations and to the skewness quarter by quarter which together influence the path

of the unadjusted PSBR figures with which the monetary authorities have to deal.

5¢ The main points to note from the historical record are:-

(i) On a quarterly basis there is a well established pattern of a much higher rate of
public sector borrowing in the first part of the financial year than in the January
to March quarter. The extent of this "front end loading" has varied from year to
year - in the period examined, public sector borrowing over the first three

quarters varied between 84 and 112% of the total for the year.

The quarterly sceries for the PSBR masks what arc sometimes very sharp
fluctuations from month to month. These fluctuations are partly random and
partly due to the specific timing of particular transactions established by statute
and otherwise. As things stand, the absolute variations in the path of the PSBR
are likely to grow with increases in the nominal size of public sector transactions
as prices rise. Moreover, variations in the path of the PSBR are likely to become
larger in relation to transactions generally, because of the growth of PRT
receipts, which are at present very unevenly spread, and of deliberate policy

decisions - see (v) below.

Seasonal effects ‘and other “irregularities often’ affect ‘the’ final quarter of ‘the

financial year more than other quarters. These are among the factors which
contribute to the difficulty of assessing final year outturns with any certainty,

even very late in the year.

Most (usually two-thirds or over) of the variability in the quarterly path of the
PSBR over the past four years is, as indicated in Table 1 of Annex A, attributable
to the CGBR, own account. This is mainly attributable to the revenue rather
than the expenditure side. In recent years the pattern of supply issues has been
fairly regular with a rise in expenditure during the year, reflecting inflation

during the year, and something of a year end peak reflecting efforts by suppliers
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mplete business before the end of the financial year. On
the revenue side the pronounced seasonal pattern of the Inland Revenue receipts
(particularly Mainstream Corporation Tax (MCT), and - a smaller item - Building

Society taxes) is the main source of quarter by quarter variations. On the

"
b

Custoins side VAT receipts are on a rising quarterly trend through the financial

year and there are sharp peaks in certain ronths.

The largest variations in the path of the CGBR seem to flow from deliberate

policy decisions (including Budget decisions) eg on the pattern of tax payments,

EC refunds, and on asset sales (receipts from which tend to arrive late in the
b 3

financial year). Big distortions have flowed from the effects of industrial action.

Fluctuations in the Local Authorities Borrowing Requirement (LABR) and the

Public Corporations Borrowing Requirement (PCBR), which includes the

nationalised industries) are smaller than those in the CGBR. Lack of frequent

information from many of the bodies concerned makes analysis and forecasting in
these areas difficvlt, Quite separately from the influence of these sectors on the
PSBR, it is difficult to forecast how they will finance themselves from month to
month - ie the split between borrowing from ceniral government, borrowing from

the private sector and from the overseas sector,

MONETARY CONTROL AND EVENNESS IN THE PSBR

Monetary control iz at present based on:

a. the three months forward look undertaken monthly and the financial year
forecast (both seasonally adjusted) of £M3 and of its counterparts including the

.-PSBR;

b. monitoring of actual statistics in order to judge whether achievement of the
#current monetary target requires corrective changes to be made in interest rates
or the planned level of sales of gilts and other debt (possible changes in methods

of selling debt are the subject of a separate paper by the Bank of England).

(0 With a floating exchange rate, changes in the PSBR, or departures from its forecast -
path, will, under the present system of monetary control, generally lead £M3 to change in
the same direction, though the size of the effect varies with the composition of the PSBR
change. The path of the PSBR within the financial year thus has a marked influence on the

path of £M3, though the £M3 target periods do not necessarily correspond to financial years.




8. Any variation in the guarterly or monthly tnadjusted PSER will of

in differing requirements for public sector finance. But some important
& i i
PSBR occur for reasons that ave recurrent and predictable or that are predictable even if
they are non-recurrent. Since both the forecasts and the actual statistics referred to in
y
paragraph 6 above are secasonally adjusted, it can be argued that variations that are
predictable need not in principle cause difficulties for monetary control, and that only
unpredictable variation need cause severe problems of interpretation and thus of market
management. It is often impossible to explain such variations even after they have occurred

and therefore to assess whether they are likely to be reversed in later months.

9. That argument, however, overlooks two important practical considerations. First, the
techniques of seasonal adjustment (which are based on observation of past patterns) do not
work well, even for variations that are predictable, unless the pattern is recurrent from year
to year, and is either stable or changing only slowly. If the seasonal variations are
extremely wneven, they may produce rapidly changing patterns, with unpredictable effects
on £M3. MCT, and more particularly PRT, produce just such problems. It is true that steps
to smooth the seasonal variations may themselves cause uncertainties in prediction and
seasonal adjustiment if they involve abrupt changes, and this could constitute an argument
ageinst change. (This does not apply to PRT where the growth has been too recent to be
reflected in the estimated seasonal adjustments for £M3, but it is true for MCT). Howeve=r,
in view of the long term benefits they believe would result from a smoother path, the Bank
consider that this risk should not stand in the way of change over a suitable transitional

period.

10. Second, given the uncertainties of seasonal adjustment referred to above, it is
important to be able to recognise whether variations from the projected PSBR path in the
early months of the fiscal year do or do not identify an error in the forecast outturn for the
year as a whole. This task is made considerably harder if the payment of certain taxes is

heavxly concentrated in the final months of the flscal year - as it 1s under pzescnt

arrangcment‘;, producmg the marlxed front cnd lowdlng of tho PSBR. Thele is consequently a

delay before any necessary change in the monetary stance can be made, and it may come too

late to effect offsetting debt sales within the target period.

11. Moreover, variations during the year from the projected PSBR path or the targeted
monetary path, even though explicable in the eyes of the authorities as random movements
which will be reversed before the end of the year, will not be so readily accepted as such in
financial markets. Scepticism will greet an accumulated figure that is very large in relation
to the projected total for the year, even if it can be explained away .in terms of specific
factors (and such explanations would carry greater weight if the expected path incorporating

those factors had been fully spelt out at the beginning of the year). Financial markets will,
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.,r-;- recurring receipts such as those from planned sales of assets. Market fears that the

PSBR will be higher than is in fact likely to be the case and related concern about the course
of the money supply will, other things being equal, discourage debt sales and could cause

higher short term interest rates than would otherwise be necessary.

12. The broad conclusions of this section are that it is desirable:
is to reduce the present front-end loading of the PSBR;

ii. to reduce the extreme unevenness of the month by month flows of revenue and
expenditure, particularly of MCT and PRT (see paragraph 9), thus facilitating

forecasting and monitoring.

13. It is not possible to quantify the benefits which might flow from particular degrees of
smoothing in the two arecas described in the preceding paragraph. A certain amount of
unevenness in the PSBR is acceptable - any system has after all to have encugk flexibility to
cope with random influence on the month by month PSBR, for example - and the returns to
specific actions designed to create a smoother expected path probablv decline after a

certain point.

14. Accordingly the approach adopted by the Working Group, and retlected in this Report,
was to examine specific options for change - the impact they would have cn either of the
problems identified and their potential costs - and then to recommend which of them seem
worth pursuing further. As explained in Section II above, the main source of unevenness in
the expected course of the PSBR lies in CGBR own account transactions. It is to that area
that we thus look for the options for change. In principle attempts could be made to offset
unevenness in the CGBR by creating equal and opposite variations elsewhere - ie the PCBR
or“LABR. ‘The Group, however, took the’ view -‘as’explained in Section VI below - that it

would not be productive to seek to disrupt existing practice in those areas in order to offset

. short run variations in central government's. financing. requirements. . There is nevertheless ...

scope for further improvement in forecasting and monitoring these elements of the PSBR -
see Section V below. For similar reasons, our examination of the position in central
government concentrated on those elements of the CGBR own account that gave rise to
major variations in the aggregate during the year, and nct on possible rearrangement of the

presently smooth profiles of other items.

15. The following Section of the report looks at present practice in forecasting the PSBR
and its various elements, at changes made recently and at the scope for further
improvements. Section V sets out the Group's consideration of options for changing things

ALl

"on the ground" so as to smooth the expected path of the unadjusted PSER.
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IV FORECASTING

Present approach

16. Forecasts of borrowing are produced by building up a complete account of each of the
main parts of the public sector, explicitly considering the outlook for each item of receipts
and expenditure. The forecasts of these items will reflect general developments (for
example on interest rates and prices), as well as specific judgements relating to the public
sector. The aim is to take account of the views of those involved in the monitoring and
control of revenue, expenditure and borrowing, while retaining consistency with the forecast

of developments elsewhere in the economy.

17. The forecasts produce quarterly paths of borrowing by central government, local
government and public corporations. These paths are seasonally adjusted. Known factors
affecting the quarterly paths - such as the pattern of wage and price increases end the
effects of increases in the rent and rate income of local authorities - are allowed for.
Where there is little or no information on individual quarters then a smooth path is
projected. Until recently the main focus has been on the annual figures for borrowing,

leaving the quarterly profile rather in the background.

Recent developments and scope for further work

18. The most significant development has been an increased emphasis on quarterly paths,

at least for the first year or so of the forecast period. The aim has been to produce an
unadjusted borrowing path, to complement the seasonally adjusted estimates. On the central
government account this has involved drawing on the expertise of Treasury Central Accounts

Division to a greater extent than previously.

19. For local authorities, the nationalised industries and other public corporations,
“government does not have the depth of up-to-date information”and insight that it has on’
central government transactions. For local authorities, estimates of their borrowing are not
available before the middle of the following month. The figures are not always easy to
interpret, since information on the reasons for borrowing is available only much later (and at
best for quarterly periods), but the cumulative totals are useful in indicating whether a
forecast seems to have been on the right lines. For public corporations, full information on
their borrowing is as yet less timely. Work is in hand to improve the situation and the
Treasury and CSO are considering a new system for collecting data more speedily from

public corporations.

20. In parallel with work to speed up information on actual borrowing, consideration is

being given to the scope for seeking information about borrowing intentions, to supplement




wward indicators as an aid to short-term monetary management or, lr.)()i:iz!;_: at

the balance of the current financial year, for use in the context of the full scale

the PSBR. For local authorities we will be considering with Dol the potential for setting

a sample survey of local authority borrowing intentions ~bearing in mind, of course, the costs
to local authority contributors as well as the benelits for forecasting., Separately from this
the Treasury already plans to undertake a survey of some nationalised industries to obtain
their estimates of their bank borrowing over a rolling three month forward period, and also
to seek more prompt delivery of their monthly cash flow forecasts for the year as a whole.
Experience of the problems of interpreting intentions surveys in other areas (such as fixed
investment) and the known difficulties of predicting short-term cash requirements, suggests

that we should not expect too much too soon - but nevertheless there is scope for

improvement on existing methods.

21. Apart from these specific steps to improve the provision of information, there is scope
for improving the analysis applicd to it. One development in hand for the next NIF forecast
is the modification of seasonal adjustment throughout the public sector account in order to
use CEO zdjustments related to financial, not calendar, years. Another line of approach is
to look at direct forecasting of the PSBR, based, for example, on statistical projections of
the PSBR itself, and not of its individual components. This could be based on examination of
past patterns or simple relationships with say output, inflation, expenditure plans, interest

rates etc. We think this is worth trying as a supplement to the present approach.

Concluasion

22. Forecasts of the quarterly path of the PSBR are already receiving much more

attention than they did in the late 1970s. Continuing efforts are being made, particularly in

the forecasts of local government and public corporations, where the scope for changing the

expected pattern of borrowing is limited, to improve the timeliness of statistics and to

ensure that dll known 1nfmmatlon is mcorporatcd int he forecasts. Thcre are plans for

enqulrle' to borrowmo 1ntcnt10ns, and the forecaaters, w1thln the restrictions 1mposed by

staff cuts are continuing to develop statistical and econometric methods of analysis for the

PSBR as a whole.

Vv OPTIONS FOR CHANGING THE EXPECTED PATTERN OF THE PSBR

Public Corporations and [Local Authorities

%3. It was mentioned in Section Il above that in looking at the options for changing the
pattern of the unadjusted PSBR during the year the Group did not consider it would be

productive to attempt to change the patterns of public corporation (primarily nationalised

e ——————— A —————— =
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industry) or local authority borrowing to deal with the variations arising on the CGI

‘.mn
account. It may be worth spelling out a little more fully the reasons for this.

24. Nationalised industries' borrowing is the residual between much larger flows of trading
revenue and expenditure. Their borrowing needs arise on a day to day basis reflecting both
temporary fluctuations in cash flow and the need to finance part of their investment
spending. In the nature of things, little can be done to influence the first of these, so that
action to change the pattern of the industries' borrowing through the year would require
Government intervention to defer or bring forward investments., Intervention of this kind
would conflict with the Government's policy of as far as possible leaving the industries to
manage their affairs as independent commercial bodies. As for local authorities, they
borrow in anticipation of current revenue and to finance capital projects. They arrange
their borrowing to bridge the gap between revenue and expenditure. On the revenue side,
rates are generally payable in advance (and the scope for earlier payment is limited to the
extent that actual payments occur after the due dates); the timing of government grants is
already arranged to fit in with the requirements of the banking system; and fees and
charges are paid as they arise, Taking expenditure, almost three quarters is on the regular
payment of salaries and wages and the rest is a matter of settling bills as they fall due. All
decisions to borrow, whenever taken and for whatever amount, are the individual
responsibility of each local aathority in relation to its own circumstances and requirements.
There would appear to be little or no scope for the central Government to influence the
timing of borrowing decisions, which is in effect the residual of the factors mentioned

above.

25.  Although for these reasons, we do not recommend action to try to change the expected
in-year path of the PCBR and LABR there are worthwhile improvements to be made to

.forecasting and monitoring in these arcas, as noted in Section IV above.

26. Supply issues are large (of the order of £65bn in 1980/81). Although a fairly small
error may have a significant effect on the PSBR there is a fairly regular pattern of supply
issues through the year, though with a rising trend reflecting inflation and in addition

something of a peak in the Janaury to March quarter.

27. A number of large regular items of expenditure give the system its intrinsic stability.

The most important of these are civil service pay, montlly or weekly cycle, the basic Rate

Support Grant (excluding the increase orders paid in the January-Maich quarter), daily
advances to National Health authorities some social security payments and other grants and

subsidies. Action has been taken in the past to make the flow of such items as smooth as
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possible.

®
28, One cause of disturbance to the regular pattern of Supply Issues is single large
transactions such as the payment of Public Dividend Capital and payments under Section 18
of the 1675 Iron and Steel Act to British Steel. It would not be sensible to alter the timing
of such payments away from when the industries need them, though advance notice from
them of need for such payments might be improved, There would always be exceptions when

advances of PDC or Section 18 moneys were not agreed until just before issue.

Bill payment

29. Another cause of fluctuations in the issue of Supply is the irregular presentation of
bills by suppliers. The government pay bills as they are presented (subject to normal
verification and processing). If bills are presented quicker than previously, issues will be
increased. This is part of the explanation put forward by the Ministry of Defence of their

high expenditure in the first six months of 1980-81.

30. In principle, government departments could be instructed to vary their speed cf hill
paying. Some arrangements with suppliers for retiming the presentation of bills may be
legitimate (and negotiated in the context of streamlining bill paying procedures). But
discretionary interference with the normal payment of bills that are due would go against
the present principles of Parliamentary control over expenditure on a cash basis. Moreover,
it would make it easier for departments to wriggle round the discipline of cash limits,
effectively enabling them to finaice cverspending through trade credit. It would also tend
to undermzine the Government's general credit standing and (to the extent that longer lags
develop) to raise costs as suppliers covered their need for extra working capital. Moreover,

since the extra trade credit would be largely financed from bank lending, it would do little

"to help monetary control. Aun initiative in tiis dircction is therefore not recommended.

‘Shorter-term cash limits:e viteim

31l. The need to accommodate short-term disturbances of the kinds described in the
previous paragraphs is a main argument against fixing departments' cash limits for periods
shorter than a year. To put it baldly, either the flow of payments is inherently stable, in
which case a within year control adds nothing of substance to the annual limit; or it is
unstable in which case short-term limits would in practice be unenforceable. The essential
need is for correct interpretation of any divergence from the profile of expected spend, so
that corrective action (eg delaying new commitments) can be put in hand promptly if judged

necessary.,
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Monitoring exnenditure against profile
P ot (A ! Nl - - - A% o | ke - l,, et

32. At present departments provide early in the financial year a profile of

quarter by quarter. This can be updated at any time and departments always provid® a new
assessment in October. Actual cpend month by month is monitored against these profiles
and discrepancies investigated. It would be possible to ask departments to provide a rolling
monthly profile, looking say 3 or 4 months ahead, consistent with this, either universally or
selectively. In areas where expenditure is not normally regular such a development might
bring to the centre such additional information as a department has about the timing or
scale of transactions within the quarter sooner and more systematically than it is now

obtained. Though it would not be reasonable to expect much improvement to the rolling

short-term forecasts of the CGBR such a selective development could be worthwhile.

Conclusion on Supply

33. Our conclusion is that what can realistically be done to smooth Supply Issues is already
being done and there is new a fairly regular pattern of issues. There is little scope for
altering the payment of bills without incurring costs in terms of both money and the
government's reputation as a good payer. Cash limits covering less than a year do not
appear feasible or desirable. However a selective scheme alerting Treasury to departments'
expected expenditure in the following few weeks could be helpful for forecasting and

monitoring purposes. We would recommend that the idea be explored further.

Debt payments

34. One important element in central government spending which varies from month to
month is interest on the national debt. Within the technical constraints imposed by the
marketing programme for gilts the Bank tries to match payments on new issues of debt to
troughs in the CGBR. The path of debt interest is predictable and so the disruptive potential

,of its irregularity is smaall.

Inland Revenue taxes

35. About two-thirds of the total Inland Revenue yield comes from PAYE. This already
flows in evenly, as it is linked to the payment of wages and salaries, and there is no scope
for change here. The other major revenue raisers in the Inland Revenue field are MCT and
PRT, and we consider these in turn., We have also identified as an area in which changes
might be considered the arrangements under which the building societies and local

authorities pay income tax on interest paid.

Mainstream Corporation Tax (MCT)

36, MCT is payable in one sum, either on 1 January (for companies in existence before
pay ’
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end of the com DV's Aac “'1-’“:"‘:,, pe
!‘..l";‘.lﬂﬁi!}‘.'].'}‘), The result is that more than half the tax is paid in

dar year, most of this in January - in the case of January 1981

b Xoys

or 42% of the total MCT recei

37. One way of smoothing CT receipts would be to malke mainstream tax payable in, say,
two or four instalments. (Advance Corporation Tax, which is payable on distributions of
dividends etc is already collected in this way.) But there arc two major drawbacks to this.
First, it would almost certainly mean, in the year in which the instalment arrangements
were building introduced, the postponement of about 50% of the MCT yield to the following
year. This is because in present circumstances it would be unrealistic to expect the
company sector to be able to advance significantly the date of its tax payments. Morecover
ax liabilities are often not agreed early enough for payment of an agreed amount to be
made significantly before 1 December, so that a complicated system of advance payments
on account would be needed. Sccond, an inst2lment arrangement would need extra Inland

Revenue stafi: about 200 for twice yearly instalments and 550 for a four instalioent system.

38. An alternative possibility would be to withdraw the reserved right of pre-1965
companies to pay their tax on 1 January between 9 and 21 monthks after the end of their
accounting period and to require thera - like post ~1965 companies - to pay 9 months after
the end of their accounting period whenever that date falls. This change would result in the
advancing of the payment of tax to the Exchequer; for the companies concerned it would

mean bringing forward their tax bill by (in some cases) as much as twelve months.

39. Clearly a change of this order could not be implemented all at once - particularly in
the present state of company liquidity. Transitional arrangements would be needed, for
.example moving from the present date tc the new date by, say, 2 months each year. When

these arrangements had reduced the gap between accounting period and payment date to

9months or less, cornpames would sw1tch to the "9 month ru)e. Th1s would be

admlmvtratlvdy untidy, but the staff cost wou]d be relatlvely small perhapq 20 30 in the
first year of the transition and in principle reducing to nil once the new arrangements were

fully in force.

40. With such arrangements, each year a number of companies would therefore drop out of
the old rules. But the frictional costs would continue for the five or six years of the change,
and the change would be no more palatable to companies merely because it was spread over
time. In effect, companies would be paying a year's tax each ten months during the

transition.
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41, While such an avrangement has ils attractious, there are obvious difficulties
withdrawing a practice which has been in force since 1965, particular

financial circumstances of the company sector. In pr'.‘.'.a.‘c:ntatix»:m_l terms

difficulty would remain even though in later years of the transition period, as the econoray
emerges from recession, corporate profits and cash flow should be better able to stand the
acceleration of tax payments. The CT yield, though smoother than now, would stiil be fairly
lumpy, since company accounting dates are not spread evenly over the calendar; the peak
would move from January to October but would be rather flatter. Of course the full effects

on the PSBR path would not come through until the transition period was complete.

42. The following table shows the pattern of net mainstream corporation tax receipts in
1979-80 and what the pattern would look like if companies paid by half-yearly or quarterly

instalments or if all companies paid tax 9 months after their accounting date.

£hillion

Present Half-yearly Quarterly All on
Pattern instalments instalments "9 monthly"

April-June Quarter ) 0.6 1.4 1.4 0.9
July-September Quarter

October-December Quarter 0.5 (037/ 193

January-March Quarter 0.9 0.6

Financial year 2.8 2.8

Petroleum Revenue Tax (PRT)

43. PRT is a large and fast growing source of revenue - and a highly seasonal one -which
gives it added significance when considering action to smooth the PSBR. In practice
__virtually all PRT due comes in ca 1 March and 1 September - somcthing well over £1 bn on

each of 1 September 1980 and 1 March 1981 for example. The size of these peaks will

__ increase as nominal North Sea profits rise and the advance payments scheme comes into

effect in 1981 and brings bigger sums in on the dates concerned. The pattern was originally
designed to get in as much money as possible in financial year 1979-80. The possibility of
changes in the system for taxing North Sea oil is being considered elsewhere, and the
conclusions of the present study will be drawn to the attention of those concerned in that

work.

Building societies and local authorities

44, The amount concerned here, though siguificant, is much less that under the two
preceding categories; in the finencial year 1980-81 the tax received will be about £1.2 bn.

Under the composite rate arrangement the building societies pay one lump sum of tax, in
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lieu of the basic rate tax deductible from the interest they pay to depositors, who then
v ve the interest free of tax at the basic rate. This lump sum is paid in one annual surm;
it is gemerally due on 1 January, but interest does not run until 28 February, and many
societies withhold payment until this date. It would be possible to legislate to require
payment quarterly in respect of the deposit interest paid in the preceding quarter. This

would produce a more even flow of revenue,

45, The staff cost to the Revenue of such arrangements would be negligible, since there
are fewer than 300 building societies. There are also arguments for such a change on its own
merits. The building societies might conceivably threaten in reply to pull out of the
composite rate system, though this arrangement is generally in their interest; and they
would no doubt argue that the effects on their cash flow of having to find the tax earlier
than now would have implications for the level of mortgage interest rates - by delaying

reductions, if not actually causing an increase.

46. The major part of tax deductible by local authorities frowm loan etc interest is also
payable on 1 January. If the building societies were to go over to quarterly payments, there
would be presentational advantages in making a similar change for local authorities,
although it would probably be unpopular with the authorities themselves. Changes to the tax
regime here would not however affect the path of the PSBR, since the effect would merely
be to exchange local authority for central government borrowing. We have therefore not

considered the point further.

Conclusions: Inland Revenue taxes

47. We have indentified three areas (PRT, MCT and building societies) where a smoothing

of tax receipts would help reduce the froni-end loading now apparent in the PSBR profile.

“The Group has made no specifié study of PRT, where the increase in i-eceipts in the next few

years will mean that the newly-established March and September peaks will get sharper and
"““éven ‘more ‘significant in “‘the ‘Contéxt 'of ‘the " "CGBR “and PSBR paths. *"We récommend;
however, that current work on future arrangements for North Sea taxation should take fully
into account the possibility of changing the timing and frequency of tax receipts - so as to
help smooth the PSBR. Several options were identified for retiming corporation tax
receipts, though at a potential - if varying ~ cost in terms of staff numbers and in impact on
the PSBR in the year of introduction (with potentially important implications for the
company sector). The most promising option (paras 38-42) would not involve an immediate
once-for-all PSBR cost though it has other difficulties. In thc time available we have not
been able {ully to assess the feasibility of making changes in this complex and sensitive area.
Nor however have we felt they should be ruled out. We therefore recommend that the
possibility of changing the timing of corporation tax receipts be further investigated by

officials (along with the costs of any action). Similarly, we recommend further study of the
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PSER profile also seems to involve correspondingly smalle

of corporation tax receipts.

Customs and E3

Introduction

48. Customs & Exc taxes comprise VAT (£12.5 bn receipt in 1980/81), excise duties
(£9.7 bn), car tax (£0.5 bn), and customs duties and agricultural levies (£1.2 bn) which accrue
to the European Community as own resources. Although there is some seasonal peaking,
especially of wine and spirits, in the aggregate the contribution of the excise duties is

relatively smooth. The main unevenness is concentrated in VAT and car tax:

(i) VAT (Budget estimate 1980/81: £12.5 bn). Most traders are required to pay
quarterly, but they are organised in three "staggers" so that revenue is spread
throughout the financial year, although on a rising trend because of rising prices and
seasonal factors. Owing to the make up of the staggers the revenue peaks in the first
month of each quarter. At its most extreme, in Q1, the VAT revenue in January 1981

is forecast to be more than the sum of February and March put together.

(i) Car tax (£0.5 bn). There is some unevenness on a quarterly basis, with a peak in
calendar Q3 refleciing seasonal sales of new cars. Ca a monthly basis there is a
pronounced unevenness. The tax period for car tax cor: esponds to the VAT staggers of
the traders concerned and so the largest payers account for tax in the first month of

each quarter.

49. The Group has examined three possible ways of smoothing the pronounced month by

month peaks in the pattern of VAT and car tax receipts.

Monthly payments of VAT

"50." "In principle, the monthly unevenness' of VAT revenue could be greatly reduced by " "

switching all traders who normally pay VAT (as opposed to getting repayments) from a
quarterly to a monthly basis. Such a move - if phased in by bringing payments forward -
would also achieve a once-for-all benefit to the PSBR of about £1,500 million spread over a
three month period. However, this would involve imposing major costs on business in regard

to:-

(i) Cash flow. There would be a temporary fall in business cash flow of about
£1,500 million (the mirror image of the PSBR gain). Ignoring possible changes in
commercial credit arrangements, about ome-half of this would be felt by
manufacturing industry, one-quarter by the distributional sector and about one-quartesr

by sevvice industries. Those most affected would include the major oil companies, the
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volume car manufaciurers and one or two of the nationalised industries. Movreoves, the

neriod of adjustment would be much more highly concentrated than is proposed for the
) ; :

Mainstream Corporation Tax change. Additional bank borrowing by industry would

have an adverse impact on monetary control.

(ii) Compliance costs. The costs imposed by the existing VAT system are recognised
to bear proportionately more heavily on smaller firros. A system of monthly VAT

payments would increase these effects and exacerbate criticism.

51. Moreover, such a scheme would be of highly doubtful practicability. It would apply to
some 920,000 registered traders. As a result the six million forms issued now would more
than double and an increase of 1,000 staff would be required centrally. Additional numbers -
impossible to quantify at this stage - would be neceded for the consequential extra
enforcement work at local level. Moreover, extra computing capacity would be needed, as
well as additional banking and data processing equipment. Allowing {or specification and

procurement there would be a lead time of about two years.

A restricted scheme of monthly payments

52. A much more restricted scheme of monthly payments would be more practicable since
a very large proportion of VAT receipts come from a very small proportion of registered
traders. If the likely adverss political reaction could be accepted, Customs & Exzcise could
probably devise a predominantly manual scheme which might cover, say, the 3,500 or so
largest payers who account for about 85% of the net VAT revenue. This would involve about
50 extra staff and could raise once for all additicnal revenue of about £1,000 million in the
year of introduction. Subject to legal advice about the adequacy of the vires (which are
contained in Regulations), such a scheme could probably be introduced by administrative
direction, although it might be necessary to give a period of notice (which would mean that
any changes could not take effert betore the second half of 1981-82-at-the earliest). The

drawbacks are that it would be highly discriminatory, would retain most of the impact on

. ..business cash flow described in para 50 aboye and could be expected to attract considerable

criticism. It might also give traders an incentive to rearrange their affairs and disaggregate

into smaller units below the threshold.

Smoothing the unevenness of the VAT staggers

53. Alternatively, a smoother flow of revenue could be achieved by keeping quarterly

returns but moving some traders from one stagger to another. The aim would be to

climinate the revenue peaks which occur in the first month of each quarter, and Custcms
and Excise' preliminary estimate is that this could almost certainly be achieved by moving
some 50-100 of the largest payers from stagger 3 (due date for payment 31 March and every

3 months thereafter) to staggers 1 and 2. Again, subject to confirmation of the vires in the
g ’
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the chance should he achievable b

b

; however, be considerable problems of presentation.
54. The main difficulty might lie in countering criticism that to adjust the affairs of a
very small group of taxpayers was discritninatory and arbitrary. Because the traders would
be virtually handpicked; this could be more difficult to meet than criticism of the scheme of
monthly returns discussed in para 52 above, where at least the 3,500 or so traders constitute
an identifiable class whose VAT returns are currently covered by the Large Payers Unit. It
might well be necessary to give a period of notice of some months for traders to prepare for
the change (reprogramiming of computers etc) followed by a transitional period which gave
them a once-for-all cash flow advantage. A trader would not then be directed that his
transitional VAT accounting period would last only one month (or two months) but rather
that it would last four (or five) months. Even so, the reaction to such a scheme is by no

means easy to predict.

Car Tax

55. As explained in paragraph 48 above, quarterly accounting periods for car tax traders
are in line with their VAT staggers. Most of the car tax revenue comes from about 30
traders, If some or all of these were to be directed to account for VAT monthly it would be
logical to make use of similar powers to direct them also to account for car tax monthl;.
Similarly, if some were to be directed to use a different VAT stagger, their accounting
period for car tax would follow suit. The former could achieve an almost complete

smoothing effect, the latter probably only a partial effect.

Conclusion on Customs and Excise Taxes

§6. The Group considers that the burdens on businesses, together with the long lead time
and® the aeavy staff ccsts, must be regarded as ruling out a comprehensive scheme ‘of

monthly returns. It recommends, however, that the more limited scheme described in

...paragraph 52, together with the possibility of smoothing .out .the staggers on.the lines :

discussed in paragraphs 53-54, should be remitted to officials for further study. If either
scheme were to be adopted, consequential changes should be made to car tax arrangements

as recommended in paragraph 55.

57. A smoother spreading of VAT receipts through the year would potentially be of
greatest benefit to the problem of month by month fluctuations in the PSBR rather than the
front-end loading problem. But its usefulness in that context would depend on how it

interacted with other elements in a set of proposals.

Cumulative Overshoo ting

58. Serious problems can also, of course, arise when, as this year, there is a prospect of a
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substantial PSBR overs thi . 15 & whole, regardless of the particular profile this

"‘.~ ice. This raises wider questions of control and fisca' adjustment that ave not within

3

the terins of reference of this study and have not therefore been considered. Some of our
recommendations would, however, be relevant both insofar as they facilitated the earlier
detection of problems and consideration of corrective action (eg by securing more detailed
profiles of departmental expenditure) and also gave rise to a mere easily forecastable path

for the PSBR.
VI CONCLUSIONS AND RECOMMENDATIONS

59. The Group records the following conclusions:-

(i) the main reasons for unevenness in the PSBR lie within central government own

account transactions - primarily on the revenue side;

(i1) the unevenness i> likely to continue, in the absence of any changes in present
arrangements, and the absolute variaiions are likely to increase in line with the price
level. The rapid rise in the size of the very seasonal PRT receipts points to the
possibility of absolute variations incceeasing faster than tlie price level over the next

few years;

(iii) the unevenness makes monetary management difficult because (a) of the
difficulty it creates for predicting and therefore controlling monetary developments,
(b) "front-end loading" which causes financial markets to doubt the effectiveness of
monetary control, (c) marked fluciuations from month to month complicate the

management of debt sales.

60. The Group accordingly recommends that:

(i)~ * the possible improvements in the statistics cf the PSBR and forecasting path
P P 8P

should be pursued (para 22);

©11) “to help ‘with ‘monitoring And férécasting the CGBR, investigation should proceed’
into the value and feasibility of securing more detailed profiles of departmental

expenditure, confined to selected departments at least in the first instance (para 33);

(iii) officials should consider further, with the aim of enabling decisions to be taken
before the 1981 Budget, the possibility of changing the timing of tax receipts in the
following areas, with the aim of producing a set of options (with costings of their staff
and PSBR implications and an assessment of the benefits they would bring for
monetary management) for reducing "front-end loading" and, where possible, helping to

reduce the amplitude of month by month fluctuations in the PSBR (paras 47 & 56);




mainstream Ct\,».--j,lw';xi_i._:.'. tax
building socicty

VAT and car {ax

(iv) in the separate review of North Sea taxation, under way currently, due weight

should be given to the potential role of a smoother pattern of receipts from taxation in

smoothing the PSBR.

61. Three general points should also be noted. First, whatever the effort put into
smoothing, it is highly unlikely it will avoid entirely the occurence of random monthly
fluctuations, even in the long term. Second, the PSBR consequences of transition to new tax
collection arrangements and the corresponding impact on business cash flow would need
careful assessment in the Budgetary context before any changes could be decided upon.
Third, our first impression is that there is little prospect of the measures considered in this
report having much of an impact until the later part of 1981/82 at the earliest. Some would

require legislation and the others a period of administrative preparation.

HM ‘Treasury

31 October 1980
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SMOOTHING THE PSBR: SETTING THE SCENE

Note by the CSO

SUMMARY
il Examination of the quarterly and monthly data readily available suggests that:

(1) The larger part of the irregularity in the PSBR over the past four years
has been attributable to CGBR own account.

(2) Quarterly series maék big fluctuations from month to month.

(3) Irregularity in the CGBR is more attributable to the revenue than the
exnenditure series. Customs receipts are iess seasonal than Iniand Revenue
receipts.

(4) Although many series have a marked seasonal pattern it is seldom
sufficiently stable from year to year to enable seascnal changes to be
anticipated wilh certainty.

(5) The largest distortions to the CGBR seem to follow from deliberate
policy decisions. ‘

{6) Seasonal effects and other irregularities often affect the finmal quarter
of the financial year more than other quarters. This makes it difficult to
agsess financial yvear outturns with any certainty until very late in the year.

(7) Explaining irregularities in Local Authorities and Public Corporations
borrowing is hampered by lack of frequent information on income and expenditure
from the many bodies that make up these sectors.

INTRODUCTION

2. Table I illustrates how the quarterly pattern of the PSBR and its main
components has changed over the past four financial years. The PSBR is compiled
quarterly only, because monthly information is not available for public corporations. |
Quarterly scries do however hide significant monthly{luctuations. Table II presents
the series available monthly‘@’/je. for the CGBR - own account and total - and the
LABR. Charts I and IT (scc main report) show data for the PSBR and

its components at the maximum frequency for which data are available.
Charts III-VIT show quarterly and monthly patterns of important itcms
of expenditure and revenue. A

(a)The impact of the PSBR on the monetary system and money stock is analysed in
terms of banking months, whereas most of the commentary in this paper relates
to calendar periods. This is not a sericus difficully, since causes of CGBR
;PPG&UL ~ities appiy to both types of accounting period. Para 8 and Table IX
deal specifically with banking months.




DETERMINING THE UNDERLYING TREND ‘

3. Irregularities in the pattern of the PSBR through the year are caused by
regular seasonal movements, changes in the seasonal pattern, and by 'one off'
events. The problem facing interpreters of recent figures is to distinguish
these elements sufficiently well from each other and from the underlying trend;
seasonally adjusted figures are calculatedto assist in this task. However, the
danger of presenting seasonally adjusted data is that they are so frequently
mis-interpreted by the user. It is not always possible to anticipate changes

in the seasonal pattern occurring during the current year; this is illustrated

in Table III which compares the assessment of the quarterly seasonal pattern of
1976/7 as it has changed since it was first estimated. Also users of the figures
often forget that the effects of 'one off' events still remain in the seasonally
adjusted figures. Clearly the smoother the path of the PSBR the easier it is to
detect the underlying trend (although it must be realised that administrative
action to bring about smoothness will introduce another element of unpredictability
during the transitional period).

STASONAL MOVEMENTS

4. Changes in seasonal patterns are a constant challenge to the understanding
of the data and arise from many reasons. At the level of the individual series
(eg. receipts from corporation tax) it may reflect the frequency of changes in
tax rates and allowances, the timing of such changes and taxpayers' reactions.
At a more aggregate level it may reflect a change in the relative size of the
components or the introduction of new taxes or duties.

THE PSBR

5. Table I indicates that the pattern of the PSBR was far less regular in
1979/80 than in the earlier years and that in all years except 1978/79, CGBR
(own account) has accounted for at least two thirds of the quarterly deviation
from the average for the year. Columngs 2, 10 and 12 of Table I illusirate the
contribution of CGBR own account borrowing to the quartcrly fluctuations in
the PSBR.

THE CGBR

6. Detailed quarterly and monthly data readily availatle ¢n tiansactions giving
rise to the CGBR are given in Tables IV to VIII. Examination of the data indicatcs
the following significant features in the series identified (values of receipts.
expenditure etc given in each case relate to the Budget forecast for 1980/1).
Receipts are generally far more seasonal than expenditure and in particular:

(1) Inland Revenue duties (Tables Va and b and Chart V) are subject to a
regular seasonal pattern to a far greater extent than receipts from Customs
and Excise duties (Table VI and Chart Va). Of the Inland Revenue receipts:

a) PAYE ( £1.%9bn ) accounts for two thirds of Inland Revenue receipts.
Monthly fluctuations in the total income tax series suggest that the
quarterly series mask considerable irregularities. Relatively minor
irrcgularities in this big item of revenue have big absolute affects on
the CGBR.

b) Mainstream Corporation Tax ( &£3.2bn ) is very seasonal, but the
relative falling yields reduced its distorting ¢ffect on the CGBR in

recent years. Concentration of receipts in the final quarter of the

financial year delays accurate forecasting of that year's outturn.

2




(¢) Advance Corporation Tax ( £1.7bn ) had a fairly consistent
seasonal pattern from 1976/7 <o 1978/9. That was disturbed in 1979/80
by the removal of dividend restraint. Within quarters receipts are
concentrated in the first month of each quarter.

(d) Petroleum Revenue Tax (£2.6bn) has a short history and already the
past seasonal pacttern has been changed once by administrative action.
Ou.ec of its peaks has now shifted to the final quarter of the financial
year.

(e) Building Society taxcs ( £1.2bn ) are received almost entirely

in the last quarter of the financial year. The big increase in Q1 1980
was attributable to higher interest rates paid by the Societies. The
composite tax rate will rise in future, amplifying the end - financial
year peak.

(£) Schedule D ( £3.8bn ) is markedly seasonal, receipts peaking in
Q3 and Q1. From the querterly data the pattern appears to be fairly
stable.

(g) Other duties are detailed in Table Vb. Those for which receipts

aré forecast to exceed £400mn a year include capital gains tax (CGT),
capital transfer tax (CTT) and stamp duties. Apart from a peak in
January, monthly receipts from CGI are regular; CIT receipts are feirly
regular. No particular seasonal pattern is evident in the stamp duties
data, though the figures appear to have been less smooth recently than in
earlier years.

(2) Customs and Fxcise receipts fluctuate less than Inland Revenue duties,
but the following appear to have a marked seasonal pattern or to show other
irregularities. The latter are often associated with Budget 'forecasting'
by consumers. A special distortion in 1979 was the effect of the strike by
Customs and Excise computer operators.

(a) VAT receipts (£12.5bn) ' are irregular as is emphasised in the monthly
figures (see also Chart VII). The collection arrangements cause them to

peak in the first month of each quarter; the irregularity has been much

increased by the near doubling of the VAT rate in the June 1979 Budget.

Recently tlhe credit squeeze and very high interest rates have depressed

revenue by causing traders to delay VAT paymnents.

(b) Wines etc and spirit duties ( £1.7bn ) peak, not surprisingly,
in the October-December quarter. They also show the effects of pre-
Budget buying; with the current recession traders have been reducing
their stocks of drinks, thus depressing revenue. Beer duty receipts
( £1.19n ) are fairly regular, but with a summer peak.

(c) Tobacco duty receipts (£2.8bn) appear to be fairly smooth on a
quartei'ly basis, but the monthly figures are affected by pre-Budget
buying.

(d) Customs duties (£1.2bn) follow a fairlysmooth pattern reflecting
the path of imports. The fluctuations in 1979 are attributable to
irdustrial action - by the transport drivers and by Customs staff.




b bl

(3) Other departments' receipts include two large items, vehicle excise
duties (VED) and the employer's national insurance surcharge (NIS) and
0il royalties which are rising.

(a) NIS revenue (£3.5bn) is fairly smooth.

(b) VED receipts (£l.4bn) are irregular on a monthly basis, partly
reflecting the pattern of new car sales.

(c) Cil royalties (£1.0bn) now have a smocther pattern than in the
past following the introduction of payment in kind in place of half-
yearly royalty payments,

(4) NLF interest receipts (£5.1bn) are shown in Table VIT. Their
irregularity stems from the fact that most are half yearly, but the amounts
are predictable. K
(5) The very irregular 'other transactions' items (Col(9) in Table IV) -
receipts of £5 bn in 1979/80) is dominated by special items such as the
sale of BP shares, advance oil sales etc. -

(1) Supply Expenditure (£64.8bn) - Table VIIand Chart IVk, The pattern of
stipply issues has been fairly regular over recent years. There is a
moderate rise between the first and third quarters and a large increase in
the final quarter. The end year surge to some extent reflects suppliers
presenting more bills earlier to complete business by the end of their
financial year. Just over 60 per cent of supply is cash limited. There
are a number of regular and fairly stable items within the cash limit
total, eg wages and salaries, the RSG, advances to the NHS etc but the
pattern of some others, for example, payments for defence procurement,

is more uncertain., Outside the cash-limited area, more payments can be
irrcgular, mainly reflecting two kinds of factor. First, the year's total
as well as the in-year paitern can be changed, for example if inflation

or economic activity differ from that assumed when the estimates for the
year were set. Secondly, single large transactions such as payments of
PDC or payments under section 18 of the 1975 Iron and Steel Act introduce
considerable irregularity. All increases in supply expenditure not pro-
vided for in Main Estimatcs presented at the beginning of the year are
subject to the Parliamentary approval of Supplementary Estimates.

(2) Payments to service the national debt (£10.0bn) have a marked seasonal
pattern, with pronounced peaks in January, May, July, November, but these
arespredictablies

(3) The surplus on the National Insurance Fund (£0.8bn) is the difference
between the Fund's revenue (£16.2bn) and its expenditure (£15.4bn). It is
erratic to the extent that revenue is dependent on contribution rates, the
numbers in employment and wage rates, and that the expenditure is dependent
on seasonal influences on benefits and the annual upratings.

THE CGBR_(BANKING MONTHS)

8. Table IX shows the estimoted seasonal variation ot the revenue and expend-
iture components of the CGBR in 19&80; a plus indicates that receipts are higher
or expenditure is lower than normal (and vice versa). No seasonal pattern has
been detected in recent years in on-lending. The analysis of Inland Revenue
receipts is done by local tax collectors in calendar weeks; "unallocated" is a
residual difference between the collectors' figures and receipts into the
Consolidated Fund. It therefore comprises;- :

4
*#*Chart IV gives a rather exaggerated picture of irregularity because the y
axis starts at £2500m not zero.




(a) conversion of calendar weekly data (Monday to Friday) to banking
months;

(b) a deduction for funds in transit between the coilectors aird the
Consolidated I'und.

The same applies to Customs and Excise receipts, but their "unallocated" is
small and does not appear to be affected by seasonality or the make-up date.
"Supply expenditure" includes an approximate adjustment to take account of
changes in balances with the Paymaster General (approximate because the PMG
hoids some funds indistinguishably for public corporations) .

N

LABR AND PCBR

9. The quality of information on the factors that lead to irregularities in

LA and PC borrowing is markedly inferior to that for central government.

Monthly information on income and expenditure is practically non existent and
gquarterly information is not completely articulated. Although the LABR and PCBR
fluctuations are smaller than those of the CGBR, a change in the balance of their
borrowing betweein the rest of the public sector and the private and overseas
sectors could be masked in the total figures and this can have special
significance for the path of money supply.

(1) The pattern of rate receipts must be a major irreguilar influence. It
should be noted that the LABR peaks in the final quarter oi the financial year.
Factors contributing tc this and which pose major problems for the forecasters
include:

(a) Although there is usually a speeding up in the payment of accounts
by local authorities at the end of the year, it is far more marked in
some years than others. Therefore high spending often fails to show up
until the end of the year.

(b) It is difficult to forecast interest payments because there is much
short term borrowing, for which interest rates will be a major
uncertainty.

(¢) March and April borrowing tends to be high becanse in these months
there are no receipts in respect of housing subsidies from central
government nor payments from ratepayers on the 10-months instalment
scheme .

(2) The PCBR is largely determined by the trading and investment activities of
a large number of heterogeneous units. Distortions affecting the past year
included the Post Office billing dispute, which increased borrowing needs
significantly in the middle of the year.

Central Statistical Office

23 October 1980
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TABLES

PSBR and Components - Quarterly Pattern

CGBR and LABR - MunLthVPuLLcrn; . ' Ay
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Central Govermment Funds Accounts: Monthly Analyeis

Intand Revenue Duties - uarterly anulysis

Inland Revenue Duties - monthly analysis (I'S Table 3.2)
Customs and Excisc Duties - quarterly analysis .

Customs and Excisce Duties - monthly analysis (I'S Table 3.3)

Interest Receipts and Profits of Note lssue - quarverly analysis

Supply Expenditure - quarterly analysis
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TABLE ¥II

REVISIONS TO SEASONAL PATTERN OF COMPONENTS OF THE PSBR
FOR FINANCIAL YEAR 1976/7

Seasonal differences of £ million

CGBR own account

Oct_77 Oct_78

1976/7 =227 -196
+75 =2

~900 -897

+1,052 +1,095

LABR

1976/7

" PCER

1976/7

PSR

1976/7
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. Inland l‘mc dutics

Table Vb £ million : b

Cumulative total in
Net receipts by Board of Intand Revenue current financial year

Net
receipts  Paymen:
Develop- Pet- by into Payments
Corpor-  Cupital  ment Capital rolcum  Board of Consoli-  of Advance
Income ation gains land Estate transfer  Stamp revenue  Intand dated overspill  corpor-
Total!  tux Surtox  tax? tax tax duty? ' duties?  tax Revenue Fund relict?  “ation tax$

Financial yearst

1974776 14,2358 10,2/0:9 1863 2,857 3816 3389 198-0 14,2358 14,191:2 246 11578

1075/76 18,1435 15,0408 1087 1,9056 3867 212:3 7+ 2808 18,1435 18,159'4 24-2 9171

19767177 20,711:0 17,0137 622 2,655:0 3234 - 1244 B 2716 20,711:0 20,7100 209 1,059-7

1977/18 21,9136 17,4197 300 3,342°5 389:9 i 867 2 3763 21,9136 21,9170 76 1,253:0

1978/79 24,0551 18,748-4 160 3,940.2 3529 3: 462 22"} 4334 182:8 24,0551 24,0801 1:9 1,421:0

1979/80 28,201:0 20,598:6 107 4,646:0 431-0 2 3241 i 620:2 ~459254 28,201-0 28,1534 183 1,933:0

3G e

1977 o 3,443:2 2,238'6 47 1,131 391 h 74 12 219 17,2752 17,206:0 09 2900

] F 1,7558 15399 a4 134-4 235 i 67 22 239 19,031:0 19,0072 02 14-8
M 1,675:0 11,4729 40 1036 3312 7 97 ¥ 26:0 20,706:0 20,7100 04 106

1,3656 36 3146 248 i 72 2 253 1,762:6  1,794:0 02 2247
16168 38 478 294 101 26 30:2 3,426:7 3,4285 16 156
14513 28 560 228 -6 2 249 6,017-1 65,0180 06 70

<=>

1,6781 32 396-4 230 p g 24 296 71795 7,172:3 i 322:3
1,449:4 29 678 264 i 3 24+ 298 8,788:2 88532 i 12-4
1,167°6 20 968 220 i t : g 313 10,143:3 10,194-2 7 12-4

xS

1,3171 2:2 4196 26'6 E73 2 349 11,9868 11,9939 ¢ 246-2
1699:7° " 1,412:0° 22 839 297 291 34-4 13,686:6 13,5936 ! 36:6
1,287:4 9351 17 2121 304 f 3 4 284 14,8739 14,7908 i 196

S2C

35,6621 2,214:6 18 13334 450 | i £y 2 36 18,6360 18:435:2 i 2909
1,723°2 11,4016 1-6 2200 265 H y : 401 20,2592 20,2311 ¢ 54-0
1,656:1 1,450-2 2:2 953 334 8 ? 28 304 21,915:3 21,917:0 0O 114

1,802:8 1,367-2 A 342:8 271 % ' H 31:9 1,802:8 18341 p 2356
1,780:9 11,6061 & 867 25-1° 06 I ¢ 316 35837 13,6227 - 191
1,7C8:4 1,562:9 (K 576 207 £ S g 345 5,292:1 65,2032 09

<z> zme

2,625:7 2,0038 ¥ 426:3  25C g £ K 38:3 7178 17,7209 2 3211
1,41C:6 1,179-0 : 1369 246 ‘ H i 414 9,234-4 9,3059 F 92-2
1,5617-8 11,2495 2! 776 198 it 2 /4 369 10,7522 10,7629 g 91

2,064-4 1,4276 $ 5289 1917 i X H 415 12,816:6 12,8481 i 2409
1,836 1,433 1 1159 317 4 2 28 404 14,6551 14,658:6 : 71-3
1,561-2 1,218 : 2516 329 i i : 318 16,21C:3 16,0514 i 171

41757 2 g 1,566:1 610 3 : it 412 20,392:0 20,299-2 3499
1,8759 1,538'8 £ 2473 231 ’ 2 i 343 22,267'9 22,4762 0 654
18032 15926 4 1029 408 o H 2 306 24,0711 24,0801 2 84

19236 13616 1[4 4619 324 14 d 5! 369 2 1,923:6 1,961-4 2972
2,1564 11,6582 E 91-8 257 2 $ 2 70-2 4,030:0 4,i01-2 0 349
2,032:2 18716 1 [syhyl 2Pih| 13 g Ji LN4T2! 6,112:2 6,2659 o 12-7

2,822:0 2,267-7 4345 371 7 3 i 491 89342 9,001:0 0 3062 |
16876 1,408-4 i 97:2 322 2 g i 49:7 10,6217 10,839:0 46-8
1,697°6 1,440:3 1489 278 1 2 * 44-7 12,319:2 12,4107 0 165

/
2,411:6 1,706:3 s 661:3 370 d 2 1 56:0 14,730:7 14,729:0 0 2694
1,724-8 9701 E 162:2 306 d 2 5 62-9 4 16,4555 16,4144 104-1
1,799:7 1,379:2 L 3064 422 3 2 25¢ 42:4 - 18,2552 18,0454 2341

5,033:8 3,044-2 A 1,831-3 648 i % 369 56-2 h 23,289-0 23,2652 . 6502
2,183:0 1,6576 } 4058 306G # s 356 461 25,4720 25,5222 2 1586
2,728:3 11,7818 H 865 481 Y A X 356 618 K 28,200-3 28,1534 ; 133

2,362:4 1,840-3 402:1 398 . 7+ 339 441 2,362:4 2,477:3 2333
1,895:0 11,6809 ! 103-8 289 ¢ +7 354. 482 . 4,258:3 4,3877 0 585
2,061 1,8056 03 478 358 2: 14 335 47:9 : 6,323:'4 6,282:8 98

J
A
s
0
N
D
J
F
M
A
M
J
J
A
S .
0
N
D
J
F
M
A
M
J

3,041:7 2,2652 04 €20-3 602 £ 257 438 54-6 9,365'1  9,483:7 485G
1,948:0 1,710-7 04 116:56 334 ' 18 30:0 63-4 11,3131 11;460-3 39-77

e

! Including various duties not shown under separate headings. 2 Including gross advance corporation tax receipts Source: Board of Inland Revenue
shown separately in the final column, 3 Froom January 1974 the figures include receipts from Northern lreland.

Previously the revenue ansing wvas retained by the Government of Northern treland, 4 Payments due i certain

coses where the overseas rate »xceeds the corporation tia rate (Section 84 Finance Act 1965). These are also

included in Table 3.1 under Expenditure: supply services, S The figures inciude advance carporation tax

sdition, collected hetween September 1974 and November 1976. © The yearly totals include revisions which

cannot be allocated to particular monthly periods, Tprovisional,
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Customs and Excise “uties

Table VII i

t receipts by HM Customs and Excise

Cumulative total

Wines,
cider, Recceipts Net pay-
perry, Betting Hydro- Ship- . by HM ments into
and and carbon  Customs builders’ Customs Consoli-
Total e spirits!  Toba.co gaming? oils duties® Car tax  relief? Other and Excise  dated Fund

Financial years® a

1974/75 74163 (i 682:3 1,337-4 2384 15476 5256 506 122+2 —449 10-8 7.416:3 7.406°5
1975/76 9,240-9 22 9031 16766 204-9 1,540-2 5579 A50- 1797 —5-3 14-7 9,240:9 91764
1976/77 10,£73-7 G 1,1355 1,671:9 284-2 2,065:2 1277 49 2177 -G-8 SE 10,8737 10,900-1
1977178 12,273:1 328 1,168-2 2,054:3 3204 24575 859:1 1,229:6 2854 108 16-7 12,2731 12,2841
1978/79 13,763-67 924 1,443:3 2,445:3 33847 24667 a65-37 4,831 3801 -0-1 9:7 13,763:67 13,835:07
1979/80¢ 18,2283 2 1,5626:8 25795 406-4 29268 1,177:1 7k 5162 —9-3 113 18,2283 18,031-9

1976 O 1,119:7 2 138:6 15272654 1739 62:0 441-8 2 -0-2 d 6,210:0 6,245-3
. 1,024:5 1 2389 1901 23-0 177-8 680 258+, 3 —13 ' 7.,234°5 7.276-7
8669 A 1399 17000 211 1766 72:5 2019 f —16 i 8,101-4 8,091-9

1,079-8 68 34-1 1692 179 160:2 668 5251 —0-1 - 9,181:2 9,193+4
7786 52+ 377 1630 198 154-8. 64-7 2847 e —04 i 9,959:8 9,97G-3
9266 J 110-2 171:2 27°2 184-5 70:0 28341 —-08 s 10,886-4 10,900-1

1,076°5 g 422 1731 250 2117:9 73 429-3 K =13 b 1,076-5 1,085-2
872:0 £ 60-1 1650 256 2200 72:8 2565 “ = # 1,948:5 1,983:6
8929 Y 74'5 1988 256 2156 79:9 197:8 i —08 3 2,841-4 2,840-4

1,2126 i 79:8 1795 25:0 21241 760 512-4 —1-4 I 4,053-9 4,055°6
6957 e 862 1900 256 199-3 679 2427 2 2 4,949:6 48787
$97:0 1077 2056 350 198-0 71-4 2948 i 5,946°6 5,954-2

1,369-8 g 1515 2179 299 2037 66-3 6577 - ( 7,316-4 7,2645
1,£26:3 d 194-9 2222 264 203-2 732 233-2 i i 8,342-7 8,3309
9785 2 1305 2108 23-7 208-1 74-2 2495 & ! R 9,321:2 9,2629

1522380 1 550 —534 272 198-0 776 6775 2 4 10,444-2 10,4096
8566 g 758 158-0 224 184-4 66-2 2844 g 3 2 11,300-8 11,2803
9865 0 1133 189-7 285 205-2 607 299:0 i 12,2873 12,2841

TNS DO “yS

1,281-6 3 1036 2224 279 2021 658 5181 K s 916 1,291-3
©22'5 g 67:3 196:3 293 2119 749 2703 ¢ S 2,214+ 2,235-2
384-C ' 827 806 299 2017 94-1 3085 2 o i 3,1986 3,208-¢

(s

1,4301 < 902 2038 264 2i0:4 798 6327 2 : 45719
09930 : 1133 2279 314 207-4 811 2509 $ K 65,6217 56319
1,006-1 9: 109-8 184-2 352 207-4 867 3042 i p 6,627-8 6,632:0

1,592:0 L 1703 1776 334 2157 879 7260 -0- J 8,2198 8,155-4
1,122-4 3 2159 207-7 308 2154 936 279:0 H 2 9,343-2 9,332:3
1,100-2 35+ 131-4 2430 230 204-4 987 304-9 3l 2 10,4434 10,370-8

1,5486 2 58-9 1814 236 1911 833 7731 . 8 2 11,892-1 11,7970
841-8 d 114-0 206:4 207 1832 72:0 2834 3 2 12,8338 12,8483
946-47 62 168-7 2022 273 2162 487 186-4 < R 13,780-27  13,835:07

62:6 2643 259 2086 478 1871 2 k 961-57 99g-17
1232 1334 364 2136 55:9 6071 g 4 221271 2,23217
1576 2408 331 2316 96-0 3159 . I 3,382:27 3,447-37

532 2124 358 2560 90-3 6673 2: i 493517 4,959-87
757 756 1799 346 2594 101-2 4529 7 A i 6,121-97 6,196-97
84'5 102-4 2248 397 2476 110-2 4499 ) g 7,388:57 7,391-77

J
A
S
o
N
D
J
F
M
A
1
J
J
A
N

714 180-7 1802 366 2684 1174 1,1274 ° g 947577 9,461:27
837 217-2 2069 349 263-3 1238 8754 3 E 11,292:07  11,246:07
1,296-77 813 1257 241-4 270 2385 13687 4357 4 q 12,588:77  12,464:57

2,3472 64-6 818 1871 35-0 2520 93-4 15240 988 g 14,9359 14,7478
1,934 658 1435 2119 308 236-4 1118 786-7 3:7 1 16,5293 16,416-4
1,720-8 671 204-2 300-5 369 2536 936 7469 17:3 q 18,2501 18,0318

=M~ ©=0

2,042:2 806 43:0 269:3 365 2993 971 1,123°6 1031 R ) 2,042-2 2,244
1,482:3 886 51-2 119:0 392 2938 901 7988 15 d ' 3.,624°5 3,6961
1,494-2 95-2 713 2115 364 2937 94-6 G758 161 : > 5,018-7 49991

% <>

2,125:6 937 . 6 2209 372 3074 965 1,162:2 1124 E 7,144-3 7,216:6
1,61941 90-7 -6 2216 346 2739 90-4 8109 09 2 el 8,763:4 8,864-0

S
ES

1 From October 1976 the figures in this column include receipts for cider and perry.  2From January 1974 the Source: HM Customs and Excise
figures given include receipts from Northern Ireland. Previously the duties imposed by the Government of

Northern ireland had been retained bv them.  3Those were previously shown as protective duties. 4 Including

a small anount of export rebate.  $Vhe sum, of the twelve mo ihly receipts ditters from the total shown for the

financial year. The yeuorly totals include revisions, e.g. on account of amounts payable to the Isle of Man, which

cannot be allocated to particular periods.  6Provisional.  7Distorted by industrial action,
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S ECRET

Treasury Chambers, Parliament Street, SWIP 3AG
@1=Z2 33 B000
%1 October 1980

T.P. Lankester, Esq.,
Private Secretary,
10, Downing Street

D(_’M T-m )

OCTOBER MONEY SUPPLY FIGURES

You asked me to let you have the Bank's provisional estimate
of money supply growth based on all banks' returns for
banking October. §M3 grew by 2.l per cent bringing the
annualised rate of growth since February to 2M per cent

(or just over 20 per cent if allowance is made for
reintermediation during the period of pre-Februapry business).
Evidence of reintermediation this month is slight.

The counterparts of the growth in §M3% are shown in the

attach table. As expected, the CGBR was relatively small
this month (£400m). With Central Government debt sales of
about billion and a contribution to DCE by the rest of
the public sector (£300m), the PSBR was over-funded by §£350m.
Bank lending to the ﬁ??vate sector, at £1.1 bn, was roughly
twice last month's level. Bank lending to overseas of

%Eépm took DCE to just over §1 bn.

The big surprise is the positive external element‘&“iﬁgﬂ.
This has been negative for most o e year because of the
outflows from the non-bank private sector; with hindsight

it is best interpreted as a reversal of the unexpectedly
large outflows last month.

The eligible liabilities and reserve assets figures are to

be published on Tuesday 4 November and the Bank will indicate
then that the prellmlnary estimate of money supply growth is
"around 2 per cent". As this figure will doubtless disappoint
the market, we should consgider whether any additional guidance
should be given.

There are certain positive points that can be made:
(i) Some increase in bank lending was to be
expected as October was a 'spike' month in the
three-month cycle. But the figure is somewhat

lower than rece ikes., This may indicate
That the slight weakening in the growth of bank

/lending
S E ¢ R'E T
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lending evident in the last few months may still
be occurring. Moreover, the figure again reflects
a small amount of reintermediation - and possibly
some round-tripping.

(ii) This month's figures for the Central Government's
own borrowing (own-account transactions were actually
in surplus by some £300 million) confirm the slowdown
in the CGBR which we have been forecasting in

recent months.

(1iii) The externals may be the reversal of last
month's large negative figure and, as such, should
be regarded as erratic.

(iv) All other monetary aggregates rose by less
than §M3 - M1 for instance by less than } per cent.

ﬂﬂvw{

)ohm

A.J. WIGGINS
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PRELIMINARY DCE, §M3 IN BANKING OCTOBER 1980

£ million (seasonally
adjusted)

CGBR + 409
of which own account (- 302)

on lending to public
corps. & local authorities (+ 711)

Sales of debt to the non-bank
private sector

Sterling lending to the
UK private sector

overseas sector

DCE

Net externals

Non-deposit liabilities
(inc = )

§M3
% increase

SECRET







