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determined to infliet low profitability upon compenies
there is 1ittle government can do. Over the past yezr,
because of the pressure on companies there has been some
acknowledgement generally of the problems that have been

created by the lack of profitability of our industry.

L. There are three aspects to the government gtretegy for
=

dealing with the long run unemployment problem.

(1) A reduction of inflation is a erucial and

necessary part of this process; with it will

come lower interest rates. Uncertainty will be

reduced an@ it will be possible, once again,

for companies to undertake investment decisions

against a much more stable financial background.

Alfeady we have made significant progress.
During the period of the last Labour government
the average inflation rate was 15 per cent per
annum. When this government came to office the
inflation rate over the previous six months was
14 per cent per annum and accelerating. There
was a backlash from the breakdown of incomes
policy and substantial difficulties brought
about by the o0il price increase. Now the corner
has been clearly turned and much more dramatically
than almost anyone expected. Inflation has been
coming down very quickly and will continue tc do
so in the early months of this year. The

/challenge




challenge now is %o ensure that the inflation

rete remsing low and is brought down further.

second aspect of strategy is to reduce the pressure

= T e e U
upon the economy created by an excessive Ievel ©f

—

D

government spending. Unless this is done there

S—

will not be room for the private sector to

prosper and create jobs. SOMe Progress has been
#

made in reducing the optimistic programmes of the

previous government. However there are

difficulties arising because of the effects

of recession on expenditure, nationalised
industries revenues and unemployment benefits.
But the difficult decisions have now been taken
and put in place so that once we come out of
recession we will see a subgtantial reduction in

/public
the underlying level of expenditure]' A further

, /difficulty




difficulty he 2

; © % e/ and Clegsg
impact of the end of pay policy/upon public
sector pay.

that had ftaken place under incomes policy but the
result has been toincrease the value of government

spending very sharply. Government spendiag

during this financial year will be 20-25 per cent

higher than a year earlier. ThiS has created

bitterness and frustration in the private sector
where overhead costs huve risen sharply and made
ad justment there more difficult. It has also
shown the difficulties of attempting to reéuce

the growth of total monetary demand in the economy

towards a target of 7-11 per cent when a'substantiali

part of expPenditure is growing at twice or three
times that rate. That was a problem that was
inherited; the adjustments of the anomalies are
now complete and it is necessary and important
that the growth of the value of public spending
rises at most in line with the monetary targets,

rather than substantially above them.

(iii) A third part of the strategy =  is to remove

A ————
major market distortions from the economy

——

7to improve the supply side, lay the basis for

J -——

wealth creation and increase employment in the

long term . The averagegrowth rate in the
economy has been in severe decline during the
past ten years. It is only by reversing the

move towards greater government control and
/interference




-] -

interference that the circumsiances will be laid
within whieh recovery can take place.

Considerable progress has been made in removing

a large number of distortions within the economy.
None of these changes has an immedicte or large
impact upon the level of output but over a period
they could become very important and lay the basis

for much better long term performance.

Pay, price and dividend controls have been
abolished; +this was vital to improve the
functioning of maerkets in general if ﬁe
are to obtain the correct price signals
showing which products are competitive and

profitable and which gkills are in short

supply.

- Exchange controls have been abolished; in time
this could well become an important
mechanism towards improving the allocation
of resources and activity within the UK and
was long overdue. pr that investors are in

a position of being able to Fhoose where 1o

invest their money this wilifplace urgent and
¥ k|

necessary demands upon our industry to meet

international standards of performance.

/ -
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PRIME MINISTER

MONETARY BASE CONTROL

1% I propose that, now the budget is over, we try again to
introduce MBC. In my view it is of considerable urgency.

2 At present there is no ostensible monetary control. We
are not moving interest fatgs according to some rule about
the excess of monetary (SMB) growth over target values. We
need to control the base of the bank}ng system and at present
we have very inadequate means to do this.

i There is a lot of liquidity in the system mainly in the
form of interest bearing financial assets. In order to prevent
an explosion in the means of payment, we ought to prevent these
financial assets being converted into money. MBC would enable
us to avoid such a monetisation.

4, Some problems of adaptation remain but they are minor. My
contacts with discount houses have shown that these firms could
very quickly adapt to MBC. Indeed in many respects such
adaptation has already occurred. The other objections raised by
the Chancellor - the behaviour of the building societies and
the fate of the two gilt jobbers - need to be examined again,
but I doubt if they should constitute a lasting barrier to MEC.

5. If you agree, I shall pursue this further with Middleton

and Burns and then the Chancellor.

R

12 March 1981

Lankester
Wolfseh —
Hoskyns

Duguid

—A

Strauss
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MONTHLY NOTE TO THE PRIME MINISTER ON THE
BORROWING REQUIREMENT

[

I am enclosing this month's note for the Prime Minister.
The CGBR for February will be published at 2.30 pm today,
Budget Day, Tuesday 10 March. —
H

—
The forecast of the CGBR for the year as a whole, which
will be published later - to day in the Financial
Statement and Budget Report, is now put at £12& billion.
This is consistent with a PSBR of gllé billion and is
about £% billion better than the forecast in last month's
note. The reasons for this improvement are set out in
the note.

The report includes a first shot at forecasts for April
and May, including the effect of the Budget.

jmwt

)ahn.

A.J. WIGGINS

CONFIDENTIAL




MONTHLY NOTE ON THE BORROWING REQUIREMENT

MARCH 1981

Sumary

-~ The provisional estimate of the CGBR in February is £737 million
giving a cumulative total of £12,199 million. The Financial Statement
and Budget Report will show an estimated CGBR for the Year as a whole
of £12,760 million. This is consistent with a PSBR of £13,455 million
and is an improvement of almost £500 million compared with the forecast
included in last month's note.

(paragraph 1 and 2)

~ Higher receipts from Customs and Excise and lower lending to local
authorities and public corporations in February account for most of the

————
improvement.

(paragraphs 3 to 18)

~ The Financial Statement and Budget Report will show a forecast of
the CGBR in 1981-82 of £11,497 million and a PSBR of £1o.566 million.
Preliminary forecasts of-:::-ahBR in April and May are included in this
month's note.

(paragraph 19)




! CGBR in February and in 1980-81 as a Whole

1+ The provisional estimate of the CGBR in February is £737 million. This will
be published, along with the cumulative total of £12,199 million, in the regular
Press Notice at 2.30pm on Tuesday 10 March.

2. Later that afternoon, the Financial Statement and Budget Report will be published.

This will show an estimated CGBR for the year as a whole of £12,760 million. This
e —

is an improvement of £490 million over the forecast of £13,250 million included in

last month's note and is consistent with a PSBR of £13,455 million.

3« As the following table shows, most of the improvement can be accounted for by
higher receipts from Customs and Excise and lower lending to local authorities and
. public corporations in February.

Improvement in the

Amprovement in forecast for the
Zebruary. year as a whole

(£ million) " (£ million)

Customs and Excise +200 +135
NLF net lending +280 +330
Inland Revenue - 50 =100
Supply Services +250 + 25
Other + 30 +100

k., Customs and Excise: Receipts from Customs and Excise in February were some
£200 million above forecast. About two thirds of this relates to VAT payments

and about onme third to excise duties. The surplus on VAT receipts followed a very
large deficit in January and may indicate a shift in the balance of tax liabilities
from manufacturera, who pay tax in the first month of the quarter, to retailers who
paid tax in the second month. Excise duties were well over 10 per cent higher than
expected. There is usually some forestalling of the Budget, and this had been
allowed for in the forecast. However, it seems to have occurred a little earlier
than assumed.




.‘l'\

.. The revised forecast for the year as a whole allows for the effect of the
Budget. The early withdrawals from bond in February in anticipation of the Budget
have their converse effect after the Budget. Receipts of spirits and wine duties
can be expected to slump immediately after 10 March. Tobacco duties, however, are
deferred until the middle of the following month and the post-Budget reaction will
not affect receipts until April.

6. Net lending from the National Loans Fund in February was £280 million less

than forecast, the difference being about equally divided between local authorities
and public corporations. The forecast for the year as a whole has been revised
downwards by £330 million.

7+ In last month's note, the forecast of lending to local authorities in
February and March was revised upwards by some £370 million. This was largely on
advice from FWLB about the effect of the decision to reallocate unused quotas
among local authorities. But it was also consistent with independent informatiom
about local authorities total borrowing intentions.

8. The high levels of borrowing in February have failed to emerge. There is a
risk that authorities are simply postponing their borrowing, especially from the

PWLB, in the hope of lower interest rates in the last weeks of March. (The earliest
date at which the PWLB would revise their interest rates after the Budget is March
1%). The new, lower forecast for the year is consistent with a lower view of total
local authority borrowing incorporated in the Financial Statement and Budget Report,
and still allows for net lending to local authorities of some £200 million, £50
million higher than in March last year.

9« The forecast of net lending to public corporations in February and March was
reduced in last month's note, but the outturn for February was even lower than
expected. In view of this, and in the light for further information and advice
from the Departments concerned, the forecast for the year as a whole has been
reduced by a further £40 million. This relates mainly to borrowing by Water
Authorities and the Post Office.

10. The forecast of lending to local authorities and public corporations is still
very uncertain. It is difficult to predict their total borrowing, even at this
late stage in the year. It is even harder to predict the balance of their borrow=-
ing between central government and the market and overseas; but, while that can
result in large changes to the CGBR, it washes out within the PSBR.




.I. Inland Revenue: Receipts from Inland Revenue in February were much as

expected, although there was some shortfall in corporation tax. The forecast

for the year as a whole, which has been reduced by £100 million, now incorporates
the £1,326 million of petroleum revenue tax actually paid into the Consolidated
Fund on Monday 2 March. This was about £80 million less than Inland Revenue
were assuming two or three weeks ago.

12. Supply Services in February were about £250 million below forecast. How-
ever, most of this apparent improvement has been discounted as a timing effect.

The impact of the new billing procedures to the Ministry of Defence occurred
rather earlier than had been assumed. The forecast for the year as a uholo,'
apart from the British Leyland transaction explained in paragraph 15 below, ie
virtually the same as in last month's note, but the distribution between February
and March has changed.

13. The forecast allows for the sort of 'end-year surge' which has occurred in
past years. It allows for the recent Spring Supplementary Estimates, 1nclu§ing
£263 million on Defence. But, as in last month's note, the forecast also includes
a precautionary allowance for a further possible overspend on Defence.

1. There are a number of other changes to the forecast. These are largely
offsetting, none is significant, and the net effect is to reduce the forecast
CGBR for the year as a whole by £100 million.

15. The main offsetting change is the incorporation of the effect of the
financial transaction associated with the transfer of British Leyland shares from
the National Enterprise Board to the Secretary of State for Industry. The
forecast of Supply Services in March now includes the payment of £1,284 million to
the National Enterprise Board; the corresponding repayment of public dividend
capital is included in the forecast of "other' consolidated fund receipts, and the
net effect on the CGBR is zero.

16. Table 1 attached gives further details of the outturn in February compared
with the forecast given in last month's note. Table 2 shows the CGBR since April
1979 along with the new forecast for the year as a whole. Table 3 gives details
of the cumulative outturn to the end of February, the new forecast for March, and
the new forecast for the year as a whole. As already mentioned, the outturn to
the end of February will be published in the Press Notice on Budget day and the
forecast or "estimated outturn'" for the year as a whole will be published in the
Financial Statement and Budget Report. Comparison of the two will expose the
full details of the forecast for March.




. Table 3 also shows the Budget forecast for 1980-81 published last year. An

explanation of the difference between that forecast and the estimated outturm is
given in Part IV of the Financial Statement and Budget Report.

The CGBR in 1981-82

18. The forecast of the CGBR in 1981-82 shown in the Financial Statement and
Budget Report is £11,497 million which is consistent with a PSBR of £10,566 million.
The main components are shown in table 3 attached, along with preliminary forecasts
for April and May. The total for the two months is £3,200 million, which is much
the same as the total for April and May 1980. However, the forecasts for the-
individual months are at this stage very much a first shot. There has not been
enough time yet for the normal departmental profiles to be compiled. For the most

. part, therefore, the forecasts are based on the pattern of expenditure and receipts

in 1980-81, modified where possible for the impact of the Budget measures and

other known differences.




CONFIDENTIAL

TABLE 1

CENTRAL GOVERNMENT BORROWING REQUIREMENT - FEBRUARY

£ million

rb;ocnnt Outturn Effect on CGBR

RECEIPTS

Consclidated Fund

Inland Revenue
Customs and Excise
Other

National Ioans Fund

Interest etc receipts

Total receipte

EXPENDITURE

Consolidated Fund

Supply services and Contimgencies Fumd 6,000
Other . 300

National Loans Fund

Service of the national debt 650
Net lending 200

Total expemditure 7,150

Other funds amd accounts +150

CGBR -1,450




TABLE 2
CENTRAL GOVERNMENT BORROWING REQUIREMENT

£ billion

In Month Cumulative
1979-80 1980-81 | 1979-80 1980-81 Difference

1.3 0.9 1.3 0.9 ~0.4
May 1.5 2.4 2.8 3.3 +0.5
June 1.0 1.3 3.8 k.6 +0.8
July - 0.8 3.8 S.4 +1.6
August 1ot 1.6 k.9 7.0 +241
September 0.8 6.6 7.9 +1.2
October 0.1 6.8 8.0 +1.3
November 2.8 8.6 10.9 +2.2

. December 2.3 10.2 13.1 +2.9
January ~-1.7 7.7 11.5 +3.7
February 0.7 8.1 12.2 4.2

Note: Some rows may not across add because
of rounding. Each colummn is correctly
rounded.
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cc Mr Locke ¢
- Mr Burns
MR §9Eﬁ£;; Mr Sedgwick
Mr Denham
Mr Unwin
MEDIUM TERM FINANCIAL STRATEGY

You said that No 10 had asked to see the section of the FSBR covering
the Medium Term Financial Strategy.

—

2 I attach a copy for you to send. There are still a few
corrections to be made at the printers, but this is effectively
the final text.

F CASSELL
6 March 1981




BUDGET—SECRET
PART 11

MEDIUM-TERM FINANCIAL STRATEGY

1. The Government's objectives for the medium-term
are to bring down the rate of inflation and to create
conditions for a sustainable growth of output and
employment. It is committed to a progressive reduc-
tion in the growth of the money stock and to pursuing
the fiscal policies necessary to achieve this without
excessive reliance on interest rates. The past year has
seen grealer monetary growth and public borrowing
than was intended, but the Government is determined
to ensure that the essential thrust of its financial
strategy for the medium-term is maintained. The
main proposals in the Budget are directed to that end.

2. The fiscal projections set out below are consistent
with the Government’s aims to reduce monetary
growth and inflation. But the projected level of public
expenditure implies a tax burden significantly higher
than the Government would wish. For this reason
the Government regards the level of public expenditure
as requiring the most serious attention during the 1981
Survey. — -

—

Financial Developments in 1980-81
3. Asexplained in more detail in Part I1I, the recession

has been W&rth_g_mama year ago, and in
particular manufacturing output and employment lave

fallen sharply. Inflation, however, came down faster
than was forecast and the prospects are for a further
decline in the coming year.

4. With output and inflation both falling, the growth
of nominal GDP slowed down considerably in the
course of 1980-81. This helped to ease the upward
pressures on interest rates. The year, however, was
marked by major_imbalances within the economy and
these were a major factor behind the rapid growth of
the broad measures of the money stock.

5. High pay settlements in the 1979-80 round coupled

with the high exchange rate substantially increased the

i i ns. A high proportion

of this income was saved. This rise in personal
e ey, -

incomes, however, was largely at the expense of
companies, whose profits were severely squeezed.
Companies reacted to the pressures on them by
reducing stocks and employment.d The company
sector thereby contained its financial deficit within
reasonable bounds. Its actions helped to produce a
large surplus in the current account of the balance of
payments. They also increased the public sector’s
deficit. The fall in employment in the private sector
and the high pay increases in the public sector, partly
reflecting the staging of earlier awards, meant that the
pay bill of the public sector rose twice as fast in 1980-81
as that of the private sector. This divergence contri-
buted to the over-run of the PSBR.

6. The increase in the public sector’s borrowing was
not, however, as in previous recessions, accompanied
by much fall in the private sector's d fo it.
Bank lending remained Righ for most of the year,
partly reflecting the desire by companies to preserve
their liquidity.

7. High personal saving and the limitation of the
company sector deficit were reflected in a substantial
increase in the net financial assets of the private sector
as a whole. This rise in the private sector’s financial
wealth was probably an important influence on the
growth of the wider measures of money supply, since
the public’s demand for liquid balances is, over
time, related to the movement of its total holdings
of financial assets. Real financial wealth had been
depressed in 1979 by the effects of high inflation and
high interest rates. The past year has seen it restored
to a more normal level.

8. The difficulties of interpreting recent monetary
developments are increased by the wide divergence
between the various monetary indicators. All the
measures of money stock fell in real terms during the
winter of 1979-80; all showed some real increase from
the spring onwards, but the increase was considerably
greater for £M3 than for the other aggregates. Over
the year to mid-February £M3 grew by 20 per cent.

TABLE 4

GROWTH OF MONETARY AGGREGATES

M1

£M3

Percentage growth February
1980-February 1981 ...

&_ 20




BUDGET—SECRET

MEeDIUM-TERM FINANCIAL STRATEGY—continued

A better guide to the true growth of broad money
through this period is probably given by PSL1, which
includes private holdings of bills as well 45 money, and
so should have becn less aficeted than £M3 by the
corset and other distortions. This rose by #f per cent
during the year. The still wider measure of private
sector liquidity, PSL2, which includes savings deposits
and securities, rose by 15 per cent. Among the
mm e

narrower measures of money supply, M1 rose by only
f per cent.  This and other narrower measures of the
money stock in fact fell in real terms over the year as
a whole. Other indicators also suggest that financial
conditions in 1980-81 were tight: the high exchange
rate; high interest rates; the absence of any marked
upward movement in the prices of houses or other
real assets,

TABLE 5

RANGES FOR GROWTH OF THE MONEY Stock (£M3)*

1981-82 1982-83 1983-84

Percentage change during year

6-10 5.0 4-8

= As the Green Paper on Monetary Contral (Cmnd. 7856) explained, the way in which money supply is defined for target purposes may need to be

adjusted from time Lo time as circumstances change.

9. Taken on its own, therefore, £M3 has not been a
good indicator of monetary conditions in the past year.
However, over the medium-term its velocity of circu-
lation has been broadly stable, and for such a period
the growth of £M3 can be more readily related to the
growth of nominal income and overall fiscal stance.
1t can, therefore, provide a guide to the levels of public
expenditure, revenues and borrowing likely to be
consistent, over the medium-term, with the objective
of bringing down monetary growth and interest rates.
£M3 is accordingly being retained as the main target
variable in the medium-term financial strategy, though
as in the past year, the significance of short-run move-
ments for interest rate policy will be interpreted in the
light of other financial developments as well.

The path for monetary deceleration

10. Some of the factors that have been identified as
contributing to the rapid growth of £M3 in 1980-81
mean that it should not have the implications for future
inflation which generally follow an increase in money
supply. At the same time the high exchange rate and
high real interest rates have ensured that monetary
conditions remained tight and that progress in reducing
inflation was maintained.

11. Nonetheless, it is important not to. disregard the
past year's rapid rise in setting targets for monetary
growth for the later years of the medium-term financial
strategy. As explained in the Budget Speech, the
target range for £M3 in 1981-82 is to be set at the
6-10 per cent indicated in last year’s FSBR, The
precise target ranges for the following years will be

decided nearer the time. Meanwhile it is the Govern-
ment’s intention to consider clawing back some of the
past year's rapid growth of £M3 by permitting an

undershoot as and when the opportunity arises. In
the present review of the medium-term financial strategy
no allowance has been made for such clawing back in
the later years of the MTFS period. The ranges for
1982-83 and 1983-84 shown last year have therefore
been retained. They are set out in Table 5 above.

Fiscal policy o
12. The Government intend that fiscal policy should
be consistent with this declining path for monetary
growth. The PSBR as a proportion of GDP will be
brought down substantially over the medium-term, so
as to create conditions in which interest rates can fall.

13. The illustrative tables in last year's Financial
Statement and Budget Report were based on the public
expenditure plans as they stood at that time and
revenue projections that assumed that GDP grew by
1 per cent on average in the years 1980-83. Since
those projections were made there have been some
substantial changes:

First, the prospects for growth over the next two or
three years, both in this country and in the rest of the
world, have deteriorated: this both reduces pro-
jected revenue and increases projected expenditure.

Sccond, partly as a result of the lower activity,
public expenditure plans in the new White Paper
(Cmnd. 8175) are considerably higher than those
published a year ago.

Third, the build-up of North Sea revenues looks like
being slower than expected earlier, in spite of changes
to the North Sea fiscal regime.

Fourth, the increases in other taxes and contributions

announced last November and in the Budget will
increase future revenues.

M
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MEDIUM-TERM FINANCIAL STRATEGY—continued

14. The first three of these changes all worsen the
fiscal prospect. They have entailed substantial in-
creases in the tax burden. The illustrative tables
published last year showing the evolution of govern-
ment expenditure, revenue and borrowing over the
period to 1983-84 have been re-worked to take account

of these changes.

15. For this purpose it has been assumed that GDP
growth over the three years 1980-83 averages 4 per
cent a year. Such a rate is broadly representative of
the current range of outside forecasts. The reduction
from the 1 per cent average for this period assumed a
year ago mainly reflects the lower output now expected
in 1981, If the economy develops in the coming year
as now forecast, the assumption made for the three
years would imply growth averaging about 13 per cent
in the last two years of the period.

Public expenditure
16. The plans announced in the Public Expenditure
White Paper (Cmnd. 8175) show a reduction of 4 per

cent in the volume of public expenditure between
1980-8]1 and 1983-84, about the same as in the plans
published last year, but starting from a substantially
higher level.

17. 1In assessing the implications for fiscal policy, it is
helpful to look at expenditure in cost terms (i.e.
including the assumed relative pric€ enedt, RPE),
since this gives A Clcarer 10¢a o eIrTax and financing
implications. In the past year the relative cost of
public expenditure has risen sharply, reflecting both
the growth of earnings in the public services and the
fact that the goods and services bought for the public

services have "'1ng experienced the same downward
pressures on their pri s those bought by consumers
or privmﬁtﬁmst terms (at 197980 prices)
general government expenditure is projected to decline
over the next four years—f{rom £91% billion in 1980-81
to £87% billion in 1983-84. This is a bigger reduction
than shown in the volume figures, and reflects some
fall in the relative cost of government expenditure.

TABLE 6

GENERAL GOVERNMENT EXPENDITURE

(£ billion)

=

1979-80

1980-81 1982-83 1983-84

General government expenditure at 1980 survey '
prices(!) T “e s

At 1979-80 prices
General government expmdmue in cost terms(®) ..
Special sale of assets(*) dus T 5
Shortfall, etc.(*)... o
National Accounts Adjnslmnt(’) 2
Interest payments(®) ... e 9-
Total expenditure in national aoooum.s terms("') 88-

71-9

77
-1

9 78 764

79
-1
— -t
23 2
10 10 10
91% 914 90

10
874

hearii

and local

Sec Cmnd. 8175, Table 1.1, l-IDH] 2llld6 Debt

s:') Expenditure on p:

by and the
terest payments are shown separately helow Since most plans are not demﬁd in uuu yet for the years after 1981-82

been made about the share of general government in the total of

‘broad tions have
ul nwnhln Cmnd. 8175, Table 1.1. l'ou' 1982—83 and

ol
d 1o 1 go l]ymrlinlltlsue

1983-84. For convenience, the whole of the contingency reserve is all
Qhulmaludtulﬁnﬂnmuin cost terms, [e.

tive price is the ratio of its defiator to the deflator for GDP at market
government and local authorities in Cmnd, 8175 Table 4.6.

including projected mlnivn price
prices.

each cate; of public expenditure its
The figure for 19 ﬁ”uhquﬂ w0 lge sum of the lines for central

offsets to pl d expenditure and a small element attributable to

(*) Cmnd. 8175, Table 1.1, line § revalued to 1979-80 prices. 1
public corporations.

t‘JCmnd. um‘ T-b!e 1.1, Ihe 7. revalued to 1979-80 prices with Budget measures added.
corporations mpﬂouﬁomﬂ:ﬂamadh(hmﬂ B175.

public the net effects nl'dtl'u-:m aconomk assu

(’)Ad;unmenllomvmlmuzwlhddniﬁm

n adjustments hlnbemmd:intupeﬂul'

and a small €l
ntr.n‘bul.lhlc to public corporations are offset Iiirm Thll d&fm from last year's treatment in whkh lbq were l.mludud on the expenditure side.

For 1979-81

9 For 1919-30u in Financial Statistics, February 1981. For 1980-81 and 1981-82, revalued figures for general government in line 13 of Table 14

(") For 19?9-30 equal to line 4 of Table 2.4, Financial Suuhuu, 1981.
outturn figures, and full details of relative prices, are availabl

This base year is chosen because it is the latest complete year for which

Py
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MEDIUM-TERM FINANCIAL STRATEGY—continued

TABLE 7

GENERAL GOVERNMENT RECEIPTS

1979-80

1981-82 1952-83 1963-84

1980-81

General Government Receipts at 1979-80 prices(*)
(£ billion)
Taxes on income, expenditure and capital ...
National insurance, etc. 45 i
Interest and other receipts

61 64

6 6

Total Receipts ... 78-

7%

of which:
North Sea tax revenues(?) ...

2:3

31 43

(%) Converted 1o 197980 prices using the deflator for GDP at market prices, so thal these projections are directly

projections in Table 6,

able with the expenditure

5 ! Duty (from 1981-82), Petroleum Revenue Tax and Corporation Tax from North Sea oil and gas production
).

() Royalties, P
(before Advance Corporation Tax #<1-0!

18. Table 8 below sets these expenditure projections
against an illustrative projection of government
revenue. The assumptions made about GDP growth
would imply a fall in public expenditure as a proportion
of GDP from 44} per cent in 1980-81 to 41 per cent
in 1983-84. = R

e ———
Revenue
19. The growth of government revenue over the
medium-term will be strongly affected by the growth of
output. Table 7 shows the estimates growth of real
revenues (on the same price basis as that used for
general government expenditure in Table 6) on the
assumption that GDP grows by ¥ per cent a year on
average over the three years 1980 to 1983.

20. Revenue is projected on the conventional assump-
tion of constant indexed tax rates and allowances at
the proposed 1981-82 levels. National insurance

contributions in future years are assumed to be adjusted
to maintain the balance of income and expenditure in
the fund. It is assumed that the supplementary
petroleum duty continues throughout the period. On
these assumptions, total general government revenues
are projected to rise by about 7 per cent in real terms
between 1980-81 to 1983-84. )

21. About a third of this increase is accounted for by
rising revenues from the North Sea. With the pro-
posed changes in the North Sea fiscal regime these are
expected to rise by about 50 per cent in real terms over
the three years. But even so the build-up of North Sea
revenue is slower than was expected a year ago. This
reflects, among other things, the further substantial
scaling down of the projected output ranges and higher
estimates of capital spending at tax-paying fields,
The projections assume:some modest increase in the
world oil price in real terms after 1981.

TABLE 8
PuBLIC SECTOR BORROWING

1979-80 prices (£ billion)

1979-80

1980-81 1981-82 1982-83 1983-84

Total general government expenditure ...
Total general government receipis... Pk
Implied fiscal adjustment ...
General Government Borrowing Reguirement
(GGBR)
PSBR(!)
(as percentage of GDP at market prices)

914 913 ) 873
—79% —82} —84 —85
L i 1 )

12 9 7 H
4
2

11
6&

4 i

!"_)b'll‘hel difference between the GGBR and the PSBR—public col
‘able

ration borrowing from the private sector and overseas—is consistent with

4 of this report for 1980-81 and 1981-82, and with Cmnd, E175, Table 1.1, line 4 for subsequent years.

Mg
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MEDIUM-TERM FINANCIAL STRATEGY—continued

22. Receipts of non-North Sea taxes are projected to
rise by about 44 per cent in real terms through the
period. The proiected vield of these taxes 15, of course,
highly sensitive to the particular growth rate assumed
for the economy.

Money Supply and Public Sector Borrowing

23. The new projections of government receipts and
expenditure are brought together in Tablc 8 to provide
projections of the general
requirement and the PSBR.

government borrowing

—mwmmm-

24. The PSBR for 1980-81 is now estimated at
£13% billion, compared with the forecast of £81 billion
ffthe Budget (see Part 1V), The PSBR of £103 billion
forecast for 1981-82 is about £3 billion higher than
that implied in Tast year’s medium-term projections.
General government expenditure in that year is now
put about £6 billion higher in cash than was then
projected, and revenue about g billion higher. A
substantial part of the increasc in the forecast of
expenditure in both 1980-81 and 1981-82 is attributable
to the recession being worse than expected, with
spending on social security benefits, special employ-
ment measures, redundancy fund payments and, in
1981-82, external finance for nationalised industries
especially affected. In addition, debt interest pay-
ments and some expenditure on goods and “services
are also higher than forecast a year ago. The main
influence on the revenue forecast is the real increase
in taxes in the Budget. .

25. These changes carry through into the projections
for later years. Moreover, the increase in expenditure
over the levels projected a year ago is greater when
expressed in cost terms than in cash or volume—
mainly because the general price level is now lower
than was expe _y¢ar ago (which has the effect of
increasing the RPE). The figureslin Tables 6, 8 and 9
of last year's Financial Statement and Budget Report
can be approximately translated to the Jsegs price
base used this year by inflating them by 164 per cent
(which was the rise in the GDP deflator between the

stions made, a * fiscal adjustment .

26. As was stressed when the projections were
introduced last year, the particular course shown for the
PSBR should not be interpreted as a target path. It
is a projection of the course of the PSBR based on the
assumed growth of GDP and present public expenditure
plans that should be broadly compatible with the mone-
tary objectives. Fiscal policy in any particular year
will be operated so that the PSBR for that year will be
consistent with declining monetary growth in the
particular circumstances of the time. Because the
level of activity in the economy is below that assumed
in last year’s projections, the path for the PSBR shown
in these projections is rather higher than that shown
last year, By 1983-84 the PSBR is assumed to be
about 2 per cent of GDP at market prices (compared
with 14 per cent assumed last year),

27. The PSBR path shown requires, on the assump-
As in last year's
projections, this implies that—given all the assumptions
—On present tax rales and expenditure plans the PSBR
ratio could be met with some margin to spare for
fiscal relief. However, the higher levels of public
expenditure now projected inevitably mean. that the
margin is substantially smaller, and occurs later, than
in last year’s projections, Moreover, it is also starting
from a higher tax base, reflecting the real tax increases
proposed for 1981-82. In broad terms the fiscal
adjustment implied for the later years would do no
more than offset the rise in the personal tax burden in
the A A gh this does not prejudice
the achi i vernment's monetary policy
and financial strategy, it is clearly unsatisfactory in
the context of the Government's wider economic
objectives.

28. The projections shown above fall within a very
wide range of possible outcomes. They should be
taken as no more than illustrative of one particular
evolution of the economy. If the economy were to
evolve in a different way, the projections of public
finances could be substantially affected. The policy
response to such changes would depend on their nature,
but although the revenue and expenditure figures
could change substantially, the intention would be to
hold firmly to the main thrust of the financial strategy—
which is to bring about a progressive reduction in the
growth of money supply and inflation over the medium-

two years as estimated at the time of the 1980 BudgeEf term.
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SECRETARY REGAN'S REMARKS TO THE CONGRESSIONAL COMMITTEE
The Chancellor asked me to send you a copy of a letter which
Sir Kenneth Couzens has written to Mr Beryl Sprinkel about

the remarks Secretary Regan made to a congressional committee
on 27 February.

I am copying to Roderick Eyp@e in the Foreign Office.
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Second Permanent Secretary
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Mr Beryl Sprinkel

Under Secretary Designate,
Monetary Affairs

US Treasury

15th Street NW

WASHINGTCN DC 20020

For byt

You may have heard that what Becretary Regan said to a
Congressional Committee about Mrs Thatcher's economic policy on
27 February probably received more publicity in the UK than it
did in the United States. It was reported prominently in the
Financial Times and the Times, and on the radio.

2. The only transcript I have so far received comes from the
British Broadcasting Corporation. If this transcript (attached)
is correct, I am afraid that the Committee heard one or two
mistakes of fact. Since, as has been repeatedly said during
Mrs Thatcher's visit to the United States, the main thrust of
the economic policies of our two governments is so similar, it
would be a pity if either side misunderstood what the other was
doing or trying to do, or were misinformed about the environment
in which the attempt was being made. 8o I hope you will forgive me
if, with the Chancellor's agreement, I send you one or two
corrections.

3. PFiret, the proportion of the working pcpulation in Britain
which, on the widest possible stretch of the term, could be
regarded as working for government is 3%0%, not 60%. This includes
everybody working for any kind of local authority and the employees
of all state-owned industries and of the National Health Service.
The great majority of them are not working for the Government,
though they are in the public sector.

4. Becondly, Mrs Thatcher's Government reduced the top rate of
tax on earned income from 8%% to 60% and on investment income from
98% to 75%. They did this in their first budget a few weeks after
teking office. They also raised substantially the levels of
income at which these maximum rates were reached.

1




5. Thirdly, they did not try to control the foreign exchange markets. |
The reverse is true. They completely abolished all exchange controls
after 40 years in the autumn of 1979 and they have permitted the
exchange rate to be determined strictly by market forces. They did
not join the exchange rate arrangements of the European Monetary
System., So it is hard to say that "their efforts to control the
foreign exchange markets were unsuccessful". As believers in market
forces, they didn't make any.

6. Fourthly, "they ruined their export trade" is a bit of an over-
statement. British exports had to be achieved in a harsher
environment. But the volume of British exports rose 1.75% in 1980
over 1979 and their dollar value increased by 274%. For comparison,
the value increase of Japanese exports in the same period was 25%
and of US exports 227%. And value is what pays the import bill and
looks after the current account.

- 7. Pifthly, the story about the high pay increases (so-called Clegg
increases, after the Committee which recommended them) in the public
services in 1979 needs correction. Mrs Thatcher decided she must
honour the pledge of the preceding Government on these increases,
though she would certainly say they were excessive and damaging,
especially in 1980. It is incorrect to say that the workers who
received these "catching up" increases were not highly unionised.
They were in fact all completely unionised and negotiated on a
national basis. '

8. As you know, everyone in Goyernment in Britain greatly hopes that
the programme of your Government will succeed. It is in the interests
of the whole Western world that it should and Mrs Thatcher has

already applauded the principles on which that programme is
constructed. We all recognise that in our parallel efforts we are
coping with disadvantages you do not have: a higher rate of inflation
to begin with; a much bigger public sector, with several major
nationalised industries; much more unionisation, especially in the !
public sector; a much weaker economy at a lower level of productivity;,
end the need to make a start with the programme at the onset of a
major oil price increase and recession instead of after the worst
had passed.

9. Bo there are good structural reasons why the struggle ought to

be easier for you than it is for us. But it is unhelpful, and also
unrealistic to suggest that we have failed because of policy mistakes
wvhereas you won't because you won't make any. Our Government does
not accept that it has failed, as you will have gathered from

Mrs Thatcher. We have after all reduced our rate of inflation faster
in 1980 than any other major country. Anyway, as our Chancellor
remarked, Finance Ministers have to stick together. They don't

have many other fri‘ends when the going gets rough!

10. We much look forward to seeing Secretary Regan and yourself
in London on 12 April - if not sooner.

Wy bk vt o sty
.. Ao
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DONALD REGAK'S CRITICISM OF MRS THATCHER'S ECONOMIC POLICY

Trenscript from BBC Radio 4, Today, 27 February 1981

PROGRAMME PRESENTER: .... He was giving evidence to a Congressional
Committee and was asked what mistakes the British Government had
made in the economic sphere. Well he took a deep breath because he
had an awful lot to say about this:

REGAN: ...... nonetheless, when Mrs Thatcher and her Party came into
power practically 60% of the population in Gt Britain in one form
or another was working for the Government. Luckily we don't have
that in this country, And at the same time Mrs Thatcher was faced
with a rate of inflation that was even greater than we have today.
She also admits that the tax cuts that she proposed were not nearly
as great as perhaps they should have been. You will recall that in
the s0 called unearned income area her suggestion was from 93%% down
to about 80%, and in the earned area from 8%% to 6%k. But having
done that they then raised the value added tax, VAT, there wasn't
that much incentive therefore «4n her tax cuts in order to get her
economy really started again. One other feature that happened at
that time; they tried to control the foreign exchange markets.
Their efforts were not successful. As a result, what happened
brought the £ really up in value. So high in fact that they ruined
their export trade. Therefore the programme that she had designed
did not produce the stimulative effect that she wanted. Now right
after that there were a large number of workers who were not highly
unionised, who had not had pay increases to the equivalent of what
some "of the highly unionised areas of the country had. She gave
pay increases in the neighbourhood of 22 to 28% within the first

year of being in Government. This had to have an explosive -
inflationary effect. Now contrast that with what we're trying to do.
What we're trying to do here is to give incentive tax cuts right
across the board and to bring down, over a 3 year period, unearned

income to the 50% range. At g?e time we're doing this this has a
ns
great impact on our capital/%ituation, it gives greater incentive
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save, to invest. We are also really deeply into budget cuts. And

e Budget cuts are going to really get federal spending, fiscal
esponsibility if you will, where we want it. Accompanying that we
have monetary reform. Now in England they did not get the M3 under
control. M3 over there continued to grow at a rate of 12 to 15%.
Our money is going to stay under control. The deficits that we're
projecting for '82 and '83 will be financed more out of private
savings than out of printing of money or monetising our debts. We
think that our programme is much more sensible, much more comprehensive,
and with a greater degree of chance of success than the British
experience.
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TREASURY COMMITTEE MONETARY REPORT: BRIEFING

The Treasury Committee's lMonetary Report will be published (with
& press conference) at noon tomorrow. CFR's have already gone out
(copies are being distributed within the Treasury separately) so
that the Press "heavies" will almost certainly give the Report
advance coverage tomorrow morning.

2. I attach briefing that we have prepared. The spadework
has been done by lMr Shields, but it reflects discussion with
Mr Burns and others. It is in three sections:-




A summary of the Report;

Some "bull points" to use;

L
Further defensive briefing.

3. In a sense the strength of the Report lies in the fact that
it has no strongly defined position so that there is a bit of
something in it for everyone. The two most potentiéii?nagﬁgéing

~—areas are the doubt cast in Chapter 8 on the causal relationship
from monetary growth to inflation (though the Committee remain
basically agnostic on tThis); &nd the strictures in the same Chapter
on the costs of reducing inflation by restrictive monetary policy.
The main weaknesses of the Report are (as in previous reports) the
absence of any coherent alternative strategy; the failure to assess
the costs of not attacking inflation by some such strategy as the
Government are pursuing; and the sheer wetness of the Report on a

| number of issues (eg on the exchange rate where the analysis' ends
simply with an exhortation to the Government to keep methods of
influencing the rate under review). All these points are covered
in the briefing.

Reactions ‘tomorrow

4. We shall need to decide tomorrow what sort of profile to adopt.
If we are a%&9wed to, a low profile would be better. We do mot wish
to conmtribute/enhancing the Report's status; and you will not in any
case want to be drawn into enticipating in any way next week's Budget
statement. But I suspect that it may be difficult to maintain this,
particularly if a vigorous press conference follows prominent
background coverage in tomorrow’ ' morning's papers. In this case
you will need to consider in the course of the morning whether you
(or, say, the Financial Secretary) should make any comment on the
record; and whether Mrs Gilmore or others should intensify press
briefing through the usual channels. We can make a first judgement
when we see tomorrow morning's press. We can then consider further
in the light of the press conference at which we shall have represent-
atives.




Prime Minister's Question Time

5. The Prime Minister will also require briefing for Question

Time tomorrow afternoon. If you agree, I think it might be useful

if this note and the briefing went over to No 10 tonight. Again,

if circumstances allow it would be better for the Prime Minister
herself to maintain a fairly low profile. She will (quite justifiably)
be able to claim not to have had time to read the Report; and she
“Will not want to anticipate the Budget (though without implying

that the Budget will necessarily address itself specifically to the
Report). But, if pressed, the Prime Minister might also find

it necessary to draw on some of this briefing and to deal with the
Report in fairly robust terms. In particular both she and you
would obviously want to make it absolutely clear that the publication
of this Report does not mean that there will be any change oflpolicy
(perhaps adding that the Report seems to contain a good deal of
misunderstanding of present policies - witness the 111—founded
criticisms of the rigidity of the IMI'FES).

6: If the briefing is sent to No 10 it might be helpful if we

were to make further contact with Mr Lankester around lunchtime
tomorrow in the light of the worning's developments.

Official Government reply

7« We shall also need to consider in due course whether there
should be a formal written Government reply. We argﬁggi_gb;iggg

to do so. We could, for example, argue that the Budget Speech

“and speeches during the Budget Debate contained as much reply as

the Governument intended to give. But I suggest we keep the options
open and consider this again after the Budget. We may decide

that it is positively in our interests to put some further written
comments on the record.

Report agreed with the Treasury?

8. I understand that 1 Du Cann has claimed that the Report was
agreed with the Treasury. This seems to be the same kind of canard

3
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that he more or less perpetrated last summer. If it comes up
publicly, it should be emphatically denied. As you know, the
Report was sent to us by the Committee in draft in the usual
way with a request for purely factual comments. Our opinions
were not sought and in sending our comments I made it clear in
writing that this did not imply in any way Treasury agreement
to the opinions or judgements in the Report.

J B UNWIN
4 March 1981




i

. SELECT COMMITTEE MONETARY REPORT: SUMMARY

There are two main themes in the Report:-

i) scepticism about the causal relationship from monetary
growth to inflation; and

a rejection of a policy based on inflexible targets for
a single monetary aggregate (particularly £M3) set for
a period of years. w

On the positive side, however, the Report:-

i) "welcomes the Government's readiness to announce medium and
longer term objectives which express its policy intentions";
and

ii) it does not offer any specific policy alternatives.

Its general thrust is that economic policy should be conducted in a
more eclectic, pragmatic way. It recommends that more attention should
be paid in a counter-inflationary policy to the possible short-term
costs in terms of lost output and to movements in the exchange rate.

Two additional aspects of the Report which might attract particular
attention are:

- i) +the doubts it casts on the relationship between the PSBR
and £M3%; and
the theoretical possibility it raises that policy directed
at maintaining the monetary target could amplify rather than
dampen fluctuations in economic activity.

The final chapter of the Report is entitled "summary and conclusions"
and it provides a succinct chapter-by-chapter review of the main Report
including direct quotes from the relevant chapters. In brief, the
arguments are as follows:-

Chapters 1 and 2: Introduction and "Method of Enquiry"

These chapters set the scene for an analytical review of the
Government's objectives and ways in which the methods adopted
;or achievement of these objectives can be subject to empirical
'testing. In fact, however, very little empirical evidence was

1.
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provided to the Committee except by the Treasury (and this was
treated rather grudgingly in the Report.)

Chapter 3: The Conduct of the Government's Monetary Policy

It is accepted that although the £M3 target in 1980/81 overshot
by a long way, the Government did make strong efforts to achieve
it and monetary conditions remained tight throughout the period.

There is also implicit agreement that it was right for the
Government not to go further in the autumn in terms of cutting
the PSBR or keeping interest rates higher.

Chapter 4: Principal views about main issues of Monetary Policy

The following useful (although somewhat expedient) classifications
are provided of the views put to the Committee, divided into
four "schools of thought":-

(D New Classical (eg Minford, exponents of rational
ey Ty
expectations); '
(ii) Gradualists (eg Laidler, Friedman);
(iii) Pragmatists (eg Tobin, Bundesbank); and
o ———

(iv) Anti-Monetarists (eg Kaldor).

There is also a balanced summary of the evidence put to the
Committee by the Treasury on behalf of the Government.

Chapter 5: Objectives, Targets and Indicators

The distinction between intermediate targets and indicators is
spelt out. The credibility of an intermediate target in terms

of its relationship to the Government's ultimate objective and

the Government's power to control it are seen as crucial factors.
Tobin and the Bundesbank are quoted in support of monetary targets
being made "conditional" on measures of international
competitiveness although it is acknowledged that whilst an
"unconditional" target that had to be abandoned repeatedly would
damage credibility, so would a "conditional" target if it became

a licence for unpredictable reversals of policy.

2
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Chapter 6: Money, Interest Rates and PSBR

This Chapter, although acknowledging carefully the impact of
interest rates on the relationship between the PSBR and the

money supply in the short term, is very sceptical about the
constraints imposed on the PSBR bythdmoney supply and the effect
of using discretionary changes in the PSBR to meet a £M3 target.
It quotes Treasury papers and many outside witnesses in evidence
of the diversity of relationships which can exist between changes
in the PSBR and £M3 (depending on the origin of the change in

the PSBR) and points out that action taken to correct deviations
of £M3 from target may counterbalance the moderating effect that
the automatic stabilisers in the PSBR would otherwise have during
a recession. It notes, however, that the Authorities did not
take action of this kind in 1980/8l itself.

Chapter 7: DMonetary Policy, Exchange Rate and International
Competitiveness

1

Various possible influences on the nominal and real exchange rate
over the last two years are examined. North Sea 0il is identified
as probably an important factor, but monetary policy (in its
conduct and perception) is thought to have been an important
direct and indirect influence. It is also suggested that external
factors and the recent re-emergence of sterling as a financial
asset have perhaps given a boost to sterling which may not be
sustained. Although direct controls are unlikely to be effective,
some tactic which would allow some pressure to be taken off
sterling is thought to be a useful element of policy. The
-possibility is raised of taking some account of both the money
supply and the exchange rate, as well as the objective of
inflation, in setting monetary instruments. A recommendation

is also made that revenue from North Sea 0il should be used to
facilitate structural change.

Chapter 8: lMoney, Output and Inflation

Considerable doubt is cast on the causal relationship from
growth in the money supply to inflation,although the summary
‘does carefully speak of it being the direct causal link which

is in doubt. ﬁut even if the link does exist, it is thought

3
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much more likely that monetary policy would have to work through
higher unemployment (via the "Phillips curve") and the exchange
rate than simply through the formation of revised expectations
in labour or products' markets. Thus the costs in terms of
unemployment of a restrictive monetary policy are thought to

be very high (with estimates derived from the Treasury model
being used to show an expensive short-term "trade-off"). The
Report even mentions claims that there may be permanent costs
without sustained benefits.

Chapter 9: Control of the Money Supply

The MFTS is criticised as over-rigid. &M3 is also considered
to be a misleading indicator, although the Government's"apparent
move away from £I13 as the sole monetary indicator" is welcomed.
Conditional targets or some alternative, more flexible approach
to monetary targets year-by-year would be preferred. WHilst it
is noted that the Government has not used its stated instruments
(PSBR, interest rates) more intensively this year to achieve its
target, this is not in itself a criticism of Government action.
There seems to be no enthusiasm for monetary base control and
the Committee does not produce any new views on monetary
techniques.

Chapter 10: The Development of Policy

This is mainly a plea for a formalised but eclectic approach to
setting policy instruments. Econometric models would be used

to give advice on how the ultimate objectives of policy could

be achieved at least cost to the economy (relying very much on
Jeremy Bray's familiar themes). It is acknowledged that the
state of the art is not sufficiently developed for this to be
used on its own to provide automatic solutions, but suggests that
more resources should be devoted to "policy optimisation" work in
the Treasury and Bank and by the Committee itself. Access to

the Treasury model)and evidence based upon it, should also be
improved subject to cost considerations.

. HF3
H M Treasury
4 March 1981
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SELECT COMMITTEE MONETARY REPORT: MAIN POINTS

Although the Committee's Report is generally critical of the use of monetary

targets, in many important respects it does endorse elements of the Government's

policy. In particular,
as follows:=-
SUPPORTIVE LINES

i) acknowledges the link between

growth in the money supply and

i)
inflation;

welcomes the Government's

readiness to announce medium and

longer term objectives which

express its policy intentions;

iii) recognises the Government's com- iii)
-mitment and success in achieving

tight monetary conditions in 1980;

iv) accepts the Government's view
éhat external factors such as
North Sea Oil and the surpluses
of other oil producers, as well
as the Government's monetéry
policy, were responsible for the
high level of sterling and that
some of the rise may well be

transitory.

it does allow certain '"supportive lines" to be referred to

QUOTATIONS

"Over the long term the money supply and
price level appear to have moved together."
(Conclusions and 8.27)

'We welcome the readiness of the Government
to announce medium and longer term
objectives which express its policy
intentions (Conclusions and Chapter 9.48)."

"Although the monetary target for the first
year of the MTFS was significéntly overshot,
there has been no doubt about the Government'
wish to reach its monetary target and it has
made considerable efforts in that direction
sssessss Monetary conditions have been
tight." (Conclusions and Chapter 3.3k)

"Some, but not all, of the recent rise in
sterling would appear to be due to policies
designed to achieve monetary restriction.”
(Conclusions and Chapter 7.48)
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SUPPORTIVE LINES QUOTATTIONS

v) doubts that direct controls or v)".it is possible to operate some controls or

intervention can bring about a exert influences upon capital movements and
significant, sustainable change thus the exchange rate in the short term.
in the exchange rate and accepts Such controls may not be as effective in
that there would anyway be holding the exchange rate in conditions of
consequences for the money serious long term disequilibrium."

supply; ; (Conclusions and Chapter 7.50).

recognises that departure from vi) "It may be possible to depart from the
an intended path for the PSBR target paths for PSBR and monetary growth
in the middle of a recession in the middle of a recession without
would not necessarily endanger the endangering the objective of reducing
objective of reducing inflation =- inflation...". (Chapter 6.29).
as the Chancellor said in his ‘
November statement to the House;
vii) stétes that the tightness of monetary vii) "The tightness of monetary policy is not
ﬁolicy is not completely measuved adequately measured by one monetary
by a single monetary aggregate as aggregate." (Chapter 3.27)
: was made clear in the Government's
Green Paper on Monetary Control;

acknowledges that the MTFS was a viii) "The MFIS was a bold experiment intended

bold experiment intended to to change expectations about the future
change expectations; of the economy." (Conclusions and
Chapter 9.47)

refrains from criticisiné any £527'[Tpolicy optimisation is a development
specific policy actions taken rather than a replacement of the

by the Government, implicitly forecasting exercises in the Treasury and
endorsing those made since elsewhere." (Chapter 10A.3)/

last November;




However, the Report also contains several fundamental criticisms of

Government policy which are bound to receive extensive coverage:

(i) the lack of evidence of a direct causal relationship
from money supply to inflation (conclusions and chapter

8.27)

(ii) the potentially high costs of a tight monetary policy

in terms of unemployment (conclusions and chapter 8.21)

(iii) the limitations of £M3 as an indicator of monetary
conditions (conclusions and chapter 9.45)

iv) the "rigidity" of the MTFS (conclusions and chapter 9.45)

Against. this, there are two notable ommissions from the Report which can

usefully be commented upon:

(i) no coherent alternative anti-inflationary strategy

is presented; and

(ii) no assessment is made of the likely costs of not
pursuing a policy designed to bring down the rate of

inflation.
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--@) SELECT COMMITTEE MONETARY REPORT: DEFENSIVE BRIEFING

1. Monetary growth doesn't cause inflation

Committee accepts that over the long term the money supply and

price level have moved together. Their doubts are in fact about
“Whether there is a direct or simple causal relationship. But it

is clear that monetary growth is a necessary condition for continued
inflation and that only if it is successfully controlled can
inflation be brought down.

2. Costs of tight monetary policy too high

Costs of not having a responsible monetary policy would be higher
and would be long~lasting. We are now experiencing some of the
short-term costs in terms of unemployment and output of tightening
monetary policy,but these would have been substantially reduced

if wage settlements had been conducted responsibly.

3. Treasury model shows no simple relationship between &M3 and

inflation

.. In the short run, many factors can affect this relationship. But in
the long run there is no escaping the fact that the money supply and
‘inflation do move together as the Committee acknowledges.

4, Treasury econometric evidence refutes money as sole cause of
inflation

Treasury paper shows importance of money in long run. But in the
short run - as the paper indicates - other factors can be significant.

5. Treasury model shows enormous costs of tightening monetary pclicy

Treasury model simulations are only one possible method of assessing
consequences of policy changes, and are subject to very great
uncertainties. There are well established difficulties of using
models to estimate the effects of major policy changes aimed at
changing people's general attitudes and expectations.

1 .
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., 6. Wrong to use £M% as the sole monetary indicator

Green Paper on Monetary Control pointed out very clearly that &£M3

was never intended as the sole indicator. But because of familiarity
to market and close connections with fiscal policy it is the best

one to use for the target aggregate itself.

7. &M% a misleading indicator

Particular problems this year relating to ending of the corset.

£M3 is also less sensitive than narrow aggregates to levels of
interest rates. But the special nature of the recession last year,
with a high level of personal savings and at the same time a high
kvel of bank borrowing by companies helps to account for the rapid
growth of all the broad monetary aggregates. But there is no reason
why these attributes should cast doubts on its usefulness as a
medium-term indicator or target. :

8. MTFS too rigid

The Government needs to present its intermediate targets in an
easily comprehensible and direct form. But in no sense_was the MIFS
.. for the period up to 1983/84 an overly-rigid framework/ggiting those
targets. It was made clear last year that precise rates of growth
within the period would need to be determined at the time.

9. [Target should be inflation rate, not money supply

Thé ultimate objective of our economic strategy is to bring down
the rate of inflation and sustain it at a low level. To achieve
that it is necessary to control the rate of growth of the money
supply. Money supply is more directly within our power to influence
and specific monetary targets give a clearer guide to the private
sector of the fiscal and monetary stance we shall adopt.

10. Controlling the exchange rate

Committee agree that direct controls aimed at keeping the exchange

rate down are unlikely to be very effective and they have no policy

" . 2
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to offer themselves. They also suggest that a combination of
factors - North Sea 0il, the surpluses of other oil producers,
monetary policy - have recently pushed up the exchange rate and
point out the possible inflationary consequences of aiming to bring
it down.

11. Account should be taken of exchange rate in setting monetary
targets

Monetary targets must be set clearly and demonstrably with reference
to the ultimate objective of reducing inflation. The exchange rate

is an important route through which monetary policy will bring down
the rate of inflation. But it is only one of many factors which

can affect the speed with which this comes about. In setting the
instruments of monetary policy over a short period it is appropriate
to look at a variety of indicators - real interest rates, the exchange
rate, all the monetary aggregates - but the &M3 target retains
primacy especially in the medium term.

f

12. Germany and Switzerland successfully switch between monetary

and exchange rate tarpgets

. These countries have followed responsible and successful monetary
policies for years. Their inflation rate has consequently stayed

low. We are not yet in this position. To bring about continued
deceleration in inflation from a highlevel, it is useful to maintain
a single, clearly expressed monetary target.

13. Government failed to foresee how severe the effects of their

policies would be

The 1980 Budget forecast gave a good indication of the fall in
total output that year. However, as the Committee ackrowledges,
the level of the exchange rate in 1980 and the severity of the
recession could not have been precisely forecast by conventional
techniques. In fact, the exchange rate was higher than was assumed
and there were underestimates of the fall in manufacturing output
and the rise in unemployment. Nevertheless, hadWage settlements
been lower - as they were in other countries - then the impact of
the Tecession on industry in particular would undoubtedly have been

smaller than it turned out.

3
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14, DMonetary targets haven't changed expectations

We are now seeing signs that attitudes are changing. People are
beginning to understand that our policies are bringing down the
rate of inflation and that they must adapt their behaviour
accordingly. The more moderate wage settlements we are now seeing
in the private sector are an indication of this.

15. Monetary strategy has just been "old-fashioned deflation"

No. Workers realise they have a choice between higher wages and
Jobs. It is up to them.

16. Danperous to make £M3 target the determinant of the PSBR path

Treasury evidence pointed out that in the short run many factors
can affect the relationship between the PSBR and &£M3. Bup it also
made clear that,in the medium term, if we are to maintain control
over the money supply and achieve moderate real interest rates, we
do need to bring down the size of the PSBR. To the extent that the
PSBR rises as a result of the recession, it is usually possible to
accommodate this increase in an unchanged monetary target, without
‘ implying an excessive level of real interest rates.

17. Monetary target should be dependent on prospects for economy
(Bank of Canada)

Essential for success of counter-inflationary strategy that have
targets which decelerate year by year.

18. Better to use policy optimisation techniques

As Report adknowledges, econometric models have considerable
limitations, both in explaining the economy and as a basis for
determining policy. Although techniques are improving, we note

the reservations expressed in the 1978 "Ball" Report about devoting
resources to this area.

m
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19. Access to the Treasury Model is too costly

It is an inescapable fact that access to models of this kind is
expensive. It would in principle be desirable for academics to
have cheaper and easier recourse to the model, but the Treasury
cannot undertake to bear the heavy costs this would involve. We
note the Committee's proposals to discuss with the SSRC how the
needs of the Committee and Parliament can best be served.

20. DNorth Sea 0il revenue to be used to promote structural change

Revenue from North Sea oil is already helping to reduce the PSBR
and allowing us to pursue our monetary strategy at lower interest
rates. This is crucial aid to the private sector.

2l. Fuller public debate needed on monetary control

Since the Green Paper was issued last March, there has beeﬁ an
extensive opportunity for the public to comment on the issues
raised and two seminars have been held by the Treasury and the
Bank. Discussions are continuing, but the changes announced to
date in monetary control techniques have been evolutionary and

* generally welcomed and there is still opportunity for ample public
debate.

HF3
H F Treasury
4 March 1981
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Summary and Conclusions

1 & 2 Introduction and Method of Enquiry

In this report we examine the Government's monetary policy

as it has been presented and implemented since June 1979.
During the course of our enquiry we took oral and written
evidence both from academics on the ,theories underlying
different approachés to #honetary policy and from practitioners,

such as central banks, on the implementation of different policies.

We published most of the written evidence as two volumes of "Memoranda
on lMonetary Policy" during 1980 and publish the oral and remaining
written evidence as Volumes II and III of this Report. We found it
helpful to distinguish between different schools of thought on

the main issues of the enquiry.
To be examined properly their theories have to be formulated

precisely and tested against the evidence in the most rigordus
ways available. We have therefore tried, where possible, to
examine their conclusions in the light of empirical evidence.

Ghaptér 3 - The Government's lMonetary Policy and the Way in which
it has been conducted

It is clear that the Government firmly committed itself to the
achievement of the monetary targets embodied in the Medium Term
'Financial Strategy, using interest rates and control of the
Public Sector Borrowing Requirement as its main instruments

of control. The Chapter continues by seeking to find out, in
the light of the failure to achieve £M3 targets in 1980, whether
the Government has followed ites intended menetary policy or whether
it was blown off course by unforseen economic factors. The
Government's actions on interest rates and the PSBR are analysed
and the tightness of monetary conditions considered by examining
monetary aggregates other than £M3,_interest rates, the growth




of the money supply in real terms and the behaviour of the exchange
rate.

We conclude that, although the monetary taréét for the first
year of the MIFS was significantly overshot, there has been no
doubt about the Government's wish to reach its monetary target
and it has made considerable efforts in that direction. However:
it has not used all the policy instruments.to the fullest extent
possible, having moderated upward pressure on interest rates

and decided against trying to cut the PSBR to the level it
stated was consistent with its monetary target. Despite this,.
monetary conditions have been tight. The world recession has
not so far been a major unforeseen factor in the operation of

UK monetary policy, since it was already forecast by the Treasury
at the time the MTFS was announced.

Chapter 4 - Principal Views about the main issues of monetary policy

After setting out the Treasury's view of how changes in monetary policy
work their way through the economy, we grouped positions of other
witnesses into four schools:the "New Classical" school which sees
monetary policy as being quickly effective in reducing inflation

with little impact on output, the "Gradualist" school which sees
monetafy policy as working to reduce inflation more slowly and .

at rather greater cost to output, the "Pragmatist" school which
suggests that the output cost of monetary policy is very significant
and suggests the addition of further policies to reduce inflation,

and the "Anti-Monetarist" school which denies the effectiveness

of monetary policies altogether. Inevitably these divisions are to
some extent arbitrary but they have been adopted for ease of

expositiqn. Ther terms used are purely descriptive and are not
intended to imply any approval or disapproval.




Chapter 5 - Objectives, Targets and Indicators

The Government's emphasis on a single monetary aggregate (8M3)

is put into the general context of economic objectives. The

Chapter discusses the use of economic instruments (such as interest
rates or fiscal policy) to reach those objectives and the role of
"intermediate targets" such as £M3 both as a link between instruments
and objectives, and as indicators of how the economy is moving.

The general form such intermediate targets should take is

also discussed.

.

Chapter 6 - Money, Interest Rates and the PSER

This Chapter examines the relationship between money, interest rates
and the Public Sector Borrowing Requirement, in particular the
government's contention that control of the money supply requires
control of the PSER (fiscal policy). This is of particular
importance when the PSBR is, ) at present, increasing partly as a resu
of the recession.We also consider the issue of "crowding out", that

is whether, even when there are unemployed Tesources, the expanslonary

effect of an increasge in government spending flnanced by borrowing will
be offset by a fall in private demand resulting from higher interest
rates. We note the dlstlnctlon between the. szze of the publlc sector
and the size of its borrowlng requirement and in an annex, set out the
concept of the "real" public sector’ borrOW1ng requirement.

This discussion-leadg_gg to make various observations. In the Medium-—
Term Financial Strategy the Government describes a path for the

PSBR which it believes ©0 be consistent with progressive reductions
in monetary growth. ©Such a path is the consequence of the

Government not wishing to reduce monetary growth "by excessive
reliance on interest rates" and reflects its view that reduced




money supply growth must be accompanied by reductions in the PSER.
We believe that there were risks attached to such a subordination
of fiscal policy to monetary targets. In a recession caused by a
fall in private domestic demand, built-in sutomatic stabilisers
tend to raise the PSBR which in turn, with unchanged interest rates,
may lead to an increase in monetary growth above the target.
Meeting MIFS targets may then require either a rise in interest
rates or a tightening of fiscal stance. Either of these would
tend to counterbalance the moderatlng effect the automatic >
’stablllsers have on the recession. In these conditions, addltlonal
sacrlflces of output may be made to meet monetary targets wlth the
object of reducing inflation.

Chapter 7 - Monetary Policy, the exchange rate and international

Competitiveness

The principal issue we examine is the extent to which the recent
dramatic decline in UK competitiveness can be ascribed to

monetary policy and how much is due to other factors. We describe
the views of our witnesses on how they expected that monetary:
policy might affect the exchange rate and hence competitiveness,
output and inflation. We note the difficulties which surround

an empirical explanation of the present. high level of Sterling. We
discuss the effects of North Sea oil on the: economy, both on
. the exchange rate in the short term and on the structure

of the economy in the long term. Finally we discuss the views

of our witnesses on how the exchange rate might be influenced,
together,with'the risks involved in the various proposals.

Most of our w;tnesses SEQEEEEEB that one of the first
effects of the pursuit of tight monetary targets would be to
raise the exchange r;te while downwérd pressure on wageas and
prices would act more . slowly. The result would be a rise in
the real exchange rate and fall in the level of internatiqnal
competikivenes.‘ This, it is suggested, is a principal

.transmission .mechanism of monetary policy in an economy with a

floating'exchange rate.




Some, but not all, of the recent rise in sterling would
appear to be due to policies desigped to achieve‘monetary
restriction. Although the £M3 target itself was
overshot in mid-1980, both the announcement that determired
efforts will be made to achieve future monetary targets

leading to expectations of falling inflation in the UK and the

effect of deepening recession on the balance of payments will

have re-inforced the effects of tight money. The benefit of
North Sea o0il to the current account will also have
strengthened sterling.

However w2 believe that external factors and the re-

emergsnce of sterling as an international asset will have

considerably intensified theée effects. The boost which this

has given . to the exchange rate is a precarious one. The

factors at present giving strength to stegling may weaken or
indeed disappear quickly. s . The problems

of lack of competitiveness would then be removed, but a rapid

reversal of the exchange rate appreciation would bring its own

problems, notably severe inflationary pressure. The

Government should re-examine the role of sterling and metnods

for influencing the exchange rate to prevent the 2conomy being
cursed with this modern version of ths "sterling problem".




We have received evidence that, while it is possible to
operate some controls or exert influences upon capital
movements, the controls are unlikely to be effegélve in
holding the exchange rate in conditions of serious long-term
disequilibrium. The practical way forward appears to be to
take some account of both the money supply and the exchangs

rate as well as final objectives in setting the instruments of

monetary policy.

We have received Some conflicting evidence on the impact

of North Sea o0il on the economy.” Whatever one's views on

these arguments, the Government myst find some way of using

the growing fiscal revenues to tackle the problems of

structural change. In terms of future prosPeéts for growth,
employment and competiiiveness thése issues of structural
change (such as the effect of worsening competitiveness on the
manufacturing sector) would seem to be of - '-x, .

greater importance than the effects of broad aggregates such

as £M3 and the PSEBER.




o

Chapter 8 - Money, Output and Inflation

14 The focus of interest in this Chapter is on the effect monetary

policy may have on inflation and output. We first set out the

varying views of our witnesses on the speed with which monetary

policy might reduce inflation and the cost in terms of lost

output and extra unemployment. We then examine econometric evidence,

particularly estimates of the scale of output loss accompanying

reductions in inflation following a tightening in monetary

conditions. Estimates of this are derived from the Treasury model.

The prospects for economic recovery and the possibility of

inflation rising with recovery are discussed.

Although over the long term the money supply and price

level appear to have moved together we have not been convinced

by evidence of a direct causal relationship from growth in the

money supply to inflation. ~ Indeed, ‘the Treasury's

own evidence tends to refute suggestions of any simple

relationship in the short and medium term.

One of the ways in which it was suggested that monetary
policy would combat future inflation was by changing inflationéry

expectations. .~ ..We - discuss _the view that

monetary policy can work_directly, through expectations, to

reduce inflation without significantly affecting output. We

conclude that in the light of experience this view is over-

optimistic. Prices in the financiallmarkbts; notably the
exchange rate, certainly appear to be sﬁiftly affected by changes
in monetary policy. Labour and product markets are not however
affected in the same way and any movément.is much qlbwer. It ig
unredlistic to suppose that-negotiated wagesland administered

priéeé respond'rapidly‘and au;omat{ca11y tb'annéuncements_qbqut'




“monetary policy, however credible they may be, The influnence of

monetary policy on wage and price inflation does not therefore

appear primarily through the setting of targets or through

expectations, but rather through the lower1nq of economic

'actlvity and the appreciation of the exchanqe rate that results

from the pursuit of monetary targets. This has certainly been

the experience of 1980

Treasury's evidence from its model of the economy suggesfg_zaat

the cost of reducing inflation by policies. designed to reduce  the

3 Accordlng to the simulations.on the
growth of the money supply is high*@odel after 4 years a. lagting

fall in the rate of inflation of about 1% per annum can be
achieved at a cumulative cost over four years equivaleht to 4% of
a single year's GDP and a year's additional unemployment for 2.5%

of the labour force (650,000 man years) .

-

Such a cost may not be equally spread; the experience;

of 1980 is that losses of economic activity have been

particularly concentrated on the manufacturing sector to a much

greater extent than was officially forecast.

The'Treasury's view ‘suggests that unless the inflation
rate falls very rapidly (to below about 5% throughout 1981-82 and
1982-83) achievement of the Medium-Term Financial Strategy's
monetary targets will mean that the Government's monetary stance
will remain contractionary. ‘Assuming that a recovery does occur
we have received conflicting evidence on whether the economy's

growth path is permanently affected by the initial monetary

restriction. We also received conflicting evidence on whether. a




recovery of output would bring renewed inflation. If for
instance an eventual restoration in competitiveness was brought
about by a fall in the exchange rate the gains in terms of lower
inflation brought by its initial rise may not be lasting.

are those who see this kind of mechanism working to such an

extent that they fear that a return to high levels of employment

—will see inflation returning to its initial level, with the

recession having achieved no lasting purpose. L

——— ._-._._..._-—-___.-___.._.-_.—-___._,_, e

Chapter 9 - Control of the Money Supply

In this Chapter we consider whether £M3 is an appropriate
aggregate for use as an intermediate target, whether it can and
whether it should be controlled. We discuss whether the
experience of 1980 suggests that there are basic flaws in the
MIFS or that the transitional difficulties were greater than

the Government expected. We also conszder the use of alternative
methods of monetary controls such as Monetary Base Control, and

the case for using additional targets (monetary and non-monetary).




The Government is committed to a Medium-Term Financial

Strategy in which monetary growth (as measured by £M3) is kept

within steadily declining target ranges over four years. The

Buthorities have so far pursued these targets with the use of
interest rates and ;jsgal policy. They have not, however, found

‘themselves able to use these methods sufficiently strongly to

bring their chosen measure of monetary growth (£M3) within its

target range for the first year of the MTFS.

An alternative to present methods of contrcl might be
to move towards control of the monetary base. Depending on now
this was implemented it might succeed in affecting the money
supply either by causing banking business to move elsewhere'(a
problem of a kind which has 1ed the Authorities to eschew the use
of direct controls), or it might opef%te by allowing large
fluctuations in interest rates including rises to levels at

present judged unacceptable.

What is clear to us is that little is at the moment known about

the possible effeets that a change to monetary base control may
“Aave on the services that banks and building societies offer to

their customers. We understdand that discussions are taking place
between the Bank of England and the financial institutions.

However a change of this nature would have far reaching practical
consequences and there is a need for a fuller public debate on the issu

The Authorlties have so far chosen not to use direct

controls, and

heve_indeed removed controls on capital movements -

.and abolished the supplementary special deposits scheme

previously used ‘to check the growth of £M3. While theee actions

- may in the future make £M3 a better indicator of financial




conditions prevailing in the UK they have reduced the value of
the monetary targets, for the current year at least. The
Government now suggest that other monétary and non-monetary
variables are better indicators of the -tightness or otherwise of

underlying monetary conditions. If so, the current position of

- —

EM3 well above its target range makes it a misleading indicator,
appearing to presage greater increases in interest rates and/or

more fiscal contraction than the Authorities intend to impose.

We welcome the apparent move away from £M3 as the sole

monetary indicator. A problem for the Authorities is, however,
the specification of a financial strategy which takes accognt of
more than one monetary indicator. A possible solution might be
that adopted by the Bank of Canada, i.e. to use a singlé
aggregate as an indicator, so that it" is clear whether it is
within its target range, but to make that target range debéndent
on the behaviour of a broad range of economic and financial

information. The policy optimisation methﬁds considered in

- ———

Chapter 10 are directed at such an approach with the addition of -

an indicator system suggesting the action needed to correct

deviations from the target.”

The Medium Term Financial Strategy was a bold

experiment intended to change expectations about the future of

the economy. As we conclude. above, ; : we believe that the

view that monetary policy will quickly affect wage and price

expectationé is ovef;optimiStic. “This clearly ﬁili not happen if

the monetary targets themselves are not credible. Unforeseen




ékternal developments (such as a rise in the real price of o0il)

make achievement of immutable targets set for a period of séveral

years difficult, if not impossible. We were warned by other

Central Banks who have pursued monetary targets that the

effective use of such devices is by no means a mechanical

procedure. It evldently requires a degree of Judgement and

flexibility in the choice of the monetary aggregate, and in the

setting and resetting of the targets for it, to ensure that the

pursuit of such an intermediate target is consistent with -and not

inimical to progress in achieving the ultimate objectives of

policy on which there is substantial agreement, namely growth,

less inflation and higher levels of employment.

We welcome the readiness of the Government to announce

medium and longer term objectives which express its policy

intentions. However events have'shoﬁn that the Medium-Term

Financial Strategy was not soundly based. It was over ambitious

in the first year, and in setting,uﬁégggzzzsgzl targets for a

four year period. 1In any future financial and economic strategy

it would be wise to allow for modification of the tactics in the

light of developments.

Chapter 10 - The Development of Policy

In this Chapter the question of how the design of economic'policy
and the econometric evidence on which if is based can be improved
is discussed, with emphasis on improving the use of the various
available macro-economic models. The use of policy optimisation
methods is discussed and in an Annex to the Chapter Dr Bray
discusses in particular the work of the Programme of Research
into Optlmal Policy Evaluatlon. :




The Committee concludes that while care is needed in

thz vse and interpretation of econometric analysis, it is an

important tool in the design and testing of policy which has

not heen vsed efficiently in the design of monetary policy, or

economic policy generally,We are not.satisfied~— ~— ~ that present

arrangements produce the most useful model based evidence for

the Committee, for Parliament, or for the public. We .

believe that access to the Trezsury model for academic

researchers, businasss users, Members of Parliament and the

Committee itself could usefully be improve3d but the cost would

hzve to be considered.

We therefore propose _to Aiscuse with the
Social "Science Pesearch Council and with the forecasting'anﬂ
model building teams, how the needs of the'Committee can be
more fully met and at what cost. .The Committee recognises
that these needs ére,in,factﬂan operational requirement for

Parliament rather than reguirements of academic research. Tf

it appears that funds are required to meet the requirements

for.Par]iament, the Committee will recommen?d accordingly.

believe that recent advances in the field of policy

optimisation should be experimented with by the Treasury and

Bank of Fnglznd on their models to see to what extent they may

vsefully extend their moﬂelling orocedures. The Committee

would wish to be kept informed of the results of this .work
that on the YWational Tnstitute and London RBusiness School .

models,




The selection of appropriate intermediate targets, the relative
weighting of intermediate targets and final objectives, and the
detailed design of a strategy require more detailed evidence than

the Treasury have yet been prepared to give or the Committee is

yet equipped to provide for itself. To move from one narrowly
defined strategy to another, without full Justification, testing

and debate on the new strategy would not engender confidence.

While sympathetic to the principle of a médium term economic strategy,
in the period in which it is being developed the Committee believe

a more pragmatic approach is required in which competitiveness and
final objectives are given greater weight than in 1980.
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CONFIDENTIAL
COMMERCIAL -~ IN CONFIDENCE

Qa 05259

To: MR 1ANKESJ£;:

b 27 February 1981

Froms J R IBBS P\$

Illustration of the Effects of Exchange Rates and Inflation

i1l I believe there is increasing understanding of the effect which the
exchange rate has on the competitiveness of companies which trade inter-
nationally. However, the relative significance during the last two years
of on the one hand a stronger exchange rate, and on the other a higher

inflation rate than in other countries, may not be so well understood.

23 To illustrate the relative effect which the exchange rate and
differential inflation have had, and how as a result the situation' in the
United Kingdom has differed from that in Germany, I recently asked ICI to
calculate how their 1979 tradihg results for Europe overall, including the
UK, would look in 1981 if adjusted for the exchange rate and inflation
changes that have occurred, I asked them also to make the corresponding

calculation for a notional identical business located entirely in Germany.

5% The results of these calculations are shown on the attached sheets

I and IT. The assumptions are listed in the Annex. The calculation assumes
the same cost structure in both companies in 1979 and the same volume in
both 1971 and 1981, It excludes the effects of the recession, changes in
the US dollar price of oil, improvements in operating efficiency, and
assumes that prices have moved in line with local inflation rates. These
overall assumptions have the effect of under-stating both the absolute
deterioration which has actually occured in ICI's situation and the

relative position compared with Germany. However, they do enable the
exchange rate and inflation effects to be disentangled from other influences
in a rational unexaggerated way. I would emphasise that the figures relate
to the totality of ICI's BEuropean business and take proper account of those
parts that can be protected from exchange rate and inflation effects; for

il
CONFIDENTIAL




CONFIDENTTAL
COMMERCTAL - IN CONFIDENCE

example, because international competition does not occur or because

they have a commanding position through technical excellence.

L, The calculation shows clearly on sheet I that out of a total loss
of profit of £487m, (profit £429m, to a loss of £58m.) the effect of the
exchange rate has been more than three times greater than that of
unfavourable differential inflation, Sheet II shows that the same
circumstances that produce this change leave a German competitor with

an unchanged profit margin.

5. The loss of profit in the UK has been too large to be offset by
cost reduction. The variable cost consists of raw materials and energy.

(Any unfavourable movements in energy prices above the general rate of

inflation are not included in the calculation,) They cannot be rapidly

reduced and improvement is likely to be largely matched by competitors.
The 1981 salary bill (which includes what would be termed 'wages' in most
companies) would have to be more than halved to achieve the required
saving, A substantial reduction in numbers and improvement in working
practices has been achieved so that the actual increase in the salary
bill will be substantially less than the rate of inflation. However,
this gain will be more than offset by the unfavourable factors given in
paragraph 6 below.

6. The calculation is intended to highlight the inflation and exchange
rate components of present difficulties. In a number of respects it under-
states the real problem., UK and Continental chemical prices have not kept
pace with inflation., The raw material costs have increased more than
inflation because of oil price increases. Continental economies have

been slower than the UK to reflect increases in world energy prices to
consuming industries. UK customers subject to the same pressures are in
decline and there is a fall in volume on this score as well as from the

general recession,

T The two important conclusions I should like to emphasise are first

the sheer size of the exchange rate effect, and second the way in which

2
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exchange rate and inflation changes have left a corresponding German

business unscathed, The latter has serious implications in terms of

giving the Germans the ability to steal a march in the long term race

through having cash available to invest in improvement and innovation,

8. I am sending a copy of this minute to Sir Robert Armstrong.




ICI: = PAN EUROPE

1979 1979-81 1979-81 1981
Trading Effect of Effect of Trading
Account Local Exchange Account

' Inflation Rates

£m £m

SALES
Sensitive to £

DM
Us$

VARIABLE COSTS
Sensitive to £

DM
us$

GROSS MARGIN
SALARIES

Sensitive to £
M

" FIXED COST

Sensitive to £
DM

DEPRECIATION

PROFIT (H)

PROFIT/SALES %
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._ A GEMAJSIHESS = PAN EUROPE II

1979 1979-81 1979-81 1981
Trading Effect of Effect of Trading
Account Local Exchange . Account

Inflation

e} Ll

SALES
Sensitive to £ |
DM | 11160
Us$ | 2521

VARIABLE COSTS
Sensitive to £

GROSS MARGIN

SALARIES
Sensitive to £
DM

FIXED COST

“ Sensitive to £ | | | |

io ¢ | 1986
| | | | |

1986

DEPRECIATION : 637

PROFIT (H) 1669 1919

£m 429 (3.89) " . 383 (5.00)
- PROFIT/SALES § 12% 12%
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ASSUMPTIONS

1. [Exchange and Inflation

© 1980/179 1931/80 1981779

Inflation UK : 18% . 11% . 31%
Us 13.5% 1% 26%
DM 5.5% 5.5% 1%

3.89 to 5,00
2.12 to 2,30
1.83 to 2.17

The model assumes that Selling Prices and Costs will move in linq with
inflation in the currency to which they are sensitive.

Sales outside Europe, £607m are treated as US$ sensitive, Sales to Europe,
£1000m- as DM sensitive and £4im US$ sensitive.

The UK sales by business area are olassified:=

e

£ Sensitive DM Sensitive

Agricultural Fibres

General Chemicals Organics
Paints Petrochemicals
Pharmaceuticals ' Plastics

Plant Protection

Explosives

DIT/MT




10 DOWNING STREET

From the Principal Private Secretary 23 Tebruary 1981

Indexed Gilts

The Prime Minister has seen the Chancellor
of the Exchequer's minute of 18 February 1981
about indexed gilts and agrees that he should
proceed as he proposes.

I am sending a copy of this letter to
Tim Allen (Bank of England).

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

SECRET




bc Walters CCo
Wolfson
Sir R. Armstrong

10 DOWNING STREET

From the Private Secretary 19 February 1981

The Prime Minister held a meeting yesterday evening with
the Chancellor of the Exchequer and the Governor to discuss
short term interest rates. Mr. Middleton and Mr. Walters
were also present., They had before them the paper which you
circulated with your letter of 17 February.

It was agreed that it would be a mistake to reduce MLR
today, If there was to be a reduction, it should now not take
place until the Budget. In reaching this conclusion, it was
argued firstly that it would be difficult to rationalise in
advance of the monetary and fiscal decisions to be announced in the
Budget, In particular, it would be easier to justify a reduction
when the Chancellor had made his substantial revenue raising
proposals. Also, more time was needed to construct a convincing
rationale. Second, the PSBR for the first three quarters of
1981/82 would be announced today (Thursday) at a figure of over
£13 billion, and this was likely to be badly received by the
market. Third, the exchange rate had not appreciated as much
as might have been feared after the publication of the trade
figures.

It was generally agreed that some reduction in MLR on Budget
Day would be desirable, although a final decision could not be
taken until nearer the time. The Prime Minister expressed the view
that a 1 per cent reduction - though no more than that - should be
feasible. It was also agreed that, as the Governor had argued
at the meeting on 11 February, any reduction would have to be
Justified by a number of factors - including the state of the real
economy, the exchange rate and the real level of interest rates.
It would not be possible to justify a reducticn purely in terms oif
the prospects for the monetary aggregates however defined. It was
going to be difficult enough to stay within the monetary target
over the coming months: to reduce MLR would probably increase the risk
of overshoot,

I am sending a copy of this letter to Tim Allen (Bank of England).
I. P. LANKESTER

John Wiggins, Esq.,
HM Treasury.

i KRG
__f:_, NS _ =

' T 2y g, Pt




SUENERRVE T

ks Uen
Treasury Chambers, Parliament Street, SWIP 3AG (Tku | (e M
01-233 3000

Fid o~ h ‘w)-
o/ o Q\(\. ?Jupln{_( - &l’.‘) -
PRIME MINISTER f aah ‘z

(%
Bl

When the Governor and I discussed indexed gilts with you, =y o

|
INDEXED GILTS

you invited us to consider the timing of the issue and to
report back.

HI'L/

2 We are agreed that the Budget would be the best time to
announce an indexed gilt. The Bank have tied up in advance
over £500 million of funding for banking March which bsgins

next Thursday, and hope to _achieve further sales ahead of the
Budget, particularly if the hopes of lower MLR, which were

gquashed last week, should revive. In any event the market
will need longer than:ﬁ;ﬁ;fjirdigest the (complicated)
prospectus and will be better able to assess the stock in the
Budget context.

3. If we wished to issue before the Budget we should need to

do so very soon, so as not to have a situation in which the
period between issue and call included Budget day itself.
An announcement in the next week or so might in any event be

technically impracticable. On the other hand, we do not wish

to delay the announcement any longer than necessary. The

laaésr we do delay the greater the risks of a leak which could

cause considerable damage to our conventional funding programme.

4, On balance, therefore, we think the Budget is the best
time for an announcement, with the first call on 26 or 27 March.

B You might wish to know that we would propose, in the

first place, to issue a tranche of £1 billion with calls spread

N——
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over three months, with a 2 per cent real coupon and a

maturity of 15 years.

6. I have proposed a solution to the eligibility problem to
the Secretary of State for Trade.

7. I am copying this letter to Gordon Richardson.

(G.H.)
/8 February 1881
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INTEREST RATES

Ay This note first sets out the new arrangements for
determining short term interest rates after the Budget.
It then examines the factors which might be taken into

" account, both before the Budget and in taking decisions

P
under these arrangements. ; =

—

“The New Arrangements

2.. Uhdef the arrangements announced'by_the Chancellor in

his statement on 24 November, the Bank will reduce its discount
window (last resort) lending - indeed it has ET;Ehdy done so.
Instead it will rely on open market operations. Cash will be
injected and withdrawn from the system by pga&&gsing or selling
bills.: The objective, each month, will be to keep the interest
Tate onlday money within a_Q'Z’iband, with a further outer, band of
1% on either side to allow for fluctuations on individual days.
These bands would be operating rules for the Bank; they would not
be disclosed to the market. |

Bie There are a number of advantages in these arrangements:

e shifts of the band would be smaller and more frequent
than with MLR.

b.' the market will have more of a role. It will influence
~ short rates of maturities longer than 7 days. -

C. the authorities will not fully control day to day swings
in interest rates within the band. The terms on which cash
~is available to the banking system will be less predictable.
The banks may be rather more cautious about their lending
and about offering open-ended overdraft facilities than at

present.
p————— T

The institutions will thus have a controlled faretaste of the

m
increased volatility of interest rates than mlght follow from a
fully fledged monetary base regime,

4. Decisions on the centre point of the band each month, and
whether interest rates will tend to the top or bottom of it
within the month will still be taken by the authorities. The new




arrangements still leave the Government with the task of
. settling the criteria to be taken into account in making
) AT ; !
these decisions - though perhaps less of a problem in having

to justify each move.

* Criteria for Determining Interest Rates

5. The present position is that interest rate changes should

be made in relation to changes in the monetary aggregates -

particularly but not exclusively &M3. There have been difficulties

with this: T arpnle ' T ;
a. the reéponse of &M3 to changes in the level of short

 term interest rates is uncertain and difficult to predict.

It may even be perverse in the very short run. The problem
is that much of &£M? is interest bearing and thus responds to
the structure rather than the level of interest rates, and
the long run effect of interest rate changes can take time
to build up. &£IM5 reacts more strongly to changes inlzisgil

and funding Eolicy.

b. Ekperience suggests that £€M3 on its own may not be an
adequate measure of monetary conditions. £M3 has also been
affected by the corset so it has not given a true reading,
though it should be more accurate from now on.

6. There may be a case for looking at the narrower aggregates
and other factors more closely than we have done in the past for
purposes of short term interest rate management. The narrow
aggregates respond more certainly to changes in the level of
interest rates, though the effects also take a while to build up.
M1 in particular changes to a much greater extent than £M3 for

a given change in short rates. Moreover the narrow aggregates
seem to have as good a relationship to the final objective of
reducing inflation. &£M3 could then assume a role as a medium
term objective to be achieved over the whole MIFS period rather
than in one specific year.

e Since the autumn, it cannot be said that changes in £M3
__have had much influence on interest rate decisions. We have

however had a comfort that the narrower aggregates have grown
slower. M1 has in particular been within the Target range set

i
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. for £M3. It is open to question whether this is reasonable;
+ on past relationships IM1_would be expected to be below £M3
for a given effect on inflation. The relationships between the
aggregates observed last year are in any case unlikely to
. carry through in the same way next year, so it is also necessary
to examine the implications of other factors —Zthe exchanée rate
and the real economy which might be taken into account in setting

interest rates.

8. The following paragraphs consider what mlght be implied

by the varlous indicators.

&%

9. &M% has grown at an annual rate of 21% since the present

7-11% target range was set in February 1980. Allowing for.the
_(:E:T""effects of the corset, the increase was around 18%. It has

; > — Vs

grown slower in the last_3 months .an annual rate of 1%% - but

February and March could well see figures of over 1% and'the

rate of increase for the target period will be close to 12%.

10. * Looking ahead, we face the task of persuading the markets

that a PSBR of%jﬂ% bn after the tax changes in the Budget is
consistent with the MTFS figure of 6-10% growth in &£M3 next

year, given experience this year. The task is not so difficult

as it might appear because, assuming we claw back none of last
year's excess this year, the starting level for £M3 will have risen
sufficiently to accommodate the rise in nominal incomes. Iast

Year we began the target period with £M3 %Eﬂhrelatlve to incomes.
A target growth of £M3 of between 6- 10% for the next financial
year would be considerably nearer to the expected growth in
nominal incomes, than when we set last year's target. But in
‘practical terms we have to persuade people to hold a high
proportion of the increase in financial assets which the PSER
and current balance implies, in a form other than bank deposits.

Both in relation to its past performance and future prospects;q
it is impossible to make out a case for an early lowering of
interest rates based solely on £M3. Indeed we should need all
the favourable impact on expectations from lower inflation to
avoid higher interest rates.
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" 11. The narrow aggregate about which we know most is M1. Over
the target period it has risen by around 8% so far, but has
grown rather more rapidly over the last 5-Eanths. M1 is of

© course much more responsive to lower interest rates. At the
interest rates required to give us a chance of keeping &£M3 to
the MTFS path, we think that -Pﬁ might grow by about "l_%next year.
A rise in interest rates would probably be needed to achieve a
target rate of growth for .I:Il'of'fﬁ. '

12. Tooking to the future, with interest rates falling, M1 can
be expected to grow relatively rapidly. If we experimented for
example by bringing interest rates down ---b>e7ual_ the inflation
rate, I growth could rise to around 20%.

The Monetary Base

13. Though we are planning to publish the numbers in March

there is, as yet no series for the monetary base. So it is
difficult to mount a public argument now for changing interest

rates by praying movements in the base. Moreover the intefpretation

of the numbers is open to doubt given past institutional arrangements.

14. Over the last 11 months the base has increased by around

4% as has the non—fzgzzest bearing component of M1, but the
-;;ries is an erratic one and by April on our figuring the figure

could be as high as 12%, when compared with the same month a

year earlier. The ﬁggz'will move rather like M1 though not so

certainly, in response to interest rate changes. But our knowledge

of its behaviour is limited.

The Narrower Apgregates: the Past

158 “The monetary squeeze looks different when looked at over

past periods in terms of différent aggregates. If we examine
changes in the real money supply for this purpose, it can be

seen that whereas £€M3 is about back to its historic trend, both

M1 and the monetary base are still some way below. But they

are both recovering. And the prospects of more rapid growth in
these aggregates in future, together with our expectation that they
will grow substantially quicker than £M3 next year, means that it
is difficult to take full credit for the past low growth rate in
setting our objectives for next year, :




. 16, To sum up then, it is not easy to construct a case based
on the observed movement of the monetary aggregates for a
sustained fall in interest rates. The past behaviour of narrow
aggregates might be used to support a case for a limited further
fall. There might also be a case for a limited fall based on
the possibility of more favourable developments in £1M3 later in
the financial year. But this would imply a commitment to raise

interest rates again if the narrow aggregates do move ahead
rapidly as we should expect, and if £M3 fails to fall. The
analysis and numbers above could of course turn out to be wrong -
the picture might turn out to be a good deal better than we think,
But as of now the numbers do not show it.

The Exchange Rate

17. A case for lower interest rates would have to be supported

by reference to other factors. The most obvious of these is’

the exchange rate. This is higher than anyone thought, partly

for reasons connected with North Sea oil and seems likely to

stay so. The exchange rate does part of the job which tight
domestic monetary conditions‘are supposed to do in bringing down
inflation. It is part of the total monetary picture, In an

open economy it is one of the main ways in which monetary

~restraint affects inflation. But it also affects ag%%gggk and
og;put._ If the exchange rate has overshot, a case could be made

out for lower interest rates and a greater expansion of the

domestic money supply for as long as at least some of the overshootin
lasts. If the exchange rate overshoots temporarily the inflation
rate reduction is brought forward at the cost of an acceleration

in inflation when the exchange rate falls back later on. But any
benefit to inflation is important in the battle against inflationary

psychology. T
#
Inflation and Real Interest Rates

18. The inflation rate has fallen while nominal interest rates
have remained high. Real interest rates have now risen - though
it is an impossible task to measure them accurately as they
depend on expected inflation. They have risen sharply from the
negative interest rates we experienced earlier in the Year. But
other OECD countries are also experiencing equally high real

—




interest rates.

The Company Sector

19. The high exchange rate has a severe effect on the liguidity
and profitability of industry. It had been hoped to offset
some of this effect by fiscal means, but the high PSBR for next
year rules out large scale help for companies. TLower interest
rates would be an effective way of helplng companies, particularly
as low profltablllty means that many of them canng__get tax relief
for the interest at present charges. .This would be true whether
or not the exchange rate falls in response to the lower interest
ﬂ

rates.

The Real Eboﬁomy

20. The'Treasury forecast ehvisages a small improvement in
output next year, but investment and exports are expected to .
weaken. It might be thought that these conditions are so tight
€E§E'an easing of monetary policy, at least temporarily, is

indicated. }
Restating the Strategv

21, It is essential to restate the medium term monetary strategy
in a way which restores credibility. £M3 will continue to be

the centre piece of the strategy - perhaps with its medium term
nature emphasised. The question then is whether movements of

short term interest rates can be decoupled for medium term movements
in £M3.° Though it will be impossible and unwise to attempt to do
this completely fiscal policy and funding policy - which is still
under examination - would be seen as the main means of achieving
medium term control. T@ere are two broad possibilities for month

by month decisions:

é. The Narrow Aggfegates

Greater emphasis on the narrow aggregates would tend to

suggest higher rather than lower rates consistent with the
RO s i Y

MIFS. Extra formal targets might simply multiply the

problems of monetary control.

b. Inflation and real interest rates. Inflation is
expected to remain around 10%, This would point to a
further reduction in interest rates. The movement of the
monetary aggregates could look very uncomfortable, but not
completely unconstrained.

B
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. 22. The position with the exchange rate and the real economy
is different. One possibility would be to relax the stance of
policy - both in the ghort and mfﬂi&f term - to take account
of this. For example we could raise the upper and lower ends of
the target range to 5-11% to accommodate more monetary growth.
The high PSBR for 1553:52 reinforces the case for a move in
this direction. But this has to be balanced against the need

to maintain the expected thrust of the strategy.

23, This is however a very different proppsition to adjusting
monetary policy in order to achieve some particular objective
for the exchange rate or the real economy. '

24, The exchange rate responds uncertainly to small changes in
relative interest rates, intervention and changes in the money

supply unless there is a sharp change in confidence when it can
respond all too quickly. Steering by the exchange rate could
mean very wide divergence of the money supply from any target
path. The response of the real economy to lower interest rates
would of course be very slow, though companies would be helped
over a difficult period.

25. The case for lower short term interest rates depends on

the balance of factors outlined above. A downward move now would
have to place a lot. of emphasis on the movement of real interst
rates and inflation. Given the prospects for monetary growth,

a lot of weight would have to be placed on these arguments if

we are not to raise expectations of higher interest rates later
in the year or even sooner. It has to be recognised that it

may be very difficult to reconcile these moves with the MIFS,
unless we could argue convincingly that £M3 growth would slow
down éventually or that'monetary growth above the upper end of
the target range would not imply higher inflation.

An Immediate Move

26. Against this background, the case for an immediate move
in interest rates could be viewed in two ways:

a. It could be seen as getting a small change in interest
rates in using the real interest rate argument, with very little
immediate effect on £M3 before the Budget.
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27,

b. It could be seen as heralding a sustained fall in

interest rates for reasons which cannot be supported by
the observed changes in the monetary aggregates. It would
be a short step if this came to be believed to move into

‘an exchange rate policy, as the most ‘obvious alternative

indicator - where we reduced 1nterest rates until the
exchange rate does move.

Theré is clearly some difficulty in mounting a complicated

explanation of the sort required immediately before the Budget.
The risk of a misleading signal would be very great, given the

monetary background and what we know - but what the market does
not know - about the PSER.

17.2.81




TABLE 1: RECENT MOVEMENTS IN THE PRINCIPAL AGGREGATES

M "Adg‘l&gted" PSL2

6
% changes in the month:.
'Janua5y
Deqeﬁber
November

(@)
Changes to January at
annual rate compared
withis:

% months earlier ) 15.6
6 months earlier 16?3

11 months earlier
(Feb 1980) ! 15.5

(iii)

Monetary Base

Although the major component of the "wide" monetary base
(notes and coin held by the public) is published on a seasonally
adjusted basis, the other components (bankers' balances and
banks"' -till money) are not currently adjusted and have been
extremely volatile. Growth Tates of the base over short periods
Jdo not therefore provide very meaningful indicators. For the
full year Feb 1980 to Jan 1981, thé_:wide" base grew by _2;%
over the preceeding year compared witﬁ-;-%rowth in' M1-of 4%,

: : —
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THE MONEY SUPPLY TARGET IN RETROSPECT

i /b= Between March 1980 and March 1981 we now expect £M13 to have

risen by about 21 per cent', compared with a targel range of

/=11 per cent annual rate for much the same period. The adjustment

to be made for the abolition of the corset is very uncertain, but
probably small. The figure for the underlying growth of £M% might

be about 18 per cent*. The growth of nominal income (GDP at current
prices) over the same period may turn out to be about 10 or 11 per cent

26 This paper aims to provide some assessment of the significance
of these developments. It is strictly too early to conduct a post-
mortem examination of 1980~81, but as a background to the Budget
Judgment and the setting of a monethry target for 1981-82 there are
three questions that must be asked: % ‘

(i) Why did £M3 rise so fast?
(ii) Why did we not stop it? and

(iii) What will be the consequences for the future? |

The Causes

Dl A wide monetary aggregabe such as £M3 does not track nominal
income year-by-year at all closely. Over a run of years the velocity
of circulation (the ratio of nominal income to the money stock) has
been reasonably stable, as we were able to show in Lhe EPR article
last July and in evidence to the Treasury Select Committee.

For individual. years, however, the fit is not at sall good.

4, Chart A below shows movements in the velocity of £M3 since the
mid-sixties. The level of the trend line since the aberration of
1972-76 is not easy to establish, but the fluctuations of the last

two years do not seem to indicate a break from previous behaviour,
During financial years 1977-78 and 1978-79 velocity was little
unchanged; the increase in velocity in 1979-80, casued by an acceleratic
of inflation, is being offset in 1980-81 by an acceleration of
monetary growth. Many attempts have been made to estimate stable
relationships for the demand for money based on movenentbs in nominal
income in .the Treasury, the Bank and elsewhere, but they have not
produced encouraging resulLs. The recent discrepsncy between the
growth of £M3 and nominal income, therefore, is not in itself surprising,

*Based on the latest monthlv forecast. All other figures in this
paper are based on the wintar quarterlv fopccast.
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Die There seems to be a rather better relationship between £M3 and
the total financial assets of the private sector. When financial
wealth increases, the demand for money increases alsé, in a way which
seems, with hindsight, reasonably stable and predictable. Too much
should not be claimed for this relationship, which is new and may be
controversial, but it does provide a framework within which a quite
plausible account can be given of the events of the past year or two.
The relevant figures are set out in Tables One and Two below.

Table One: Monetary Aggregates

(Percentage Growth Rates through the Year)

£M3 £M3 M1 MO PSIA PSL2 . GDP
(recorded) (adjusted) at current

prices

1978-79 12 13 13 ' LA
1979-80 1% 15 ) 21
1980-81* 17 15 5 11

*winter forecast

Table Two: Private Sector Wealth

(Percentage Growth Rates through the Year)

Private Sector Net Wealth Interest Rates
Excluding Inecluding Leggggg gﬁgi:h (Average Levels

Revaluations Revaluations Short Long
1978-79 20 21 20 17 10.7 13.0
1979-80 15 4 24 9 14.9 13.3
1980-81* 18 23 17 17 15.8 135.6

*winter forecast

6. The total financial assets of the private sector must equal

the net financial wealth of the sector plus its borrowing from the
public sector, overseas and the banks. During 1980-81 it now seems
that the net financial wealth of the private sector, through new
savings plus capital gains, may increase by about 20 to 25 per cent.
Borrowing from the banks is likely to rise less rapidly, perhaps by
17 per cent and borrowing from overseas may nol rise much at all.

The total financial assets of the private sector are forecast to rise
Ly about 17 per cent, which is quite fast enough to explain the growth
in "adjusted" £M3.
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7 Within this framework, the main cause of the rapid growth of £M3
(and the other wide aggregates) in 1980-81 is a high pate of saving
and a low rate of physical investment. The personal sector savings
rotlo 1s oxceptlonally high and is only in small measure offset by
the deficit of the company sector, which in the event has not been
strikingly large (see Table Three below). Taking the explanation
another stage back, the high level of personal savings and the (after
all) unspectacular company sector deficit can be seen partly as a
response to insecurity, to fear of falls in real income, loss of
employment, or, in the case of companies, fear of financial collapse.

Table Three: Net Acquisition of Financial Assets

(£bn)
Pergonal  Company Public Overseas Residual
Sector Sector Sector Sectlor Error
1978-79 9.7 ~-1.5 -8.2 - : =
1979-80 10.3 =340 -7.7 1.1 g
1980-81* 14..9 =3%.71 -9.7 -3 .4 -1.3%

*winter forecast

3. To put the situation in perspective, it is necessary to look back
to the preceeding financial year, 1979-80. In that year the net

wealth of the private sector lLardly rose - net saving was relatively
modest and rising interest rates caused major capital losses. It was
also a year of very rapid inflation, so Lhe real value of net financial
wealth fell sharply. The real value of the money supply also fell,

and velocity rose by about 5 per cent (after adjusting for the corset).
This year the private sector has been taking the steps necessary

to rebuild its financial position.

9. The counterpart of net saving by the private sector must be a
deficit for the public sector (a large PSBR) or for the overseas
sector (a surplus on the current account of the balance of payments).
This year we have seen both, thanks partly to the recession.

The recession itself can be attributed in part to the high level of
saving and the low level of investment, especially the runuing down
of stocks. In many circumstances a fall in output will go with a
reduction in the money supply. This year, however, the opposite
seems to have happened, there has been something of a scramble for
liquidity which has deepened the recession whilst adding to £M3.
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10. Further work is in hand to investigate the stability of the
private sector's demand for net financial wealth. This includes
further study of consumer spending and a special project on company
seclLor behaviour. Meanwhile, the most we can say is thal the events

of 1980-81 would be consigtent with the view that there will be a

sharp reaction by the private sector, cutting back its spending whenever
its net financial wealth is compressed. If this is correct, the

behaviour of the money supply over this period may be seen as part
of a pattern affecting financial assets more generally.

11. The rapid growth of net financial wealth in 1980-81 has been
reinforced by a growth in bank lending also well in excess of nominal
incomes. This must come as something of a surprise given the sharp
rise in interest rates in the latter part of 1979-80. Unlike the
growth in net wealth, it cannot be explained by teference to the
starting position in the early part of last year. On the contrary,
bank lending in 1979-80 actually outstripped the rise in nominal GDP
(as it had done also in 1978-79). We have recently developed a new
relationship for bank lending to companies in which the sector's
requirement for external funds plays a significant role. This can,
with hindsight, explain the & per cent rise expected this financial

year. Personal sector borrowing, including loans to small businesses,
seems likely to rise about 20 per cent, which is well in excess of
the growth past experience would lead one to predict.

12. The growth of bank lending will owe gomething Lo the imbalance
between the incomes of Lhe personal and company sectors. It is usual
for a recession to hit companies more than in proportion, but this
year profits have fallen even in nominal terms whilst interest costs
have risen sharply; as a consequence, disposable income is down by
about 13 per cent (or £2.5 billion). To illustrate the orders of
magnitude involved, a transfer of £2.5 billion from companies to
persons is thought to add something like £3}-1 billion to total bank
lending. Persons borrow more because they buy more consumer durable
goods when disposable incomes are raised; companies al.o borrow more
because they need to close a wider financing gap. The effect on £13
will be smaller than the effect on bank lending however if, as seems
likely, a transfer of income from companies to persons means a net
addition to total spending, reducing the balance of payments surplus
and also the PSBR.

S =
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1%, No account of 1980-81 can be complete without reference to'the
exchange rate. The monetary effects of the strength of sterling are
complicated and very difficult to quantify. On balan;e, it seems
that the strength of sLerling reduced Lho growth of &£M%. The typical
pattern was a movement by non-residents into sterling (which does not
add to the money supply) financed by a movement by residents out of
sterliﬁé - partly because exchange control had recently been
abolished - which reduced £M3. Moreover, the appreciation of the
pound certainly helped to get the rate of inflation down, which will
have reduced net saving and the growth of bank lending.

14. The exchange rate appreciation also contributed to the imbalance
between persons and companies. As already suggested, this may have
increased total bank lending. Its effect on net gsaving is much less
clear. Normally, one would have said that a transfer of income from
the company sector to the personal sector would reduce net saving,
but 1980-81 was not a normal year and company spending may have been
more sensitive to income (ani, therefore, company saving less '
sensitive to income) than commonly observed relationships -suggest.

15. With the benefit of hindsight then, the rapid growtn of &M135

and the other wide aggregates is explicable. Over the same period,
the narrow aggregates, 11 aud the wide base or MO, have been growing
much more slowly. The main reason for this divergence must be the
rise in interest rates in tue latter part of 1979-80. In the case of
M1, it may also be important Lo take the story right back to 1977 and
1978 when veloc ity was falling sharply (see Chart B below). There
are many precedents for M1 end £M3 providing quite different readings
{as a glance at Charts A and B confirms). In fact they measgure
rather different things: the Lroad aggregates seem to relate to net
savings and to bank lending, whilst the narrower aggregates respond
to interest rates and perhaps more directly to nominal income or
expenditure. The circumstances of 1980-81 produced both a rapid
increase in total wealth and a preference for interest-bearing assets
within it - a precautionary demand for money rather than a
transactions demand.

16. The rapid growth of £M?% may be explicable, but it was not
predicted beforehand; and the intentiou of policy was to prevent the
accommodntion of inflation that took place. This directs attention

to a rather different group of questions.

- 5 -
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Control Failure

17. When the Budget decisions for 1980-81 were taken, we believed
that the fiscal measures taken were coumpatible with a growth in £M3
at the centre of the target range and perhaps a slight fall in
interest rates. The forecasters put forward this judgment with some
hesitation.

"The money supply targets are assumed to be.met in the forecast,
but they will not be met without difficulty. The problems we
have already'experienced in holding back the growth of £M3 stem
from the strength of the demand for bank credit fed by the plight
of the company sector and also the expectation of continuing
inflation. This demand will not easily or quickly be cut back,
so the banks are likely to face continuing liquidity pressure.
They may also come to fear for the solvency of their customers.
This points to the continuation of high interest rates, especially
at the short end, for some time, despite the recession and
despite a gradual improvement in the outlook for inflation.”

(Report on the short-term forecast, 13 February 1980)

18. At the time we were conscious of being more pessimistic than

most outside forecasters. AL a mesting we arranged with five City
pundits last March the general view was that 1980-81 would repeat

the experience of 1975 with bank lendingz cut back sharply and companies
solving their financial problem by longer-term borrowing. An 8 per
cent target was seen as compalible with a substantial fall in interest
rates. In the early months of the financial year we were warned by
City commentators (Gordon Pepper, for example) to beware of

overfunding the PSBR and undershooting the target.

19, An analysis of the forecasts presented a year ago can identify
the main reasons for our inadequate pessimism so far as £M3 is concerned
Forecasts of ¥M3%5 and its Counterparts
(£bn)
1980-81 : February 1980 January 1981
PSBR 9.6 12.8
Gilts ) SR
National Savings 1.8 2.0
Bank Lending 6.3 8.8
Net Externals =2.% + 0.7
£M3 ' 4 4 10.1
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Part of the trouble was the PSBR (where the comparison is complicated
by subsequent policy changes). On the other hand, funding has
exceeded expectations. The forecasters' hesitations over bank
lending seem well Justified (by the personal sector component at
least). The other major source of error was the net exlernal
adjustment; where the error arose from the forecast of &£3%.8 billion
deficit on the current account of the balance of payments: our latest
view is that the account will be in surplus by £3.4 billion.

20. These mistakes on the PSBR and the current account go with a
serious underestimate of net savings and the growth of financial
wealth.

Forecasts of Net Acquisition of'Financiél Assets
(£bn)

1980-81 February 1980 January 1981

Public Sector ' - 8.5 - 9.7
Personal Sector 15.6 14.9
Company Sector - 8.6 - 3.1
Overseas Sector . 58 = Ze
Residual Error 3 2l - 1.3

The net financial wealth of the private sector was expected to rise
by 16 per cent (not much faster than the growth ot nominal incomes,
which we then put at 143 per cent). Our latest view is that net
wealth will grow at over 20 per cent (although the growth of nominal
incomes now looks like coming out around 10 or 11 per cent).

We were wrong on the company sector, where we expected a very large
deficit indeed, and also on the personal sector where we did not
foresee the sharp rise in tne savings ratio. (Comparisons are
complicated by the revisions to levels of saving and company profits
in years prior to 1980.)

21. Financial forecasting has always been a hazardous business.
Forecasts of the exchange rate a year hence are now generally greeted
(and presented) with robust scepticism. Forecasts of the growth of
the money supply‘a year hence should be regarded as the product of
very much the same kind of exercise. Recent experience suggests an
average error when forecasting &M% a year ahead of the order of

5 per cent. That said, the record for 1980-81 on £M1M3 was rather
worse than one could reasonably expect in a typical year. The

circumstances of the company gector in particular made forecasting

- 7 -
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exceptionally difficult, as the forecasters acknowledged at the time.
We foresaw that achievement of the target figures could precipitate

a serious financial crisis for companies, but did not foresee -
perhaps because of the assumptions on which the exercise was based -
how that crisis would be mitigatsd.

22. The control of £M3 depends on successful prediction. The actual
policy levers have to be determined in advance in such a way as to
achieve a pre-calculated effect on the target variable in the future.
The main instrument, fiscal policy, can only be brought into action
at infrequent intervals. In 1980-81 it was set at the time of the
Budget, at what proved to be a level inconsistent with the monetary
target, and no subsequent corrections were made. This may reflect.
in part a reluctance to deflate an economy already in recession, but
the instrument most readily available, the indirect tax regulator,

is not an appropriate means of reversing a monetary overshoot during
the course of the year.

23. Interest rates, which have usually been seen as un alternative

instrument for reining back £M13, were not used for that pﬁrpose at

all after the measures of October 1,79. There were strong arguments
against raising interest rates in the latter part of 1980, not least
the strength of sterling. The consequences for mortgage rates may
also have been an inhibition. There was, and is, also considerable
doubt whether an increase in interest rates does have a predictable
short-run effect on £M3 on which control could be based. In the event,
MLR was cub.

24, It is now abundantly clear that forecasts of £M3 a year ahead are
not nearly accurate enough for control within a margin of only

2 per cent. The burden placed on forecasting accuracy by such an
exercise wonld be greater than ever contemplated by the enthusiasts
for "fine tuning" output and employment. That burden is placed on
some of the elements in the rorecast (the PSBR, for example, and

the balance of payments) which are known to be the least reliable.

25. The overshoot was not corrected then because it was not foreseen
in time. That is not Lo say, however, that it could, or would, have
been corrected if in fact it had been foreseen. If the "pre-Budget"
PSBR and the current balance had been known in advance, we would
probably have had to advise that the £M3 target was unattainable, or
attainable only ati an unacceptable cost, Ly pushing the company
sector in particular.into a financial crisis it could not avoid.
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26. In some respects, the forecasts prepared in February of last
year were quite a good indication of subsequent events. They were
broadly right on output and employment, on inflation they were not
8o good (partly because they were wrong on Lhe exchange rate).

In the event, the rate of inflation has come out lower than we
expected, despite the overshoot on the money supply. It would be
easy to conclude from this that the overshoot did not matter very
much, but the ultimate consequences are not at all easy to discern.

The Consequences

27. During 1980-81 there has so far been no sign of inflation speeding
up so as to bring the growth of nominal income back into line with

the growth of the money supply. But a study of the past relationship
between money and prices suggests strongly that such a speedy response
should not be expected. There is normally an incubation period of
about two years before the symptoms come to ligiht.

28. The best fitting relationship between &£M3 and prices, talking
account of no other influences at all, has been used to generate an
altérnative forecust of inflalion over the twelve months ahead.
This is compared below with the figures actually adopted by the
forecasters in the round just completed:

Retail Prices (chanve on a year earlier)

Money Supply only Actual Forecast

1981Q4 10} per cent 113 per cent
1982Q4 12} per cent 91 per cent

The "crude" monetarist forecast is actually rather lower for the presen
year, but significantly higher in 1982. The contrast is not as
extreme as one might have gucssed, given the rapid growth in £M% over
the past year and more. But the "crude" monetarist forecast is
sophisticatel enough to take account of the starting position.

Actual prices in 1979 and 1980 were much higher than the money supply
on its own could explain. The relationship, therefore, starts from

a position in which prices, even at the end of 19380, are very high in
relation to money supply. In its projeclLion, the relationship assumes
that this margin of actual over "equilibrium" prices will be gradually
reduced to zero. Hence, the inflation rate in 1931 and 1982 is not

as high as recent monetary cxperience on its own would lead one to
expect. This is rather like saying that some of the inflation due

- 9 -
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to come from the recent growth'in the money supply has happened
already back in 1979 and early 1980. Indeed, the whole argument

of the first section of this paper would suggest it is wrong to see

causality as running solely from money to prices. The overshoolb was
a response to inflation which had elready taken place.

29. This is not quite as comforting as it sounds. It remains true
(on the basis of this "crude" monetarist relationship at least) that
inflation in 1982 would have been much lower if the monetary target
for 1980~-81 had been achieved. And a forecast inflation rate of
12} per cent in 1982 is not at all reassuring. If the relationship
is right, moreover, it is already getting rather late to do anything
much to change the prospect for inflation before 1983.

30. In fact, such a simple relationship between money and prides
does not provide a very satisfactory explanation of the past.

Tt rests heavily on the experience of 1972 and 1974 when identifiable
special factors, like the world oil price increase, were clearly at
work. It does not explain the experience of the late seventies at
all well. '

31, Since the mid-seventies, M1 seems Lo have provided a rather
better forward indicator of iunflation than £M3 (see accompanying
paper by Mrs Lomax). Tue peaks in the growth of M1 in 1975 and 1978,
preceded the inflation peaks oi 197/ and 1380 wilh a lag of about
two years. On this basis, one might suggest that the exceptionally
slow growth of M1 in 1980 pointed to a rapid and continuing slowdown
in infletion. Moreuver, Chart B suggests that M1 is currently low
in relation to nominal income, which could be read as indicating that
prices were high in velation to M7 and real GDP. In official
forecasting, it is probably fair to say that no weight at all is
given to M1 as such, bul the factors depressing M1, especially the
high level of inlerest rates, do play a role.

32, The overshoot on the £1i) target has not led to an upward revision
of our inflation forecasts. On the contrary, our inflalion forecasts
Lhave been revised down. At the risk of oversimplifing, this can be
explained in terms of the level of the exchange rate and the level.of
economic activity. We see these as the principal channels by which

monetary events are transmitted to prices.

EA 0
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The exchange rate has remained very strong, despite the
overshoot on the money supply target. This itself is a
surprise. Before the event we would have éaid that an
overshoot on this scanle would have precipitated a
substantial depreciation. We saw the high exchange rate
as transmitting monetary restraint; it now seems that
“restraint on output and inflation is being effectively
applied by a high exchange rate even if its ultimate origin
is not £M3. Indeed, the exchange rate is now about
20 per cent higher than we were expecting a year ago.
This must already have reduced the price level by at least
2 per cent, with more to come this year,

The level of output has fallen much as foreseen. This has
reduced wage settlements (broadly as expected) and has
also had a direct effect on prices in the shops (which was
not expected at all). Again, the restraint is there,
despite the &£M3 figures. In this case, however, tHe
explanation could well be in the lagged response of output
to financial conditions. The very tight monetary policy
of 1979~-80 may lie behind the current level of economic
activity and the recent success in reducing inflation.

33. These forecasts for prices leave a lot of questions unanswered.
Suppose the monetary targets had been achieved, would not that, even
in the complicated Treasury nmodel, mean lower inflation in later
vears? The answer must depend very much on the measures wliich might
have been taken in this hypothetical case to achieve tie target.

If they had raised the exchange rate yet higher or further depressed
output and employment, as in general measures do which reduce £M3,
then the prospebts for inflation would indeed have been improved -
perhaps quite sharply, because the measures needed would, as already
indicated, have had to be very tough measures indeed.

Coneclusions

4. Looking back; then, the target set for 1980-81 was a very tough
one indeed - tougher than we knew at the time. It should have been
seen more than it was in the context of the year before. After a
year of very rapid inflation in 1979, the money supply position and
the financial position of the private sector generally, was already
very tiglit. Uad the pressure been maintained, and indeed increased

= Al e
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as intended, the outcome on inflation might have been very
impressive, but the cost in terms of output and emplgyment might
not have been acceptable. As it was, we grossly underestimated
the extent to which the privnte soctor would renct Lo Lhe threal
of financial crisis in ways that relieved the pressure.

35, In explaining the overshoot, we can point to several factors
which have added to &£M3 but have not led us to raise our forecast
of inflation:

(i) the high level of personal savings;

(ii) the improvement in the current account (and the destocking
which went with it) and

(iii) the imbalance of income between persons and companies.

We can also point to several factors which have led us to reduce our

price forecasts although they did not reduce £M3 (or at least not
proportionately): :
(a) the rise in the exchange rate;

(b) the high level of interest rate:; and

(¢) the cut in profit margins.

Both sets of factors change or qualify the relationship between
money and prices and may, for that reason, be relevant to setting
monetary targets for next year.

S
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From the Private Secretary 13 February 1981

0 1 2 l%\
A
I enclose my note of the Prime Minister's
meeting with the Chancellor and the Governor
on Wednesday evening. !
I am sending a copy of this letter and
enclosure to Tim Allen (Bank of England).

John Wiggins, Esq.,
HM Treasury

SECRET
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The attached article*on "Tax Rates, Incentives and Government

Revenue', by Alan Waltegﬁi is due to appear in the 'Policy Review',}l
published by the Heritage Foundation based in Washington, in April."

It was accepted for publication last November. 37[L

2. An extract from the article will appear later this month in
the newsletter of the International Centre for Economic Policy
Studies in New York (in place of an interview which Mr Walters
gave to the ICEPS which was loaded with difficulties).

3. The article is historic and analytical. But it contains some

some nice potential headlines (though it is by no means as sensitive

as the jettisoned interview). It concludes:

"When we advocate tax cuts, we must be prepared to
advocate cuts in Government spending at the same time,

L 1 =
or else to advocate bigger deficits. Government

spending cuts are a better choice. Bigger deficits,
if allowed to cumulate, have evil consequences of
their own: either more inflation, or more Government
borrowing from private lenders ...'". (para 28).

4. The article could attract attention when it appears in the
shadow of the forthcoming Budget . And whatever extract is used
in the ICEPS's newsletter - the editor was not sure which part he
would use when I last spoke to him - might also cause interest
before the Prime Minister's Washington visit.

5 You might like to have a look at the article, and the
jettisoned interview (which I also attach) and alert the Prime

Minister about it.

NEVILLE GAPFI
17 February, 1981.
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From the Principal Private Secretary 12 Fe‘@_ptfa/ry 1981

o e

The Prime Minister held a meeting yesterday evening with
the Chancellor of the Exchequer and the Financial Secretary to
discuss short-term interest rates. Sir Douglas Wass, Mr. Burns,
Mr. Middleton, Mr. Walters and Mr. Wolfson were also present.

SHORT--TERM INTEREST RATES

After discussion it was agreed that there should not be a
cut in MLR this week. The possibility of a reduction next week
should be left open for the time being. In reaching a decision
account would need to be taken of develcopments between now and
next Wednesday and in particular of the market's reactions to
the RPI and trade figures to be announced on Friday of this week
and Monday of next respectively. It was important, however, that
whatever decision was taken then was not reached solely in the
light of the immediate situation but within a framework of factors
which could be used to determine the management of short-term
interest rates in a logical and consistent way over the months
ahead. We needed to think through very carefully what our
objectives were, what the various factors to be taken into account
in deciding interest rates should be and what relative weights
to give to those factors. The Chancellor of the Exchequer agreed
to circulate such an analysis in time for a further discussion on
Wednesday 18 February.

\zv-"“""“,
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John Wiggins, Esq.,
H. M. Xreasury.




o L*_r’ )Mok
b= oL Sond

| SEWINE T M NALTAES
"' Qe l- ' 4
D | £.C ,

1

(A0

NOTE FOR THE RECORD

The Prime Minister met the Chancellor of the Exchequer and
the Governor at 1700 hours today to consider whether MLR should be

reduced tomorrow.

The Chancellor said that this was a very difficult decision.

The Governor had advised that a 1% reduction would be desirable
and possible provided we could be satisfied that we could justify
it in a credible way. By this he meant -

(i) Acknowledging that the exchange rate was a factor

—

in the decision;

Praying in aid the fall in inflation (the 12 month
RPI figure to be announced oE'F§Ean will be 13.02%);
Acknowledging that M3 is no longer the sole gd?EET“

to interest rate determination (though in effect we '
had already done this when we decided to reduce MLR
in November);

Indicating that from now on we would be looking not
only at M3 but at the narrower monetary aggregates
in determining interest rates and other policy
measures.

The Financial Secretary, Mr. Middleton, Mr. Burns and
Sir Douglas Wass were arguing against any reduction. They feit
that, if there were to be a reduction, it would be better to do it
in the Budget - because it would be possible by then to have worked

out a full and credible presentation of the decision based on the
four points above. On the other hand, he himself felt that it would
be difficult to announce an MLR reduction in the Budget because

of the high PSBR forecast for 1981/82 which would emerge in it.

He also had an instinctive dislike for announcing MLR changes from

the Despatch Box.

The Chancellor went on to say that until yesterday he had been
in favour of a reduction tomorrow. However, in the light of today's
press - following the banking figures of yesterday - he was inclined

'___-_'_—————-
to recommend against.

/ The Governor




The Governor said that after a very good press last week,

this week's press had been disappointing. The story in Monday's
papers that an MLR reduction was being ruled out until the Budget
had depressed the market and made the reception of the banking
figures less good than it might have been. This made it all the
more important that, if a decision were taken to reduce MLR
tomorrow, it should be Jjustified in a convincing fashion; and this
would involve invoking the four points mentioned by the Chancellor.
But Ministers had to be clear what they were doing: it would be no
good justifying a reduction in MLR in these terms tomorrow, and
then telling a different story in the Budget. His own view was

fHEtwe would have to be focussing more on the aggregates other than
M3 from now on in any case: for it was going to be extremely
difficult to hit an M3 target of 6-10% at least in the early months
of 1981/82, and there was also an intrinsic case for paying more
attention to the narrower aggregates. The Governor also mentioned
that, in the Bank's view, the recession was likely to be morxe

—

severe and coqpinue longer than the Treasury forecasters believed.

bhis was another way of saying the exchange rate should be considered

as a factor.

The Prime Minister said that the exchange rate and inflation

considerations were, in her view, very important; and she wanted

to give industry a boost. But she appreciated the Treasury's
anxiety. She would want to consider the matter further with Treasury
Ministers and officials before taking a final decision.

As the meeting was breaking up, the Governor told the Prime

Minister that the Governor of the Swiss Central Bank had told him
in Zurich that the UK was faced with a similar situation on the
W
exchange rate front to thaftwhich he had been confronted in Switzeglgnd

in 1978. 1In other words, he would put getting the exchange rate down
as having immediate priority over money supply considerations.
He had also told him that our monetary base had been growing, if

anything, too slowly.

—l—L.

11 February 1981
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NOTE OF A MEETING HELD IN THE CHANCELLOR OF THE EXCHEQUER'S ROOM,
H.M. TREASURY ON THURSDAY, 5 FEBRUARY 1981 AT 2.45 P.M.

Present:

Chancellor of the Exchequer (In the Chair)
Chief Secretary
Financial Secretary
Mr Burns

Sir K Couzens

Mr Ryrie

Mr Middleton

Mr Britton

Mr Monck

Mr Unwin

Mrs Lomax

Mr Turnbull

Mr Ridley

Mr Walters - No.lO

——————————————————————————————————————————————————————————— o -

MONETARY CONTROL

The 3 February discussion was resumed on the basis of Mr Middleton's
submission of 4 February and the paper attached to it. The
Chancellor said the question to be settled was whether he should
announce in the Budget the possibility of an early move to non-
mandatory Monetary Base Control (MBC) as an alternative to the
evolution of monetary control arrangements foreshadowed in his

24 Nnuember statement.

2 Mr Middleton said that, in further discussion with Mr Walters,

the alternative course had now been defined rather more precisely.

A broad monetary base (MG) wuuld_be targeted over a six month

rolling period. Broadly those methods of control which were already
being contemplated would be used, with the authorities acting to
push interest rates up if MU was running above the target range,
and reduce interest rates if it was running below the range.

/1t seemed likaiy
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It seemed likely that the interest rate bands within which the
authorities would be working at any particular time would have to

be wider than hitherto contemplated. Under this system £M3

could still be retained as a medium term objective. An announcement
in the Budget would be essential, given the substantial changes
which the discount market, the banking system and the building
societies would have to make in the way_t%ay do their business

in time for the new system to be introduced before the end of 1981.
There was no guarantee that an MD objective could be achieved over

a six month period; considerable uncertainty remained as to whether
the manipulation of interest rates would lead the general public

to adjust their hnldingé of cash to the required extent within'the
time period. The question thus remained whether some other
aggregate might not be preferable to MD'

3. The Chancellor noted that an immediate move to MBC required
far-reaching decisions to be taken in a very short time. This was
in striking contrast with the procedure whereby future arrangements
for mortgage tax relief were to be decided over an eighteen month
consultative period. He questioned what were the overwhelming
advantages of MBC which made it desirable to take decisions within
a very few weeks. Mr Walters said that the advantage of MBC was

the very much better control over inflation it would make possible;

“the excellent Swiss record on monetary control and inflation

B
demonstrated the advantage of the system. Moreover MBC was in effect
_the UK system from 1840 to 1913, a period when there had been no
inflation in the UK. The course he had proposed had been specified

so as to fit in closely with the existing UK institutional
arrangements; he saw no case for a long adaptation period during
which a gradual move was made towards MBC - we should learn little

about the demand for monetary base if we sought to change the system

by evolution.

4. The Financial Secretary said he had much sympathy for Mr Walters'

/proposals; -
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proposals; but he thought there were serious dangers of damaging

side effects in present UK circumstances. He doubted whether the

Swiss success could be attributed to MBC alone; Switzerland also

had the advantage of a balanced budget, and he thought it would be
very unwise in the Ug_gituation to abandon setting the monetary

objective in terms of a braod aggregate while the present large

public sector financial deficit remained. He did not think MBC

on its own would do a trick in the UK, and preferred to follow

the course already indicated in the Chancellor's November statement,
and in particular to see what could be achieved through more
flexible arrangements for short term interest rates.

b Mr Burns suggested that, before looking at MBC, we should _
choose between a broad and a narrow aggregate for the specification

of the Government's monetary objectives. Were we ready to'move

from total commitment to a broad aggregate to an exclusive emphasis
on a narrow one? (He thought the distinction between Mg and Ml
should not be exaggerated - both would have to be targeted in much

the same way.) He agreed that considerable importance should be
'attrihuted to the narrow aggregates, but felt that a good deal of
further analysis and experience was required before any far-reaching
commitment to a narrow aggregate was entered into. He pointed out
that the recent relatively slow growth of the narrow aggregates

made it more difficult for the immediate future to specify the
target in terms of them; as interest rates fell, their growth

would tend to accelerate, and a low target could well require the
downward movement in interest rates to be reversed.

6. The question was raised how precise the tracking of a narrow

aggregate over a relatively short period should be, or - to put the
question another way - how much interest rate variability would be
acceptable in practice. The Chancellor said he was anxious to make

monetary control more effective, and to give the markets more say

/in determining interest
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in determining interest rates. But in present circumstances the
credibility of monetary policy was far from firmly established,

and he would be very reluctant to give the impression of indecision
which would be implied if the Government were now to announce that
they were going to follow a course markedly different from that
outlined in his 24 November statement. Mr Walters said the extent
of the change in direction should not be exaggerated; he accepted
that it might still be necessary in effect to aim at a target range
for interest rates, at least for a period, although changes in the
monetary base would be closely watched. Mr Britton noted that it
might not be eésy to determine interest rates by reference to the
monetary base; the relationship between MO and interest rates was
uncertain, and Ml could well prove a better target from this point
of view. If a supplementary target to go with a medium tsrm'£M3
objective were required, M1l would in his view be better; insofar
as M1l was open to objections arising from its misuse in 1874, these
applied also to Mg 0

7. In further discussion the advantages of evolutionary change

were emphasised. There was a risk in the immediate future that we
might find relatively rapid growth of both broad and narrow aggregates,
associated with upward pressure on the exchange rate. Would we then
want to be committed to immediate substantial increases in interest
rates? A more gradual movgmant towards a narrow aggregate would leave us
with a safety value in the meanwhile, and would allow the possibility
for further study. of the performance of alternative definitions of the
monetary base as indicators in the meanwhile. There was no question
of a move to MBC, and substantial changes in the operations of

the financial institutions, being permanently ruled out; but by
contrast an early announcement of a move to MBC, even in a longer

time scale, would mean an irreversible commitment to institutional
change. Under the course already charted the possibility would be

/open to make more
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open to make more use of both MO and M1 in the determination of

short term interest rates; thus a good part of the changes suggested
by Mr Walters could in practice be introduced without any immediate
commitment to an eventual move to MBC.

8. Sir Kenneth Couzens emphasised the importance of re-establishing

the credibility of monetary policy; in present circumstances it
would be undesirable to rush away from £M3 and stake everything on
what would be a leap in the dark. It would however be sensible to
say now that the authorities would pay more regard to movements

in the narrower aggregates; such a step would be credible and
evolutionary, and leave adequate room for manoeuv;a; such room
for manoeuvre could well be required in the light of the Prime
Minister’s remarks about having regard to the exchange rate in
setting interest rates (which would not be possible if interest
rates fluctuated markedly according to the requirements of an

MBC target). Mr Burns suggested that the authorities might seek
to give the £M3 target greater stability by not rolling it forward
every six months; at the same time it might be possible to specify
ranges for the narrow aggregates which would be consistent with
the £M3 target. The Financial Secretary was more doubtful about

this; he thought the worst course would be one in which we shifted
to a narrow aggregate as the monetary target, and were then obliged
by the pressure of events to increase the target. Mr Walters said
that he too was worried by the possibility of such pressure; he
feared that the £M3 over-run would be monetised - that it would in
effect feed into the monetary base. He would himself like to

fix a target range of 5-7 per cent for the increase in MU over the
next year.

9. The Chancellor, summing up the discussion, said that there was
still some way to go in getting the necessity of monetary control

/accepted in the
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accepted in the UK; but people were now becoming used to looking

at €M3, which it would be sensible to retain. Nevertheless we

should at the same time pay more attention to the narrow aggregates -
Mg
for the time being for the system to evolve, without commitment,

M1, and - when it became available - M2. It would be enough

towards MBC. He envisaged saying in the Budget Speech that more

attention would be paid to the monetary base and other narrow

aggregates, and that further study would he made of the prnpartlas
of these aggregates.

W

A J WIGGINS
6 February 1981

Distribution

Those present
" Sir Douglas Wass
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10 DOWNING STREET

From the Private Secretary ' BMJW' 1981

The Prime Minister has read your Secretary of State's
minute of 292 January about indexed gilt-edged stock. She
has noted that there is still an outstanding issue on the
eligibility of the life insurance companies for purchasing
this stock. She suggests that this should be resolved by your
Secretary of State and the Chancellor.

I am sending copies of this letter to Johnfmfﬁgﬁns (H.M.
Treasury), Ian ElL#Son (Department of Industry), Terxy-Matilews
(Chief Secretary's Office), StephenJ«Tke (Financial Secretary's
Office, H.M, Treasury), Tim Al}dﬁ (Office of the Governor of the
Bank of England) and Hug{d;yrrell (Board of Inland Revenue).

T. P. LANKESTEI

Stuart B€mpson, Esq.,
Depaxirient of Trade.
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INDEXED GILT-EDGED STOCK (IGS) e Agnn?,

1t I am sorry that my absence in India has prevented me from

commenting earlier on the Financial Secretary's minute dated
13 January on this subject.
\_ &k ., ?

2. I have reservations on this further example of indexation
which are not removed by the arguments Nigel Lawson has advanced.
I will here, however, restrict myself to a point of particular
Departmental concern.

3 I am not convinced that pension funds (insured and
otherwise) should be the only eligible holders. I should be in

favour of allowing the life insurance companies also to buy
them for the whole of their business and not merely for the
pensions., The life companies hold assets for ordinary Life

usiness and pension business in the same fund without
hypothecating assets to any particular liabilities. It would
require a significant change in their practice to hold IGS only
against pension liabilities. I am not sure that they would
accept the discrimination aggiagt their life policyholders.
(Saving through life insurance is very wide-spread: four out of
five households have a policy.) Nor do I accept that the amount
oT 1indexed stock likely to find its way into the hands of non-
residents through United Kingdom life policies would be
significant enough to affect the exchange rate. If however we
are convinced that the stocks ought to be available only for
pensions I consider that I should be authorised to discuss the
difficulties with the life companies as soon as possible.

i
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An innovation of this kind is likely to be more successful
if we have secured the goodwill of the institutions.

4 I should add that the issue of £2 billion a year of IGS
will have only a limited effect towards indexing private sector
pensions. The inflow of funds into private sector schemes is
likely to be over £10 billion this year.

5 Copies of this minute go to Geoffrey Howe, Keith Joseph,
Leon Brittan, Nigel Lawson, Gordon Richardson and Sir Lawrence
Airey.

W 3K

J. B.

Department of Trade
1l Victoria Street
London SW1H OET

2 3 January 1981

2
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From the Private Secretary 29 January 1981

As I told you, when the Chancellor of the Exchequer and the
Governor called on the Prime Minister yesterday afternoon to dis-
cuss the indexed gilt proposal, they also discussed the
possibility of a reduction in MLR in the near future. I did not
take a detailed note of this part of the discussion; however, you
may like to be aware of some of the points that came up.

It was pointed out that the first estimate of the January
banking figures would not be available until next Wednesday. But
on present information, it looked as if the figures would be
relatively good - with M3 growth perhaps about 1%. If the
estimate available next Wednesday turned out to be favourable,
then a 1% reduction could perhaps be justified on the followlng
day. If, on the other hand, the estimate was less good, and if
nonetheless it were considered desirable to reduce MLR, then this
would probably have to wait until after the banking figures were
announced the following week - i.e. until the following Thursday.

The following arguments were adduced in favour of an early
reduction. First, it would improve the funding prospect in the
short run and therefore help the February banking figures which
were due for announcement on Budget Day. Second, it would provide
a useful psychological boost to industry at a time when there was
evidence that some manufacturers were beginning to 'give up' on
their exports. Third, it would help reduce the exchange rate,
or at least reduce some of the current upward pressure. Fourth,
the real level of interest rates was now substantially positive,
and a reduction could be justified and was desirable in its own
right.

On the other hand, there were some important arguments
against. First, unless the funding programme was going
particularly well, a reduction prior to the Budget would look
premature. Second, it could make the Chancellor's Budgetary task
more difficult insofar as it might increase the pressure on him
to restore the credibility of the monetary strategy. Third,
there was a risk that a reduction before the Budget would be mis-
understood, because this would be in advance of a restatement of
the monetary strategy and in particular new targets and the fiscal
measures needed to meet them.

/ It was
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It was agreed that the pros and cons of an early MLR
reduction, and its precise timing, would have to be considered
further. 1If it was decided to move, it would be essential to
present it in such a way that it was seen as consistent with
the Government's future thinking on the monetary strategy; and
some indication of the latter might have to be given. 1In this
context it was suggested that the following points might be made:
first, that the real extent of monetary pressure had been greater
than the M3 fitures suggested; second, that this was reflected
in the lower figures for some of the other monetary aggregates;
third, that the Government would be paying greater attention in
future to these other aggregates; and fourth, although this
would be a significant change - that the MLR reduction was being
done partly to reduce the upward pressure on the exchange rate.

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

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

SECRE
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From the Private Secretary 29 January 1981
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As you know, the Prime Minister met the Chancellor and
the Governor yesterday afternoon to discuss the proposal to
introduce an indexed gilt.

The Chancellor said that the basic objective was to achieve
a more effective marketing of debt. There were two possible
approaches - improving the method of marketing, for example by
introducing auctions; and improving the instruments, for example
by introducing an indexed gilt. His preference would have been
to have concentrated at this stage on improving the methods
of marketing; but he understood that the Governor felt unable
to make any general move in that direction. That being the case,
although he continued to have some residual anxieties about the
move to indexation, he believed, on balance, that an indexed
gilt should now be introduced.

The Governor said that the Bank could change their methods
of selling debt. But this would involve considerable market
disruption and would thus interrupt the funding programme; and
in their view, the proposed changes in method would raise the
cost of borrowing. The present methods had worked remarkably
well over the last few years. Enormous amounts of debt had been
sold and this had been accomplished relatively smoothly and
there had been only a very few funding pauses. If the Bank were
to go over to an auction system for conventional stocks and this
were to be accompanied by forced selling as some had proposed,
gilts prices would become more volatile and less attractive to
hold and the market would be irrevocably damaged. Therefore, it
was not so much a question of the Bank being able to change their
methods: they felt it would be undesirable.

The Governor went on to say that the proposal for an indexed
gilt raised some very difficult questions. On the one hand,
from a marketing point of view any increase in the variety of stock
available was desirable. He understood that the Scott Report
on public sector pensions was in favour of an indexed gdilL: “and
it was possible that it would reduce the overall cost of borrowing.
If there was to be such an issue, now was the time to introduce
it - when inflation was coming down. On the other hand, there was

/ the
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the broad politico-economic question of whether it was wise to
extend indexation in this way when the Government's whole philosophy
was to re-establish nominal money as a store of value. He assumed
that Ministers had considered this point carefully. Furthermore,
there was likely to be criticism from some quarters that the Govern-
ment had lost confidence in its ability to fund the seemingly Qa*
out-of-control Government borrowing requirement. There would also-ﬁ? p
be criticism from corporate borrowers who would never be able to
compete with the Government and issue their own indexed debentures.
But if Ministers were clear that they would like an indexed gilt,J\f
the Bank were prepared to issue one; and as would be necessary,

to do so by auction - though possibly with a reserve price. They
were considering what should be the amount of the issue; it would
probably be in the region of £2 billion.

The Prime Minister said that she was aware of the arguments
against. But she and the Chancellor had concluded that it would
be right to announce an indexed gilt - mainly because it would
provide some reduction in the cost of borrowing (especially in
nominal terms in the early years); and because it would help to
fund the borrowing requirement.

Finally, the question of timing was discussed. The Chancellor
said that he was not entirely clear how soon an announcement
could be made: there was still an outstanding Inland Revenue point
to be resolved. On the whole, he felt it would be best to announce
it in the Budget, but he did not wish to exclude the possibility
of doing so earlier. He would consider this further with the
Governor and report back to the Prime Minister.

The Governor emphasised that it was absolutely crucial that °
the decision to introduce an indexed gilt should not leak: if it
did this would immediately cause the market to dry up pending the
announcement,

The Prime Minister said that she would be inclined to wait
until the Budget, but she would await the Chancellor's further
advice.

In view of the Governor's point about the risks of a leak,
you will no doubt ensure that knowledge of this decision is kept
to as few people as possible.

I am sending a copy of this letter to Tim Allen in the Governor's
Office.

bl Meclis Bl SECRET;




PRINCIPAL PRIVATE SECRETARY PS/Chief Secretary
Sir D Wass

Ryrie

Burns

Middleton

Monck

Turnbull

H Davies
Shields

Lankester - No 10

INDEXED GILTS

The Financial Secretary has seen Mr Turnbull's minute of 27 January,

discussing the possible timing of a new indexed gilt issue.

He is sure we would be ill-advised to delay this until after the

Budget.

Sl

S A J LOCKE
28 January 1981
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Chief Secretary
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If a decision in principle “is taken soon to proceed with Gyl o

an indexed gilt, the question of the most appropriate time haw « -
to launch will need to be settled. One possibility would: W™t "=
be to announce it nggzg the Budget, in order to demonstrate .
that the Government has the instruments in place and operating,‘kqa:
to achieve the funding necessary to meet the monetary target.

The case for this would be sharper if it were thought that . T\A*B
the funding programme between now and the Budget was flagging.

An alternative would be to launch it in the Budget as part

of a comprehensive strategy. g5 ' Tj—

CA

z.")] )

2. There are dangers in créating the impression that the
Government is acting out of desperation, that it is seeking
solely to fund the PSBR rather than control it. Recent market
comment has been very much along these lines. The FT of

24 January, in commenting on the convertible issue, said
"When the Bank starts varying the markets diet, it may be

a sign that a very large meal is on the way." On 26 January,
it said "The Bank of England does not normally introduce
innovations except under pressure." It would be unfortunate
to launch such a major innovation as an indexed gilt onto a
reluctant market.

5. In the Bank's view, there may not be a need for urgent
action before the Budget as the prospects for gilt sales over
the next two months appear reasonably promising. In addition

to the known calls of £350 million, the stocks currently
- ﬁ
available are:

3% 1985A £200 million - the low coupon stock
124% 19998  £950 million - the tap stock
124% 1985 &£1000 million - the convertible.

SECRET
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The Bank are hopeful that the convertible, for which tenders
will be received tomorrow, will sell well and that the tap
stock may soon begin to be taken up. If this were the case,
it would be possible to achieve, or perhaps exceed, the

&2 billion of gross gilt sales projected over the next two
months in the latest assessment of monetary prospects. If
the Bank's hopes were disappointed, it would of course be

necessary to reconsider the position.

4. Delaying the introduction of indexed gilts until the
Budget could also be helpful in allowing time for resolution
of the remaining problems on the eligibility criteria. We
believe, after taking legal advice, that the Life Offices
should be able to sign the statutory declaration envisaged
in the prospectus, undertaking to use this only to back
their UK pension business. But they will need in some caseés
to hypothecate assets to sub funds, and the Department of Trade
have doubts about their reaction to a requirement of this
kind. Advance consultation with the industry could help
clear the way to this acceptance of the eligibility criteria,
and improve the chances of an enthusiastic market response
to the issue.

Conclusion

5. Provided this assessment of the prospects for gilt sales
proves well founded, there may be no need to Efsz_ahead
with the launch of an indexed gilt before the Budget, and
some danéér of appearing to be acting out of desperation in
doing so. Delay until the Budget or shortly after also
would allow more time to settle the issues of eligibility.

&

A TURNBULL
27 January 1981
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MONETARY PROSPECTS l'

The prospective outturn for banking January (which ended

on 20 January) now looks a little better than it did two
weeks ago. The CGER has come out considerably smaller than
expected (a surplus in unadjusted terms of over &800 million)
a;E—E;I% sales have been stronger (over £1200 million net

in total). However, a worse outcome for National Savings
and CTDs looks like providing some offset. Overall we

would now expect to see £M3 growth in the month (seasonally

adjusted) around 1 per cent or just below.

2. There must at this stage however be considerable
uncertainty about the final outcome. We have no data yet on
the deposit side for the banking month as a whole and for
some of the most important counterparts (bank lending and
the externals) we have only a few, vague pointers. For
banking February, which has only just started, the position
is of course even less clear. But on the assumption that
about £800 million will be received during the month from
sales of one of the current tap stocks, we would expect to
see &£113 growth again in the region of 1%. The preliminary

figures for February will be announced on Budget day, March 10.
e ——

By the end of banking February, growth of £M3 over the
current target period will probably have amounted to rather
more than 20% in recorded terms. Allowing for distortions
produced ﬂ;_;he "corset" scheme, this would be equivalent
to perhaps‘gilfr cent in adjusted terms compared with the
target range of 7-11 per cent p.a.

SECRET
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4. Looking in more detail at banking January, the CGBR

in seasonally adjusted terms wam_g&million,
slightly above the average for the financial year but nearly
£700 million better than expected. Despite signs of a
sizeable shortfall in Inland Revenue receipts at the beginning
of the month (within calendar December) the eventual outccme
proved to be very strong. No breakdown is yet available

on the source of this strength by type of tax.

5. Receipts from National Savingsseem to have been disappointing
Nt vl

during the month, reflecting mainly the rather poor performance
of the latest "granny bond" issue. Large surrenders of
Certificates of Tax Deposits further weakened the contribution
of non-gilt debt sales to the funding of the PSBR. However,
better gilt sales largely compensated for these low receipts,
with most of the pre-Christmas "cluster" be1ng sold towards

the end of the banking month.

6. January was expected to gsee a relatively strong growth

of bank lending because of the three-monthly pattern of "spikes"
recently observed in the figures. Given the profile of the
CGBR during the month this now seems more likely, but lending
should still have grown considerably légg_EEE% than the rate

of over £1 billion per month experienced in some periods of
1980.

7. The gilts market turned a little firmer today ahead of
the issue of the new Convertible 1985/1992 stock. To realise
the scale of gilts receipts assumed in the February forecast,
however, requires that substantial sales be made from the
combination of this and the current 1999 tap stock.

e

-~
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JON SHIELDS
27 January 1981
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W  NOTE FOR THE RECORD : i

@J“‘ I
The Prime Minister held a meeting with the Chancellor
of the Exchequer, the Financial Secretary and Sir Douglas Wass
at 0900 hours today to discuss the proposal for the introduction
of a restricted indexed gilt (RIG).

The Chancellor said that the basic objective was to achieve
a more effective marketing of debt. There were two possible
approaches - improving the method of marketing, for example by
introducing auctions; and improving the instruments, for example by
introducing an RIG. The Financial Secretary believed we should
introduce an RIG straightaway. He himself felt there was a good
intellectual case for such a move, but he still had some anxieties
about how the markets would react - particularly at a time when
we were trying to de=index expenditure. He felt there was a ,stronger

case for concentrating on marketing methods; and if he could be
confident that he could get an undertaking from the Governor to
pursue improvements in this area, he would be disinclined to
introduce an RIG.

Sir Douglas Wass said that an RIG could have the following

benefits: it could result in a small real reduction in the cost
of borrowing because of the lower risk being borne by the lender
and it would involve a lower nominal cost, prior to redemption,
because of the low coupon. The Financial Secretary added that

there was a third benefit - namely that, assuming inflation turned
out to be lower than whaf the market expected, there would be
substantial real savings. Per contra, to continue excessive
reliance on conventional funding would, in this situation, make

such funding very expensive. Sir Douglas commented that this
third benefit was very uncertain; and if inflation turned out
to be worse than the market expected, the RIG would be very
expensive. He added that, in his own view, the introduction

of an RIG could be expected to reduce interest rates generally
slightly; but this would be offset by unfavourable effects on
equities and the ability of companies to fesume rights' issues -
this was because private sector companies could not afford to
offer indexed debentures themselves.

/The




The Prime Minister said that she was in favour of introducing
the RIG (though she did not want it to be known by these initials).
In so far as it would help with the funding problem and reduce

interest rates, it should be beneficial. She understood that it
would be necessary for it to be auctioned, and that the Governor
would be prepared to introduce it on this basis if so instructed.
It would be right, in her view, to press him to move towards an

auction system for conventional stocks at the same time.

Sir Douglas Wass said that a general system of auctioning
would involve major institutional changes. In particular, the

jobbers would not have the resources to cope with the increased

price volatility that would follow from an auction system. A

new system of underwriting would have to be devised instead.

The Financial Secretary added that such a change would involve

a major market upheaval; it would interrupt the funding programme and
at least in the short term make funding more expensivé.

'

In econclusion, the Prime Minister said that she and the

Chancellor should press the Governor, when they saw him tomorrow,
to introduce an RIG by auction; they should also press him

on the question of moving to auctions more generally, although
she understood that the chances of success on this front for

the time being were not great. The question of the timing of

the announcement of the RIG should be considered by the Treasury
in the course of today; there was the option of either announcing
it forthwith, which would help the February banking figures, or
announcing it in the Budget which might be more attractive
politically. :

The Prime Minister also said that she would like the Treasury
to provide her with a note on how they saw the prospects for
funding in banking February.

=

27 January 1981
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INFLATTION.:. g7
Three Fallacies cjbdt-

There are common fallacies about inflation. : ﬂ i

Fallacy I that 'money' includes what is called

by economists M.l and M.3". These are :- Q\dl ; \Sﬂ
.

M.l Notes and coins in circulation with
the public plus current accounts at Banks
held by the private sector only.

Notes and coins in circulation with

the public together with all deposits to banks
whether denominated in sterling or

other currencies held by U.K.

residents in both public and private

sectors.

I submit that to regard M.l and M.3 as "money" and
as part of what is called "The Money Supply" is erroneous,
except as to the first two elements in each case, namely
treasury notes and coin. The latter of these two is not
as relevant as the former, for coin normally has an
intrinsic value which approaches its value in exchange.

The debasement of coinage by reducing the precious metal
content, and the obtaining of filings from original coins

i (which led to the milling on the edge of some silver coins)
is historical and relates really to the days before treasury
notes came into use. i

"Money" must have two special attributes :
1. It is accepted in general in payment

for goods and services in the place
where it is proffered, and

2. ‘The payment closes the transaction.




The Treasury note possesses these attributes.
Some say it is a store of value, but recent history
demonstrates that monetary inflation diminishes the
amount of goods and services that the treasury note
will buy. It has little or no intrinsic value, for the
value of the paper is negligible. But it is more
appropriate to our modern society as money than
articles of intrinsic value. A nugget of gold proffered
in a modern shop would not be acceptable for a bag of
flour, a valuable diamond ring would be refused, too,
for there is no ability to check values. Where there
is no coinage or notes available, some substitute has
to be found. For instance, in the gold rush days, gold
dust was 'money', the ease of the measurement together
with its intrinsic_value and arts of recognition leading
to acceptability, and the transaction was complete when
the exchange had taken place.

Deposits do not qualify as money for the reason
that they do not have the two attributes. They are
not generally accepted for they are personal to the
parties, and the transaction does not finish with the
exchange.

The importance of this is intensified when the
error is carried into the definition of "money supply"
which leads to the untenable assertion that iIncreases
in such credits lead to increased "demand" for goods and
services. :

Wherever there is a credit there is somewhere a
corresponding debit. This seems self-evident but is
overlooked, with the result that restrictions, statutory
and otherwise, have been. imposed, distorting business :
procedures and outlooks and creating intolerable complexities
for industry. Let us pursue the thought a little further
and look behind a current or deposit account balance.

The first thing to notice is far from being evidence of
demand, it is evidence of the lacktof it forsitils a
saving not required for immediate use. One is sometimes
misled ' by the fact that these credits have the quality
of liquidity - that is, they can be called up if required
on no notice, or short notice.- Let us remember too, that




it is generally conceded now, that unbacked treasury

notes issued through the Government printing press is at
least the main cause of our ills. The notes are placed
into circulation and normally find their way to Bank
accounts. Exceptions would be of notes kept under the

bed, which must surely be rare in these days. Consequently
to add credit balances in bank accounts to the note issue
and say that that doubles demand is, in itself, seriously
to overstate the position, even if the basic premise

were true, which it is not.

There is a tendency these days to apply Communist
principles to a free society. This is an example of it.
All the credits are added up, and it is asserted that
these, with treasury notes and coin, are the total demand
‘of the community. But that is not so - one man's demand
is another man's lack of demand - and one cancels out the
other. If Mr Jones has an account in the Safe and Sure
Bank with a credit balance of £10,000 and decides to buy
a boat - before the transaction the bank had the obligation
to Mr Jones for his credit account balance. After the
.transaction, when the cheque is paid in, the boat seller's
‘bank has an obligation to the boat seller. Mr Jones'
credit balance has disappeared - only to reappear as a
credit in the boat seller's account. But communal

" demand has not changed one whit. ;

1}

There is, of course, one change which could affect
‘credit balances. This change would be in the value of the
balances if inflation - properly so called - had been
- indulged in - that is that unbacked notes had been placed
‘into circulation diluting the whole. In those circumstances
it is perceived that, say, £100 deposit before the dilution
would buy 100 units of goods or services; after an inflation
of, say, 10% the £100 balance would buy only 90 units of
goods or services.

Where the rate of inflation is expressed in M.l and
M.3 terms it overstates real inflation properly so called.
This overstatement is detrimental to sterling in the world
and is a national disservice.

o
&
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Fallacy II. That "cost of living" measures inflation.

It has become common recently to enlist another
fallacy in stating the rate of inflation. This is when
it is stated in terms of increase in prices - or as it
is sometimes called, in the cost of living. This
could be a fallacy the other way. For instance, there
has recently been announced a £1,000 millions subsidy
for food. That subsidy will contain or reduce the
price of food, but only artificially so. It leads to
the untenable conclusion that a subsidy payment of
£1,000 millions by the government is anti-inflationary,
whereas it is one of the elements of Government over-
spending which is the essence of inflation properly
so called. Besides this, prices reflect so many other
elements, including for instance, the price maintenance
arrangements which are sometimes a matter of deliberate
policy, especially in the European Economic Community.

Fallacy III. "That increased wages cause inflation".

It has been said that workpeople through their
wages require more than they produce. The first thing
to notice is that taken as a community that is not
possible. In the absence of monetary inflation there
would be a competition for shares of the total produce
and one man's increase would be another's deprivation.
Escalation of this process to the levels now attained
would not be tolerated by the deprived. At present we
are going through a phase where labour's demands seem
in some cases excessive, but it must be remembered the
rate of true inflation is such that the settlements have
to include the increase for at least for some time
ahead. The truth, of course, is that wages are pursuing
cost of living increases which result from government
overspending which it meets by printing unbacked money.
The consequent fall in the value of the whole currency
appears as increased prices, but the process is one and
the same. The difficulty employers find in providing
cost of living increases, is evidence of this.
Unfortunately workpeople scometimes bring themselves
under criticism for striking for fanciful and seemingly
. untenable reasons, but that must not serve to mask the
central truth




Let us then recognise the true cause of inflation
and deal with it. Flower's Concise English Dictionary

defines it as follows :

"Resort to inflation of the currency;
Raise price artificially; abnormal
increase of the currency by issue of

unconvertible legal tender notes".

Governments as well as people must realise that
apart from providence itself which gives freely, life
does not yield ninepence for fourpence.

Edgar S. Buck, Cardiff
‘March 1975.




Value of Unbacked Money in  Amount of
Pound circulation * National debt
12938 = 100p Decearber figures at 31 March
£m each year
Em

7,130.8

7,899.2
10,366.4
13,041.1
15,822.6
18,562.2
21,365.9
23,636.5
25,630.7
25,620.8
25,167.6
25,802.3
25,921.6
25,890.5
26,051.2
26,583.0
26,033.7
27,038,9
27,007.5
27,232.0
27,376.3
27,732.6
28,251.7
28,674.4
29,827.6 ..
30,226.3
30,440.6
31,340.2
31,985.6
34,193.9
33,984.2
33,079.4
33,441.9
35,839.9
36,884.6
40,124.5
45,925.5
56,581.6
66,854.1
79,180.0
:86,885,0

*Average for
seven months

*Notes in circulation
plus notes in Bank of
England banking department




CURRENT NOTES (not included in "Three Fallacies"

NOTE 1

There are those who promote a modicum of inflation through the
printing press "to stimulate demand" in time of industrial
depression. History shows that inflation cannot be contained

in this way as witness the Fiat money in France and the fate

of the German Mark in the 1930's, and loock at our own record on
the enclosed list. The error is involved in the term "effective
demand". This correctly defined is simply offering goods or
services in exchange for goods or services with money going in and out
amongst the transactions to facilitate them,But in its
erronecus form it is obtaining goods and services by means of
promissory notes which are never to be repaid and mixing those
notes-with-exactly similar notes which were in- fact acquired-———-
in exchange for goods and services, devaluing the whole. The
rejection of the erroneous leaves true effective demand as
essential; for properly viewed demand is supply and supply
demand and to interfere with that by way of artificially high
interest rates is a serious folly minimising not maximising

production and trade.

Further support for the view expressed under Fallacy one will
come from the present promotion of the idea that nearly all
wages should be made monthly through a Bank. Lots of money
would be deposited in Banks, mostly as new deposits. The
aggregate would include these new deposits and be called "money
supply" and those in error will call for an increase in MLR.
That increase as in other increases under this head would :-

(a) Gratuitiously benefit the Banks at the
expense of borrowers the bulk of whom
are struggling business people.

Perhaps, more important, attract to Bank deposits
at still higher interest rates

resources which would otherwise be invested
as risk capital to resuscitate industry

and for which it is hungry.
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CAROLINE

Please could you set up an
early meeting - the Prime Minister
used the word '"urgent'"! - with
the Chancellor and the Governor
to discuss Nigel Lawson's paper
on indexed gilt-edged stocks.

19 January 1981
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NOTE OF A MEETING BETWEEN THE PRIME MINISTER AND THE CHANCELLOR OF
THE EXCHEQUER AT 1730 HOURS ON WEDNESDAY 14 JANUARY 1981

The Chancellor referred to the latest very high CGBR figure
which - he said - made the monetary prospects for January bleak.
The Treasury and the Bank were doing everything they could to
sell gilts between now and 21 January - the end of the banking
month. He had also decided to strengthen the staffing in the
Treasury, the Inland Revenue and Customs and Excise dealing with
the accounts so that he would have quicker and better information
on the CGBR: for example, in future there would be a weekly CGBR
cash flow statement.

The Prime Minister said that she too was most concerned about

the immediate monetary prospect. She suggested that the Bank
should conduct a gilts auction before 21 January (the Treasury have
now said it would be impossibie to mount one before then); and

also that we should try to arrange a further EEC refund before that
date (the Treasury have since said this is impossible as well).

jL

16 January 1981

£5£ :%JZ Odmlhms,
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INDEXED GILTS - 13 JANUARY PAPER BY FINANCIAL SECRETARY
TO TREASURY

1103 I agree with the arguments set out in the Financial Secretary's
e qp—
Paper. One other consideration may be thought to be both relevant
s B
and bullish. It is impossible to sell indexed gilts through the

S —————
present arrangements; they must be sold by tender. This would

..#—
facilitate more rapid movement towards MBC.

2. The financial implications could be quite dramatic¥* My judge-

ment is that if £10Bn of £20Bn total borrowing were indexed, the
real rate of interest on the indexed gilts would be only about 1% -
perhaps even EEEEEive - but take it at a high 2%. This would EEEEve
then the difference between the present 14% and 2%, ie 12% of £10Bn
(or £1.2Bn) from the PSBR in the current year. This reduction in
the "front end loading" of our present borrowing would be a very

useful ally in the difficult months ahead.

*Ignoring tax payments.

15 January 1981
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PRIME MINISTER

INDEXED GILT-EDGED STOCKS

At your Monetary Seminar on 1b/ﬁ:;;mher you asked me to prepare a paper

setting out the pros and cons of issuing index-linked gilts with
carefully defined eligibility criteria to ensure that they were not

taken up by non-residents. I accordingly attach such a paper.

It has been prepared on the assumption that an issue of the kind
described in the earlier paper sent to you by the Chancellor on 14

November is a practical possibility. In other words, that a method

of enforcing the proposed restriction to pension funds and life

insurance companies (but only in respect of their UK pension business)

can be found that would be acceptable to the industry. Officials are
currently looking at a slightly revised version of the prospectus which
might go some way towards resolving the problems raised in the annex

to John Nott's letter of 17 November.

Essentially, there are four main arguments against indexed debt:

(a) There could be an adverse effect on expectations if the

Government were thought to have abandoned their efforts to curb

inflation;

(b) it would be inconsistent with the Government's attempts to

reduce indexation in other areas, such as social security benefits

and publiec sector pay;

(c) there could be damaging consequences for the finances of

the company sectorj; and

(a) an issue of restricted stock could have a harmful effect
on the funding programme generally if the institutions held off

buying conventional gilts in the hope of forcing the Government

to extend indexation.
1
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There are strong counter-arguments, which are set out in more detail
in the paper. Very briefly, I believe our monetary policy to be the key
e e

influence on inflationary expectations and that indexed debt issued

in that context would be seen as a sign of confidence rather than
————

defeatism. Long-term debt issues are quite different from wage or
————

benefit contracts, which cover short periods of around a year, so that
the charge of inconsistency is not, in my view, well-founded. Indeed,
it is significant that our recent substantial extension of index-
linked National Savings Certificates caused no expectational or
presentational difficulties whatever - rather the reverse, in fact. In
the case of the indexed gilt, the price of the stock would fluctuate
with market conditions, and this will determine whether a lender

earns a positive or negative real rate of return. As for the effect

on the company sector, companies will benefit from the overall reduction

in interest rates which we expect. And while there are always risks

involved in any change in funding techniques, I have little doubt that
the potential benefits far outweigh the dangers. Events since our
meeting on 18 November have underlined the urgency of the need for

-

improvements on this front.

I remain convinced, therefore, that indexed gilts would be a valuable
addition to our financial armoury. This, for the following main

reasons:

(a) Indexed gilts would eliminate the substantial risks incurred
with conventional gilts by both investors and the Exchequer owing

to the inherent uncertainty about future rates of inflation, and

as a result investors should be prepared to accept a lower true
rate of interest in return for insurance against inflation. This
can be expected to reduce the overall cost of servicing Government

debt.

(b) In addition, the risk of HMG having to pay very high

interest in real terms as inflation comes down would be effectively
eliminated. The opposite argument, to the effect that we have
funded the national debt cheaply in recent years and may continue

to do so by conventional means, rests on the massive acceleration of

inflation in the 'seventies and futher depends on the assumption
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of continuing high and indeed accelerating inflation in the 'eighties.

I am sure we should not base our funding policy on such a
proposition, which amounts to little short of a confession of

expected failure which markets would be quick to seize on.

(c) There would also be significant improvements in monetary
control. Pauses in the funding programme as a result of market
expectations of higher inflation could be avoided, since it
would then be easier to sell indexed rather than conventional

gilts at an acceptable price. The intention is not, of course,

to remove conventional gilts from our armoury altogether, but to

ensure that both types of stock are on offer. Each will have its

market: at some times it will prove easier to sell the one and

at other times the other.

(d) The net result is that it should be possible to achieve

a given monetary target at lower levels of interest rates, with
beneficial effects throughout the economy.

(e) There would also be some gain from a reduction in the PSBR,

and this would have obvious presentational advantages. There is

no doubt that the gilts market is heavily influenced by PSBR figures,

and this would bring a further advantage in terms of monetary

control.
h
Although the above arguments concentrate on the macroeconomic implications,
there is also another dimension, raised by the Report of Sir Bernard
Scott's enquiry into public sector inflation proofed pensions. The
report recommends that the Government give sarious consideration to

an issue of index-linked bonds to be held by private sector pension

funds, thus achieving a greater degree of equity between those who

work in the private and public sectors.

I hope this minute, and the attached paper, will provide a basis for
a discussion so that we can reach an early decision in principle whether
to go ahead with indexed gilts, subject to later decisions on eligibility

and timing.
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I am copying this minute and the paper, to Geoffrey Howe, Leon Brittan,

John Biffen, Keith Joseph, Gordon Richardson and Sir Lawrence Airey.

NIGEL LAWSON
13 January 1981
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INDEXED GILT-EDGED STOCKS

This paper summarises the arguments for and against issuing index-
linked gilts for which only pension funds and, in respect of their
pension business, life offices would be eligible. The main

reasons for considering this are:

(i)  because the risks associated with uncertainty about

future inflation would be removed, the cost of Government
borrowing by means of index-linked gilts is likely on balance

to be less than for conventional gilts, and the risk of HMG :
having to pay very high interest rates in real terms as inflation
comes down would be effectively eliminated;

(ii) there could be improvements in monetary control because

funding pauses associated with worsening inflationary

expectations would be less likely;

(iii) it should be possible to achieve the Government's
monetary objectives with a somewhat lower general level of
interest rates;

(iv) the PSBR would be reduced.

The sections which follow consider these, and other relevant issues,

in more detail.

Indexation and Inflation

2. A key issue in the debate about whether to issue index-linked
gilts, and about indexation more generally, is the impact on
inflation. It can be argued that in iésuing indexed gilts the
GJ;;:;ment would be indicating that they were reconciled to a
continued high level of inflation, and had abandoned serious attempts

to bring the rate down.
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. 3. On the other hand the key influence on expectations in the

medium term is the Government's commitment to control inflation. Lt

this did not change, there is no reason to believe that indexed gilts
would affect expectations adversely. Indeed the issue of indexed debt
should have a favourable impact, particularly if issued at a time

when the inflation rate was falling and a further fall was expected.
The authorities could point out that by issuing indexed debt at such

a time in addition to conventional gilts the Government were making
clear their own belief that inflation would fall, and their commitment

to ensuring that it did. Governments which hoped to escape from

their obligations through inflation would be the last Lo issue index-
linked debt. Indeed it has frequently been argued that it is sales of
——————— .

conventional gilts which give Governments a vested interest in
maintdining a high inflation rate. There is thus no good reason to
believe that the issue of indexed gilts would be seen as a )
weakening of the Government's resolve to pursue policies designed to

control inflation.

Interest Rates and the PSBR

4. It is argued that in recent years the Government have been able
to fund the PSBR at negative real interest rates, resulting in a
decline in the real level of the National Debt. If the Government
were to issue indexed gilts the chance would be forfeited of very
cheap financing in real terms if inflation were unexpectedly high.
Throughout the 1970s HMG have been paying interest on low-coupon debt
sold in the 1960s. The issue of indexed debt now could necessitate
huge repayments at the end of the century if inflation sharply -

accelerates again.

5e There are two main counter-arguments. In the first place, the
reason that fixed interest long-term debt has proved a cheap
financing method for the Government in the last decade is that during

the 1970s as a whole the average rate. of inflation was, contrary to

expectations when the debt was issued, considerably higher than it

had been in the 1950s and 1960s. We could only expect to m;ﬂé similar

savings again if the 1980s prove to be a period during which inflation
continues to accelerate - but from a much higher base. This is not

an acceptable assumption on which to base funding policy.
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. 6. Secondly, indexed debt can be expected to contribute to a

general reduction of interest rates, and thus in the cost of

servicing Government debt. In an economy subject to wide variations

in the rate of inflation, a fixed nominal yield represents a gamble
for both borrowers and lenders. If, by indexing the principal of

the loan, the Government removes the element of uncertainty due to
inflation, this will benefit both lenders and borrowers and should
allow the indexed debt to be sold more cheaply than conventional debt.
For a particular issue of indexed stock, who 'gained' or 'lost' in the
event would depend on how the rate of inflation compared with
expectations at the time the indexed debt was issued. But if there

is no systematic market tendency to overestimation or underestimation
of infltion, the cost of Government borrowing should be lower than for
conventional debt. This argument does nét depend on any assumptions
about the Government's ability to forecast inflation more accurétely
than the market or vice versa: it is the overall reduction in
uncertainty that is relevant. A further consideration is that the
issue of indexed gilts should reduce the demand for money to ;ome
extent, and this would allow a lower general level of interest rates
consistent with achievement of the Government's monetary targets.

This will reduce interest rates on comparable instruments such as

corporate debentures.

i There would, furthermore, be an immediate reduction in the

s S

PSBR as, on the basis of existing statistical conventions, only the

iy ——
small real interest coupon would be credited as debt interest payments.

Thus if £2 billion were issued in indexed form with a coupon of 2%,

as opposed to conventional gilts with a 12% coupon, the saving would be
£200 million per annum and with a continuing programme of sales this
would build up steadily over time. The reduction would be accompanied
by an automatic increase in the value of existing gilt holdings, and
hence a reduction in the demand for new stocks. But there would
remain a significant presentational gain and for a considerable period,
until indexed gilts began to be redeemed, the automatic refinancing of

the PSBR would yield benefits in terms of monetary control.
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. Effects on the Company Sector

8. There is concern about the potential impact of indexed gilts on
the company sector. It is possible that the effect would be to

increase the cost of capital to industry. Because they both offer

compensation for inflation, indexed gilts and equities would be fairly

close substitutes, so the institutions could switch out of equities to
a siE;;EI:;;; extent, perhaps leading to some decline in share prices.
This would increase the cost of equity finance and further delay the
revival of the new issues market with potentially adverse consequences
for the money supply. The only way for companies to respond would be to
issue indexed debt themselves, but there are problems. In particular,
the present tax treatment is not ideal for the issue of indexed bonds,
since, in theory at least, only the small real coupon is allowable as

interest expense (but see para 10).

9. On the other hand companies would benefit from the general reduction

in interest rates which is likely. Both bank borrowing and debenture

;}Eance would be cheaper. A revival of the debenture market would take
some of the pressure off bank lending, with significant benefit to the
money supply and hence possibly still lower interest rates. On

balance there may be some changes in relative costs of different types
of finance but no overall increase in companies' cost of capital. In
the longer term, if indexation were to become more prevalent, there
might be changes in the financial structure of companies, but these

would be gradual and could be beneficial.

10. It has to be recognised that companies wishing to issue indexed
debt do face problems, and none have done se as yet. But of late
there have been indications of interest, and the Bank recently let it

be known that it was no longer opposed to the idea in principle,

On the tax question, Rothschilds have proposed a scheme whereby at
maturity the capital J;IE?;-:;_indexed stock would be deemed to be
deferred interest and allowable against tax. The Inland Revenue agree
that this would be acceptable. The problem remains, however, that
companies may have insufficient taxable income in a given year to take
advantage of the tax allowance. Treasury, Bank and Inland Revenue

officials are looking into ways in which this problem might be eased.
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. Monetary Control

11. It is argued that criticisms of current gilts marketing
techniques are much exaggerated and that innovations are not needed.
The system has allowed HMG satisfactorily to fund high levels of PSBR
for a number of years. Indexed gilts would be of no help if the
market expected an upward movement in mnominal interest rates in the
absence of any change in inflationary expectations, and in these
circumstances there is no guarantee that they would be any easier to
sell than conventional gilts. Furthermore, the market, once it had
been given a tas® of indexation, might hold off purchasing ordinary
gilts in the hope of inducing the Government to offer more indexed
gilts or to extend eligibility. We might thereby create a funding

pause of just the sort that the exercise is designed to prevent.

12. However, the issue of indexed gilts would give the authorities
a new instrument which offers the prospect of significant improvements
in monetary control. There is little doubt that institutions like
pension funds with long-term liabilities related to the generai level
of earnings would find them attractive. Although in the first instance
it would be advisable to issue them at a time when inflation was
falling so as to secure a favourable effect on expectations, in terms
of monetary control the most important benefits would accrue at
times of uncertainty about the prospects for inflation. In those
circumstances, conventional gilts would be difficult to sell before an
adjustment of yields had taken place. With present techniques, this
might require action by the authorities such as a rise in MLR and
interest rates generally - the Duke of York technique. And the risk
premium which investors would require would further add to the cost
of ‘Government borrowing. Indexed gilts, on the other hand, would be
easier to sell, partly because it is envisaged they would be sold by
tender. Our present difficulties in selling debt by conventional methods
on anything like the scale necessary to fund large and foreseen monthly
borrowing requirements underline the potential gain to monetary control
from an increase in the range of instruments available. Also, as
noted above, an issue of indexed gilts would reduce the PSBR, and
the funding programme would be somewhat less at risk in the face of
fluctuations in market sentiment because a degree of automatic financing

would be involved.
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Exchange Rate Effects

13. An unrestricted issue of indexed gilts is open to the objection
that it might encourage substantial inflows from non-residents,

particularly OPEC investors. There is a risk that inflows of this

kind could exert substantial upward pressure on the exchange rate,
although analyses by Bank and Treasury economists suggest that on
balance and over time the effect on sterling would probably be
relatively slight, largely because of the offsetting effect of the
reduction in interest rates. However, the risk of a disruptive short-
term upward movement, apparently caused by Government action, cannot

be ruled out. If, therefore, it were to prove impossible to restrict
eligibility to hold the stock in the way we propose we would need

to make a choice between confining eligibility to the pension funds and
extending it to all life insurance business. In this event, the ,
potential exchange rate consequences of the latter (if foreigners were
to buy index-linked UK insurance policies on a lower scale) would need
further study. We would then need to weigh the risks of upward ;pressure
on the exchange rate against the disadvantage of the 'pension funds
only' course, which would expose us to the charge of discrimination
against the self-employed and employees of smaller companies, who are

the main pension customers of life offices.

On the other hand, a restricted issue of the kind currently under

consideration would not be open to objection on these grounds, since

the eligibility criteria are drawn in such a way as to exclude direct

overseas purchases and to prevent non-residents' access, while

effectively treating all forms of private sector pension provision
equally. The restrictions envisaged are not 100 per cent watertight,
and the possibility of some 'leakage' overseas cannot be entirely

disregarded, but the danger is minimal.

Presentational Impact on Indexation Policy Elsewhere

14. It is argued that while the Government are attempting to eliminate
or modify indexation elsewhere in 'the economy, indexation of debt

would appear inconsistent. Past experience of indexation, whether

of wages (threshold agreements) or transfer payments or tax thresholds,

has shown that the Government's room for manoeuvre is seriously constr-

ained and unwelcome rigidities in the cost structure of the public
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sector are created. Thus in the areas of social security benefits and
public sector pay the Government have recently taken steps to weaken the
link with inflation increases. It might appear that creditors were

being treated differently from benefit recipients or employees.

15. The counter-argument is that the sale of a long-term debt
instrument is a guite different transaction from a wage contract or

a benefit uprating, so that issuing indexed debt would not be
inconsistent with de-indexation elsewhere. Debt contracts are much
longer, and hence potential gains and losses through failure to index
are much greater than for annual contracts. In any event there would
be no question of guaranteeing full compensation for inflation, as is
the case with wage, benefit, or pension indexation. The price paid
for stock would determine whether investors obtained a positive or
negative real return, and they could be sure of this only if theyiheld
the stock until maturity. During the life of the stock, its price
would fluctuate with market conditions, and investors would still face
uncertainty about variations in real interest rates. Direct coﬁparisuns
between creditors and employers on beneficiaries are therefore not
valid. Any presentational problems would of course be easier by the
precedent for indexed Government debt already established in the shape
of 'Granny' bonds. It is worth noting that the recent extension of

these has been favourably interpreted by the market.

Benefits for Pensioners

16. The eligibility criteria currently proposed make it very clear

that the Government intends the new indexed gilts to be taken up by

pension funds and life assurance companies which do pension business.
v —

The Wilson Committee argued that the issue of index-linked gilts
wou15'33'3 very significant improvement in the range of assets available
for long-term savings institutions and would greatly increase the
confidence with which they could issue index-linked liabilities of

their own. The %222} Report on the value of public sector pensions
recommends that "the Government should now look seriously at the case for
issuing indexed bonds to cover pension liabilities". Assuming public
sector indexed pensions are to continue, the issue of indexed gilts

available to all pension funds could be seen as an attempt to encourage
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some equalization of treatment between the public and private

sectors.

International Experience

17. Opponents of indexed gilts argue that other countries'

experience of indexed debt has been almost wholly negative. Pressure

from OPEC surplus countries for indexed bonds has been generally
resisted in OECD. (Since these instruments would not be open to
purchase by non-residents, the issues raised there are not relevant.)

A number of countries have, nonetheless, experimented with various kinds
of indexed bonds - Brazil, Chile, Israel, New Zealand, Finland, France.
Some have abandoned the experiment, notably Finland where indexation

in the capital market was discontinued along with the indexation of

wages at a time when the general indexation in the economy seemed

likely to exacerbate inflationary pressures. The French have found
bonds linked to the value of %old to be an extremely costly

instrument. But a link with gold, or indeed with the price of any

specific commodity, is potentially far more dangerous than a link

with prices in general, and is not to be recommended. All in all,

foreign experience is not necessarily a good guide to the likely
effects in the UK now. In many instances indexed debt has been
offered as a defensive measure, to maintain capital market facilities
for borrowers when inflation was rapid and rising. A restricted issue
in the UK by a Government determined to maintain strict monetary
control and at a time of falling inflation would be a quite different

proposition.
Conclusion

18. The economic and monetary arguments for indexed gilts are strong.
There would be benefits in terms of lower interest rates because of the
reduction in uncertainty in the market and, probably, in the demand for
money. There would also be a significant gain for monetary control.
The presentational problems do not seem insuperable. The key question
relates to the effect on expectations. There is no doubt that in some
circumstances the impact could be adverse. But at present the

decisive influence on expectations should be the Medium Term Financial
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Strategy and the determination of the Government which that Strategy

embodies. If a decision to issue indexed gilts were viewed as
supporting the implementation of the strategy, as it should be, it
would be seen as further evidence of the Government's resolve

to defeat inflation.
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" Meeting with the Chancellor: 1730, Wednesday,
14 January

There are two things which you might like to discuss:-

To

.‘ PRIME MINISTER

The attached progress report, which you had asked for on

monetary control.

The Italian scheme of tax relief for non—-quoted companies

(see Flag A).

The Treasury tell me that they and the Bank are practically
"home and dry' on the proposed swap arrangement with the Americans.
They have established that there are no bugs in it from our
point of view; the only outstanding point as of 7.30 this evening
which - amazingly enough - the Americans have not clearly thought
about - is whether they have powers to ship the gold to us.,

But it is thought that they have.

The Chancellor may also want to have a word about the press
treatment of your interview yesterday. I have told him that you
were misrepresented, and he accepts this. But I think he will
want to suggest that, from now on, we should all go into absolute
purdah on the Budget. (He has recently reviewed what happened
last year, and has concluded that there should be no attempt this
year to anticipate the Budget by any calculated leaks.)

:::rsz_cﬁﬁuﬁi-fr

\ﬁi T, VoY oX

13 January, 1981.
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Treasury Chambers, Parliament Street, SWIP 3AG

01-233 3000 /8 January 1981
T P Lankester Esq

Private Secretary 7WV& -
Prime Minister’s Office

No.1l0 Downing Street frpan T Yl
LONDON  SW1
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MONETARY CONTROL ‘2///,//» 'jTL
In your letter of 22 December you asked °*

for a progress report on developments in’
the system of monetary control. 11\

I now attach such a report. It has been
agreed with the Bank of England.

\{(:w A v /

&dauden@‘.;
/—-—".
R0 L KTET
Private Secretary
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. MONETARY CONTROL

e Following the seminar on 18 November the Chancelloxr

set out the next stages on monetary control in his statement

of 24 November, This'was accompanied by a background note

from the Bank., Copies of the relevant parts of the Chancellor's
statement and the note by the Bank are attached. These make
clear that although no decision has yet been taken on monetary
base control, the changes would be consistent with further moves
in that direction. The notes below reccrd the state of play

on the main items,

Phasing Out the Reserve Asset Ratio

2. The RAR was reduced to 10% from 5 January. The change was
well taken by the markets as being in line with Government policy.
There have been no suggestions that it could result in a loss of

——

monetary or prudential control.

3. Final abolition of the RAR depends on making sufficient
progress with new arrangements for ensuring adequate liquidity

for the banks so that confidence in the banking system is fully
maintained. These new arrangements also have to be tied in with
the proposed changes in the Bank of England's operating procedures
(paragraph 7 below). The Bank are carrying their discussions an
this and related technical questions further and are discussing

it with the Treasury. EG v

4., We are aiming to carry negotiations with the banking system
far enough by the Budget for the RAR to be abollshed without

ra151n§ prudential r;§55,

The Cash Ratio

Be In order to clear the way for a possible move in the
direction of [ _monetary base control, the 134% cash ratio (which
applies only to the Tondon clearing banks) also neods to be
removed. This could be done without loss of monetary control
but it would deprive the Bank of an important source of income.
Discussions are taking place with the Bank about possible supple-
mentary sources of income %o replace what would be lost if the

=
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banks held less of their cash reserves with the Bank.

6. It is expected that we shall be able to make recommendations ﬂ
before the Budget.

Money Market Management and Lender of Last Resort

7. The Bank has already started to make its operating
techniques in the money markets more flexible. Discgussions
are taking place between the Treasury and the Bank in order

to specify more precisely the further changes described in the
Bank paper for the Prime Minister's seminar., This includes the
introduction of a band in which interest rates might be allowed
to fluctuate. It will be important to conduct these operations
so that we do gain as much experience as we can about the banks'

own requirements for base money.

8. A report will be brought to Ministers so that the new
arrangements, along with those already described, could pe
implemented at Budget time.

A New Series for Retail Devosits (M2)

9. The above changes would be enough to move, when sufficient
experience‘has been gained, to a system of monetary base control
gggre the base itself was targeted, and the banks were left to
determine their own requirements for cash (a non-mandatory system).

10. In order to ensure that the alternative of moving to a

system of monetary base control in which the authorities set

the requirement for the base, is also kept open, and because it

would be a useful indicator in its own right, work is'ih hand fin. B
The next stage is to consult the banks; this is about to take

place. There are a number of complications, including the
tTeatment of building society deposits, but it is hoped that the

work will be sufficiently advanced to allow progress to be reported
at Budget time, with the series introduced later in the year.

Funding
11. There are 3 issues:

a. Funding Techniques for conventional stocks. This isg
being discussed in a Treasury/Bank group chaired by

Sir Douglas Wass. It is taking a very wide look at funding
methods,

-—2—
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b. Widening the Market by selling more short term
Government debt. Selling more short term debt is a
possibility once the RAR is out of the way. The Bank
are forming a small advisory group from the market to
assess the practical possibilities. Thig will also be
considered in Sir Douglas Wass' group.

C. Indexed Gilts for Pension Funds. The Financial
Becretary will shortly be letting the Prime Minister have
a paper for further Ministerial discussion. It will take
account of the points made in the Scott Report.

General

12. A good deal of progress is being made on the issues raised
at the Prime Minister's seminar. The early March Budget date
means that time is extremely short, but it should be possibile
to report to Ministers in good time before the Budget.

byt

R
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The Treasury and Bank of England have completed
the'consultatibns arisihg from the Green Paper on ‘
~methods of monetary contfol published last March. Ag
; result between now and the Budget a number of

improvements will be set in hand.

_ First, detailed consideration of new prudential
arrangements for the banks will be brought to a
concluszon so that the reserve aaaet ratio, which has

complicated monetary control can be phased out.

' Second, the Bank of‘Englﬁpd will develop changes

in its open market opera%ions and last resort lending -

in ways that will allow the markét a greater role in

the determination of the atrudture of short-term

dnterest rates. Third, we are consldering the future

of the clearlng;banks' cash ratio and also collecting

and publishing an additional series for banking retail
‘deposits. These steps are desirable in their own

right. -They would be consistent with a gradual

* evolution towarés a monetary base systen, aﬁd will help us
to judge how far such a system would contribute towards our

-medium-term monetary objectives.
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BACKGROUND NOTE ON METHODS OF MONETARY CONTROL

1 Since publication of the Green Paper on Monetary Control the
Treasury and the Bank have carried out extensive consultations and
discussions on proposals_fdr a change to a system of monetary base
control and also on possible improvem;;:; to operational techniques’

within the existing framework.

——— -

2 From the consultations on MBC, two main‘types of proposal
emerged, with an important distinction drawn between:

(1) non-mandatory systems in which banks are free to choose
the amount of cash balances which they hold at the
Bank of England; and

(ii{ mandatory systems in which banks are required to hold

a specified proportion of their liabilities as cash

&

balances at the Bank of England.

3 Present arrangements do not allow firm judgments to be made
about the desirability of moving to either kind of base control.
In the case of a non-mandatory arrangement, it is not known
‘whether the cash which the banks would choose to hold would be
%EEblY related to_the money supply or to hominal income over an
appropriate period. A mandatory system, on the pther hand,

particularly if related to a broad monetary aggregate, could prove
vulnerable to the diversion of monetary flows outside the controlled
area. In addition, and before fully‘mpving to either system,

time would be needed for adequate information and experience to

be gained about the banks' demand for cash.

4 In this context, the Chancellor has announced in the House of
Commons this afterncon that a number of improvements to the
present system will be set in hand. These are desirable in their
own right but they would also enable more to be learnt about the
properties of a monetary base system and would be consistent with
further evolution in either of the directions set out in

paragraph 2 above. .




S.The improvements to be set in hand within the existing

s
framework are as follows:-

(1) Once consultations with the banking system regarding
adequate holdings of liquid assets have been
completed, and appropriate norms agreed, the Reserve Asset
Ratio will be abolished This was foreshadowed in
the Green Paper.

Further consideration will be given to the future of

the 1%% cash ratio currently applylng only to the

London Clearing Banks, with a view to establishing
arrangements that would be equitable within the banking
system, and that could enable the;authorities to monitor
the development of the functional demand for cash balances
at the Bank of England which could ultimately be
associated with a non-mandatory system of monetary base

control.

Discussions will take place with the banks regardiﬁg
the collection of additional statistics on retail
deposits, which would provide further information on
monetary conditions and could, if that subsequently
seemed appropriate, become the denominator of a cash
ratio associated with a mandatory monetary base system.

Changes will be developed in the Bank of England's
methods of intervention in the money market:

(a) It is envisaged that the Bank's intervention will
place a greater emphasis on open market operations
and less on discount window (lender of last resort)
lending. It has been decided tifat these operations
should continue to be conducted in the bill markets
rather than through the interbank market, and in
large part through the existing intermediaries,
members of the LDMA, to whom discount window
facilities would remain confined.

Initially, the Bank's operational aim would be to
keep very short-term interest'rates within an
unpublished band which would be determined by the
authorities with a view to the achievement of their




monetary objectives. The Bank would normally
charge a rate on its discount window lending
somewhat above comparable market rates but
within the unpublished band. At an appropriate
stage the Bank might cease to announce a Minimum
Lending Rate. These arrangements would allow
market factors:-a greater role in determining the
structure of short-term interest rates. It is
accepted that this could lead to more flexible,
market-related, pricing of overdraft facilities.

‘The Bank's operations would be broadly intended to
offset daily cash flows getween the Bank and the
money markets. The present technique of creating
initial shortages in the money markets which the
Bank then acts to relieve would be abandoned.
There would accordingly no longer be a deliberate
overissue of Treasury Bills at the weekly Tender.

6 The Bank will discuss the operational details of these changes
with those institutions that will be affected as soon as
practicable.l It is intended that they will be put into effect
next Spring.

7. The Bank will also be putting forward proposals for changes
in the institutional coverage of credit control and statistical
reporting in the light of the Banking Act 1979.

8 Finally, in the light of the above changeé; the Bank will
examine further the possibilities of broadening the market for

short-term central government debt asia means of providing
greater flexibility to the government funding programme.

Bank of England
24 November 1980
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DECEMBER MONEY SUPPLY FIGURES

We now have the provisional estimate of money supply growth
based on all banks’ returns for banking December. £M3 grew
by 0.6 per cent bringing the annual rate of growth since '
mid-February to 22} per cent or 19f per cent when allowance
is made for distortions caused by the corset.

The counterparts of the growth in £M3 are shown in the attached
table. The CGBR at £610 million was fairly low with the

modest own-account figure reflecting lower expenditure.
On-lending to the rest of the public sector (especially public
corporations) was fairly high, but this was offset by the
negative direct contribution to DCE by the other public sector
(-£140 million), with public corporations particularly repaying
market borrowing. Net purchases of central government debt by
the non-bank private sector at £760 million were more than
sufficient te finance the CGBR, and included £380 million of
gilts, £270 million of National Savings following the introduction
of the new terms for ’'Granny bonds', and £140 million for CTDs.

Bank lending in sterling to the private sector rose by £820
million, somewhat higher than in most recent months. But against
this, the ’'bill leak’ fell by £70 million and bank lending to

the private sector in other currencies showed its largest fall

in the past year (-£350 million).

Sterling lending to overseas increased by £230 million, with
lending to banks abroad again expanding sharply (+£350 million).
External and foreign currency finance however was -$£260 million,
and taken together these factors were a small contractionary
influence on money.

\
stevvf

gfvtucw( ’To‘l’h'e.\i .

R.I. TOLKIEN




‘ COUNTERPARTS TO STERLING M? CROWTH IN BANKING DECEMBER

£ million

CGBR: own account +276
on-lending to ILAs + 16
on-lending to PCs +%18

Net purchases of CG debt by non-bank
private sector: (incr: =)
Gilts
Treasury bills
National Savings
TSB claim on FBS
Certificates of tax deposit

Other public sector: Local authorities

Public corporations

Sterling lending to the private sector

Sterling lending to overseas sector
DCE

External and foreign currency finance
Non-deposit liabilities (incr: =)

Sterling M3




CONFIDENTIAL

10 DOWNING STREET

From-the Private Secretary 31 December, 1980.

This is to confirm that the Prime Minister
is content with the proposed change in the
reserve assets ratio which, I understand, is
to be announced on Friday. But she has said
that it will require very careful briefing
if it is not to be misunderstood. You have
assured me that considerable attention has been
given to the briefing.

I am sending a copy of this letter to
Tim Allen at the Bank of England.

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

CONFIDENTIAL
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T P Lankester Esq v
Private Secretary U o b M By Same @y
Prime Minister's Office speiind  Bak  aciibvna ~ig & rrveet

No.1l0 Downing Street
LONDON SW1 A Mo Al chodngy
llh.____-_..________

Wi [ Gouh acienb 9o mb fqhas
(Hmk wih et b Giatoa 'quu
) ﬁiﬂiﬂ bad assiihnce o a fo o
THE BANKS' RESERVE ASSETS RATIO ¢ -
QzﬂmJ is covreet) T R I

At the Prime Minister's meeting on 18 November, it was
agreed that the reserve assets ratio (RAR) could not be #
abolished until new prudential guidelines had been Oc Rnd‘j
established, and that this could not be done before the' *
Budget. However, it was also agreed that it would be A
desirable to consider an interim change to aveid, if Yo
possible, the need for special Bank assistance to the s
market in the first quarfer of 1981, when the central meh~g'
government surplus will drain cash out of the system.

Dear Tim

c-ﬁuwawuu,

The Chancellor and the Governor have concluded that such
a change could indeed be made. A reduction in the ratio TL
from 123% to 10% of banks' eligible liabilities should
just enable the banking system to get through the revenue
guarter without further sale and repurchase operations in T
gilts. It accords with the approach to the new prudential }1“
system of recognising that liquid assets are there to be e

run down at times of pressure. No prudential risks would °« =
be created. The reduction would not prejudge decisions RA™ retin
on future monetary controls or future prudential guidelines. -
The Chancellor and the Governor therefore propose to 4
announce the reduction early in January, when the central pkawz
government goes into surplus. ok Ay

The scale of the problem is as follows. On present e k”“r
projections, the Government surplus is likely to take the ﬂdmoéw

cumulative cash shortage in e market from nearly £900 W b Jof)
million at the end of banking December to about £3,2 billion ul‘h,°
by the end o anking April. he shortage could be s
smaller if the GE?EF%HEHE’% first quarter surplus falls opim o

short of the forecast or larger if sales of Government PMiGanrlia by
debt are higher than is projected.) The Bank must meet g bon

/this shortage by lask qen's
~Ascive
Sptend
L e




R RIS RET

this shortage by converting other assets into cash, unless
short term interest rates are to rise in a way entirely
Inconsistent with the reduction in MLR and unhelpfunl to

Eg%ggggx_ggnhnnl_ibecause the increase in market interest
rates would simply encourage round-tripping).

The additional cash shortage in the first quarter will be
of rougﬁI? the same orﬂer of magnitude as in the revenue
quarter last year; but the problem of alleviating it

will be more difficult for two reasons. First, there are
no special deposits to release, as there were in the first
quarter of 1981. Second, we start 1981, unlike 1980,

with the Bank already providing nearly £900 million of
assistance, mainly through purchases of commercial bills.

Nonetheless, the problem should be manageable provided
the RAR is reduced.

A reduction from 121% to 10% will release something over

£1} billion of reserves to be converted into cash. The
amount By which the Bank's need to buy in commercial bills
will be reduced may well be somewhat smaller. It depends
how far the banking system is prepared to run down its
holdings of reserve asset claims on the public sector

(ie Treasury Bills and local authority bills). The Bank
judges that the reduction in such assets might not exceed

£1 billion, but that it is right to make room for a somewhat
larger reduction in case it proves possible.

If the reduction amounts to £1 billion, some £2 billion

will remain to be provided by purchase of other assets.

The Bank will aim to do so by buying in commercial bills
and, to a lesser extent, swappig& the banks orel

currency holdings into sterling. This should be Jjust
ﬁ3EET5I%'WT?EEE%‘FEEEE?EE‘TE-EEecial arrangements.

To reduce the RAR below 10% would not reduce the need

for the Bank to buy in commercial bills because the ability
of the banking system to run down its holdings of reserve
asset claims on the public sector would be already exhausted -
if not more than exhausted - by the reduction to 10%.

Nor would it help to allow more private sector assets to
count as reserves, for the same reason. Nor would it help
to bring in gilts over one year (the present boundary),
because this would make them more attractive to banks, and
so could conflict with the objective of broadening the
market in central government debt of this maturity.

/The Chancellor and




SECRET

The Chancellor and the Governor are satisfied that to
reduce the RAR to 10% is the right course to follow in
the circumstances. If the Prime Minister is content,
the Bank of England will announce the change on or
about 5 January.

T e

I am copying this letter to Tim Allen at the Bank of
England.

901/\-"’(

)ﬂhm

&

A J WIGGINS
Principal Private Secretary




10 DOWNING STREET

From the Private Secretary 22 December 1980

SR |V

When the Chancellor and Mr. Middleton
called on the Prime Minister with Professor
Griffiths this afternoon, they had a word
about the follow-up work from the Monetary
Seminar on 18 November. The Prime Minister
asked if she could have a progress report on
all the work that is being done - to reach
here please by 9 January.

N

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




PRESS ANNOUNCEMENT

N

MONEY AND BANKING FIGURES: 19 NOVEMBER 1980

1 During the five weeks to 19 November, sterling M3 increased by
£1,360 million (2.1%) after seasonal adjustment (Table 11.2).

Since mid-February, sterling M3 has grown at 24%% per annum, but

this has been distorted by the removal of the Corset' and the underlying
growth is somewhat less. My increased by £210 million (0.7%) and has
been rising at an annual rate of 8% since mid-February.

2 Domestic credit expanded by £1,480 million, seasonally adjusted
(Table 11.3). The most important component was the central government
borrowing requirement which, at £1,960 million, was large. Between

a quarter and a third of this was on-lent to the rest of the public
sector, whose direct contribution to DCE was negative (-£40 million).
About half of the borrowing requirement was funded by the non-bank
private sector which made net purchases of £930 million of central
government debt: net purchases of gilt-edged stocks accounted for

£690 million, and certificates of tax deposit for £200 million.

3 The level of sterling lending to the private sector showed a slight
fall, of -£20 million after seasonal adjustment, the first monthly fall
for nearly four years. Although individual monthly figures can be
volatile, this does nevertheless provide further evidence of a
slackening in the trend of bank lending. Bank acceptances held outside
the banking system (which are not included in DCE), fell by £160 million.

4 Lending in sterling to overseas again rose sharply, by E500 million.
Taken together with external and foreign currency finance, which was
~-£220 million, seasonally adjusted, (and within which there may have
been some direct offsets to sterling lending to overseas), there was

a net inflow of sterling to the private sector of some £280 million.

5 As already published, the banks' eligible 1liabilities rose by
£726 million (1.1%). Reserve assets rose by £469 million and the
reserve ratio rose from 13.0% to 13.6%. Details of the discount
market's and banks' balance sheets are shown in Tables2 and 3.

Estimated seasonal movements - three weeks ended 10 December 1980

The provisional seasonal movements for the three weeks ended
10 December are as follows -

£ millions
Notes and coin
Private sector sterling sight deposits
M
O%her sterling deposits (including CDs)
Sterling M3

Bank lending in sterling to the private sector

The seasonally-adjusted change in the money stock is obtained by
subtracting (with due regard to sign) the seasonal movement from
the unadjusted change.

BANK OF ENGLAND
18 December 1980
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Bank of England
Banking statistics

19 November 1980

Discount market [Table 2in the
Quarterly Bulletin)

Lmillions

Liubilities: borrowed fumils

Sterling Other cu

aof which

Bank Other UK Other UK
Call and of banking United banking
overnight England SECtor Kingdom Overnseas seetor Kingdom Overseas

1979 Oct, - 4,123 575 55 21
Nov, 21 A 4,219 ] 49 19
Dec. 4,228 275 BS 32

1980 Jan. 4,126 4l 19
Feb. 4,148 il 45 17
Mar, 4,267 268 2 1Y
Apr.

May
June

224 19 12
221 63 28
190 k 150 40
79 28

224 2 72 ]
49 T4 It

56 25
12 L]

T
3k
SRE

=
]

July
Aug.
Sept.

&

S Efn
BE 3
abs A

Oct,
Nov,

Sterling assels
-

UK and Other bills Funds lent Invesiments
MNorihern
Ireland British government stocks
Tredsury
bills Other UK
Local public Other banking Certilicates UK local d Upio i
suthority seclor bills sEclor of deposit authorities Kingdom Overseas year

years years

lws | Ower §

1979 Oct, L 89 25 328
Nov, 106 Bl 19 158
Dec, 64 i 14 B4

1980 Jan, 133 i 47 105
Feh, . 112 21 128
Mar. 14 13

Apr. 105 8 3l
May . 128 , 12
June % 120 24

July 17 88
Aug. ' 64 118 124
Sept. 127 i 144

et 127 i 106
MNov. 140 37

Sterling assels comfinued Other currency nssels Undefined assers

Invesiments conrinued Onher
sterling
Local Other assels
authorities
Total Undefined
Certificates undefined aESers
of deposit assery multiple |a]

74 3,096 189
77 3,120 1941
109 2,977 18-2

9 59 3,200 18:1
385 58 3,250 18-4
384 9 35 4,260 184
35
395 67
398 167
407 5
409 100
397 [ 142

o
5=

—
coeoe
NS Lok weo

J85 10 110
I8 55

=%

d assets multiple has been ealeulated with a capital and resources base of 164 in 1979 and 177 in 1980,




Banks in the United Kingdom: summary

£ millions

1979 Oct,
ov, 2

1980 Jan,
Feb.
Mar,
Apr.
May

Aug.

Oct,
Nov.

Notes
out-
standing

Tolal
deposits

73,685
75,609
76,915

f2,491
84,062
§4,476

87,084
89,718

UK
banking

sector

Sterling labilities

Sight deposits

UK UK
public private
sector sector
676
735
750

B23
BOS
707
639

850
782

T80
578

19,914
19,533
19,477

19,455
18,427
18,756

19,727
19,266
19,033

19,743
19,551

704
865

20,312
20,268

Overseas

2,642
2,642
2,698

2,709
2,680
2,931

UK
banking
sector

13,755
14,655
15,607

13,893
14,155
14,369

14,423
14,553
14,849

13,470
13,469
13712

14,193
13,382

Time deposits

UK UK
public private
seclar sector

24,924
25,782
15,839

26,689
21,21
26,994

27,250
28,154
29,082

170
164
163

164
162
158

180
167
195

232
230
250

212
243

Centifi-
cates of
deposit
Overseas
4,174

4,608
4,538

5,223
5,473
5,326

3,756
39
1,833

Iems in
suspense and
Iransmission

Capital
and other
Tunds

11,856
1,777
11,935

12,444
12,263
12,298

12,720
12,697
13,337

13,510
13,219
13,361

13,777
13,610

Balances
wit

Bank of
England

401
584
449

611
574

Sterling ussels

Reserve assets

Money ol call

Discount
market

* Other

a1
228
230

rol |
247

UK and
N.Ireland
Treasury
hills

1,124
97
1018

L
905

Local
authority

214
148
152

171
174

Other bills

Commercinl

G

British

government

slocks

up 1o | year
129

292
565

582
532

Special
and
supple-

mentary
deposits

771
797
797

28

104
Bl 241 132
300
358
436

509

453
£l
453

3o 3,707 32
216
219

242

416
456
475

357
671
il

266
276
333

1,065
1,083
1,200
1,194

.10
1,090

1,602
1641
3413

190
382
412

dbd
573
568

4,238
4,157
4,236

299
269
£l L]

456

495
575

452
534

467
687

4,448
4,341

36l
32

1,060
1,301

Sterling assels concluded Oiher currency assels

Investments Miscellancous assets Miscellaneous assely

British government stocks Cither
ltems in
suspense
and
collections

ltems in
suspense
and
collections

COver §
years and
undated

540
S8l
593

Over |
year Lo
144 years

Jo6
36l
210

Over | ¥
years (o
5 years

Assels
leased

Assels
leased

Public

sector
n
76
3%0

Other Other Other
550
594
673

259 14
o2 4
266 15

329
334
336

1,430
1,488
1,369

1,938
1,944
1,957

1979 Oct,
MNow
Dec. 5,150

246 15

241 15

243 14

hd
K16
765

669
514
500

403

358
352
3ol

160
138
131

5178
2,139
2,140

6,166
5,482
5378

6,616
6,312
5,672

5,867
5,770
5,303

5,702
5,738

1980 Jan.
Feb., 20
Mar. 19

307 15
327 3
136 £k}

34 13
o2 32
282 13

8493
47
1,154

34y
378
94

Apr. 16 i}
May 21 100
June 18 208

July 16 166
Aug. 20(a] 243
Sept. 1T 284

15 348
213

410
447

274 13

Ot
m 13

Nov. 19

Three contributors, with assets/liabilities of £167 million, were excluded from the series at end-July 1980, The main net elfects are estimated 1o reduce stering deposits of the Uk
banking sector by E79 million; sterling caj and other funds by E38 million; sterling market loans 1o UK banks by £79 million; and other sterling investments by £48 million. Other
net changes were negligible, The changes in Tables 6 and 11 are unalfected by the exclusion of these contributors,




. | Table 3.1 in the
Cuarierly Bulleiin|

(her currency linbilities Total af which sterling

liabilities/

Total Sight and time deposits Certifi- ltems in Capital ussels

deposits cates of suspense and and other Liabilitoes Aszers

deposit transmission Tunds

Uk

banking Other
Uk

sector Overseas

1568 107,348 19,324 255,890 89,323 o 1979 Oct,
142 109,111 19,870 262,830 91041 91,637 Nov, 2
968 108,017 19,775 263,843 92,666 92,423 Dec.

31,527 4,
169,995 35,873 5
169,497 36,737 4,
167,179 4,5
169,809 4.7
183,957 39,557 5,0

185,588 40,507 5,544 117,639 11,897 283,640 96,327 Apr.
182,878 40,073 5.8 115,781 21,212 3 282,146 97 444 May
183,662 40,296 5.5 116,812 20,999 284,617 99,202 f June

39 108,040 19,249 93,607 93,248 1980 Jan,
81 107,842 20,088 93,309 93,540 Feb.
T4 117,533 21,793 43,503 93,531 Mar.

|
5
181,268 19,576 5
183,740 40,194 g

5

17,12 21,093 286,980 104,417 100, 800 Aug.
17,067 3 286,318 1ol 054 lo1,418 Sepl.

185,042 40,747 119,013 291,588 104,787 104,207 Oet,
189,751 41,857 121,945 20,425 298,822 107,249 106,714 Nov.,

2

H]

253 115,848 20,59 283,121 July
+340 .

167

182,818 40,350

Sterling assels comiined
Market loans (other than reserve asseis) Bills Advances

(other
Certifi- UK UK

: than UK UK
Banks in Discount | cates of UK local public corp- private reserve public private

UK market deposit authorities | orations seclor [ Overseas assels) T seclor sector Overseas

624 215 692 501 1,238 4,039 1979 Oe1,
378 143 569 449 1,398 4,041 Nov. 21
T66 166 649 471 1,370 4,044 Dee,

502 180 503 445 44,800 1,706 4,110 1980 Jan.
540 196 456 9] 45,318 1,666 4,175 Feb.,
55 i 62 127 44 896 484 5,203 1,540 41140 Mar,

525 118 367 405 46,064 1,895 4,018 Apr.
567 O B8 441 877 440 1,814 4,031 May
268 106 485 > 468 1,640 4,222 June

15,477 34 104 481 518 1,893 4,132 July
24,878 15,604 80 &0 463 530 51,941 1,968 4,352 Aug.
25,495 15,792 169 107 91 575 52,054 1,911 4,452 Sept.

26,172 16,405 37 94 S6d 399 53,712 2,115 4,434 Ot
28,541 17,716 294 E06 453 53,153 2,003 46,481 4,669 Nov,

Other currency assels continued Acceplances

Market loans and advances Bills Investments

Banks in
K and Centifi- UK
af which discount cates of i private Other
Total advances market deposit sector s { Owverseas Sterling | currenci

162,845 A 32,783 2,210 . 8,271 5 2,226 X 1979 Oct.
167,508 39,4494 35,055 2,258 8,153 2,240 2
167,690 39,677 35,826 2,28 8,069 2,241

165,200 40,172 33,968 2,095 B,205
167,292 40,592 35,897 2,304 B 463
181,711 42,206 38,247 2,623 B, 602

183,214 43,389 38,971 2,638 B, 738
180,665 42,974 38,474 2. b 8,787
181,203 44,031 38,858 2,334 9121

178,939 44,025 37,845 8,971 127,331
44,893 38,149 9,087 129,022
44,790 38,781 s 5959 127,328

182,176 44,455 39,641 8,871 128,769
186,646 45,088 40,910 8,926 131,622




[Tables 3.2 o n. the
Banks in the United Kingdom: detail Quarte tin)
£ millions
Liabilities

Sterling deposits Other currency deposits

UK UK
banking | public | private

Certifi- UK Centifi-
cates of banking ()Iiém cates of

seclor sector | sector lOv:ucu deposit Total sector u deposit

41,183 1,578 47 15,149 2,681 10,644 1,781 887 526
41,689 1,537 55 35,692 2,628 1,277 11,449 1,778 3 614

4,691 165 80 3,987 115 1,315 513 144 569 89
4,177 176 107 4,033 11 1,423 520 180 5 128

1,339 524 3 708 75 13 I 4 =
1,383 536 36 773 78 13 2 3 =

Accepting houses{a] 4,837 L 1,249 42 2,695 647 5983 1519 142
5,285 1410 47 2,990 603 6,602 3,926 142

Otherla) 16,442 5512 6,885 2,629 21,441 13,203 1,103
16,618 5,684 129 6,821 2,708 21,868 13,381 1,015

Oversens banks:
American banks B,469 1408 3,156 15 2,287 1,423 50,505 6,243 1,584 3420 11,257
9,161 3618 23 2,106 1,606 49,986 3 0918 11,337

Japanese banks | 824 31 385 - 147 a4 37,153 22,717 3,623
1,048 51 764 237 41 ig012 10,624 blid 23,490 1,696

Other : B,249 1,582 3,350 1,535 2,616 48,441 9,603 14,587 320
B.655 1,514 3,639 B 1633 2,591 50,562 10,373 35,881 3252

Consortium . 1,050 24 600 143 269 9,528 1,69 5504 216
banks : 1,102 186 621 140 aoa 9,836 3,860 5,608 241

57,084 26,257 16,779 53,548 185,042 40,747 119,013 20,181
89,718 26,492 17,985 54,386 189.751 41,857 121,945 20,425

Sterling and other currency Sterling assels

Linbilities: Total Noies Reserve wssels Special
items in linbilities/ und deposily
suspense and wssels coln

fransmission; Balances UK and British

capital with Money M. Ireland government

and other Bank of ot Trensury stocks

funds England call bills up to | year

British banks:
London clearing 1980 Oct, 15 9,542 o 483 454 216
banks MNov, 19 9,738 8 Sed) " 553 263

Scotish clearing 1980 Oct. 15 1,054 s 22 - ik 84
banks Nov. 19 992 § 5 171 LY

Northern Ireland 1980 Oc1, 15 il y 168 - S 51 6
banks Nov, 19 165 169 2 (& bl [

Accepling houses[a) 1980 Oct, 15 1,176 416 40 L
Nov. 19 1,318 I 454 9 24

Otherfa) 1980 Oct. 15 4,335 3 1,297
Nov. 19 4,399 42,886 1,365

Oversens bunks;
American banks 1980 Oct. 15 479 59,453 881
Nov. 19 416 59,562 964

Jupanese banks 1980 Oct, 15 86 18,063 Bl
Nov. 19 21 39,081 L]

Other 1980 Oct. 15 57,561 715
MNov. 19 60,082 799

Consortium 1980 Oct. 15 B84 A61 g2
banks Nov. 19 900 11,839 a8

1980 Oct. 15 18,927 291,588 ¥ B 490
Mov, 19 18,814 298,822 B,959

[al One contributor wus transferred from ‘British banks: other’ 1o *British banks: accepting houses' in November 1980,




[ Tables 3.2 10 3.10 in the
Quarterly Bulletin continued)

Sterling ussets continued

Market loans Bills Advances Investments
(other than reserve asseis) tother
than
reserve Hritish
Banks in assels) government
UK and Certifi- UK UK UK Stocks over
discount cates of local Other public private 1 year and
market deposit authorities UK sector seclor Overseas undated

British banks:
London clearing 5,179 i1l 3l 16 403 1,930 892
banks 5 6,241 598 in 115 68 206 2,931 1,17

Scottish clearing ol 459 42 28 7 137 175 83
banks . 547 i6 29 (] 108 193 20

Northern Ireland . 151 19 49 12 1 13 33
banks 157 21 50 12 10 13 k¥

Accepting houses[al 1,290 g9 581 195 141 194
M 1,510 460 548 215 198 232

Ontherla] 4,781 1:d13 1,394 132 a19 578
4,701 1,205 1,328 i 482 508

Overseas bunks:
American banks ) 1,289 426 436 419 v 489 288
1,367 539 436 451 5 552

Japanese banks 188 - 39 164 15
242 - 35 E 189 18

Other . 2,730 T 184 483
2,792 29 bEL]

Consortlum 175 38 175
banks Z 413 45 178

16,442 658 2,115
18,010 1,043 2,003

Onther currency assels Sterling
and other
Markct loans and sdvances lnvesi- currencies
ments
Banks in
UK and Certifi- Uk UK Miscell-
af witich discount cates of public private angous
Total advanices market deposit sector sector Owversens assels

British banks:
London clearing 10,613 2,5%06 4,007 40 400 728 5,347 496 6,675
banks . 11,366 3,081 44 408 322 5,770 2, 499 6,833

Scottish clearing L. 1,332 (0] E L 6l 170 T58 s T4
banks s 1434 6l6 8 6l 172 815 40 747

5 15 163 3
I L] 15 m d

Accepling houses(a] 5,300 28 515 3,268 2 204 Hid 1,836
5,865 24 510 3,534 2 210 939 1,977

Onherfa) 13 21,223 1,918 15,119 ; H55 1,499 o6
21,656 368 1,896 15,096 LLE] 1,475 642

Northern Ireland 4 14 ! - 1
anks P =

13

Overseas banks:
American banks 49,743 2,476 37,701 298 328 682
49,257 2,478 37,525 n 5 659

Japanese banks 36,504 1,024 26,296 539 8 17
£ k) 998 26,860 $ 605 12 1n?

Other £ 47,815 | 1,853 32,251 63 124 1.158
49,808 1,858 33,7 inl 312

Consortium 9,632 3 186 8,024 161 72
banks it 9917 2 192 8.218 160 69

Total - 182,176 ¥ §.871 128,769 2,967
186,646 3,088 0 8,926 131,622 3,075




[T
UK banking sector: transactions in liabilities and assets) o

£ millions
Liabilities

Domestic deposits Overseas seclor MNon-
deposits deposit
Public sector Private sector linbilities
{net)
Sterling Other Sterling
curren-
cies
Season-
Un- ally
adjusied adjusied Sterling

Month ended

197% Nov. 11 905 + 54 605 395
Dec. - il 24 100 3 188 100 342

1980 Jan, + a9 219 402

Feb. A 278 a9 127
Mar, 8 - 2 159 255 24
Apr. + - 940 292 376

May + 555 1,252 kL)
June L 80 3 4 + 947 66 144
July 3008 2.882 - 769

Aug. 1 + 1,072 1,502 3
Sept. 54 1 275 506 276
Oct. 1,477 996 327
Mo, 862 1,424 185

Lending to public sector Lending to private sector Lending to overseas
sector

Sterling Other Sterling Other Sterling Other
currencies currencies currencies

Season- Central Season-
Un- ally govern- Un- ally
adjusted adjusted ment adjusted adjusted
Month ended
1979 Nov. 21 4,693 13 + 166 + 678 3,898
Dec. | 78 + 241 - 373 + 171 ) 249
1980 Jan. 16 4,965 1,216 - o9 +1,385 3,604

Feb. 20 857 199 + 214 + + 493 06 404
Mar. 19 7952 209 = 126 20 I + 403 + 8299
Apr. 16 3,247 347 ol + 97 1,365

May 6,250 + 132 + + 972 - 4,703
June 18 1,456 545 - 398 + 457 63
July 16 4,634 +1,219 + +2,106 639

Aug. 20 + 3517 + 22 + 6 + 2,292
Sept. 17 549 122 + 265 + 651 - 788
Oct, 15 5,116 + 5 + 1,531 +1,235 3,207

Nov, - 3,529 765 + 992 - - 205 - 9 + 2477

The banking sector comprises all banks included in Table 3 together with the discount market and the Banking Department of the Bank ol England. Inter-bank items are excluded and adjustments
made to allow for transit items (see additional notes 1o Table 6 in the Quarterly Bulletin).

Components of private sector liquidity + [Summary of Table 12 in the
September Cuarierly Bulletin]

£ millions

*Money' Other money-market Savings deposits and securitics Certificates of i’hl_llbj I’:\‘l.zlcl
instruments tax deposit

Unadjusted | Seasonally | Total af which Total af which Total (net) S lly ad) 5 Iy 5 Iy
adjusted (net) Bank (gross) shares and adjusted adjusted
bills depaosits
with
Dty Seasonally
societies Unadjusted | adjusied Ciross

! 2 S, 7 4 v H 12
Month ended
1979 Nov, 21 33,207 53,644 47,215 44,761 45,198 2 60,724 105,687
Deec. 12 53,748 53,555 47,501 45,020 1 60,619 105,421
1980 Jan. 16 53,769 53,891 ! 47,970 N it 45,412 60,841 106,023

Feb, 20 53,530 7 48,161 45 896 728 61,148 106,906
Mar. 19 33,781 2 48,480 i \ 46,316 662 61,654 107,910
Apr. 16 54,795 s 2, 48,760 J7,82] v 46,601 609 62,221 108,742

May 21 55,482 48,994 46,797 634 64,096
June 18 56,442 56,584 49,778 A 46,922 46,945 604 64,627
July 16 59,828 59,372 50,348 a9, 47,45 47,308 634 66,107

Aug. 20 60,950 61,089 50,664 47,797 47,689 B38 3 67,555 115,339
Sept, 17 61,115 61,613 8 51,283 48,411 48,524 623 67,752 116,191
Oct, 15 62,606 62,606 51,957 40,857 49,079 49,342 L1ES 68,910 118,142

Nov, 19 63,502 63,992 52,463 41,382 49,605 50,088 1,080 70,330 120,288

An article introducing and explaining the full table of the components of private sector liquidity appeared in the September 1979 Quarterly Bufletin; see also additional notes 10 subsequent
issues.

PSL} equals columns 2 + 3 + 9.

PSL; equals columns 2 + 3 + & + 10




Chuaarterly Bubletin]

’ey stock: amounts outstanding [ Table 1.1 in the
£ 5

Motes UK private sector Maoney stock UK UK Money stock UK Maoney stock
and sterling sight deposits private public residents’

coin in Mjlb] sector sector Sterling M;|b] deposits M;lb)
circula- sterling sterling in ather

tion Season- time deposits Season- currencies Season-
with Non-interest- Interesi- deposits 1l lel

ally ally ally
public | bearing [a] bearing Unadjusied adjusted lel Unadjusted adjusted Unadjusted udiuslrsl

4 2 3 4 ] 7

Month ended
1979 Oet. 17 9,267 15,143 28,448 28,190 25,747 55,173 55,160 4,915 60,070

Nov, 2] 9,307 14,777 27,672 27,760 26,617 53,385 35,700 5,571 60,9, 61,270
Dec. 12 9,675 15,064 28,279 21,660 26,566 96 55,84} 55,750 5,279 61,030
1980 Jan, 16 9,319 14,379 27,496 27,650 27,384 56,042 36,240 4,674 h 61,120

Feb, 20 9,372 13,815 26,660 27,280 27,995 55,905 5,090 ! 61,670
Mar, 19 9,467 v 27,157 27,570 21,152 55,919 56,860 5,327 62,190
Apr. 16 9,566 X 27,896 27,450 28,052 56,911 57,050 5,831 W1 62,860

May 21 9,706 X 3 27,578 29,063 57,853 58,280 6,240
June 18 9,707 27,563 i 30,028 58,691 58,720 5,991
July 16 9,961 . 28,677 12,268 62,123 61,670 5,600

Aug. 20 9,940 28,350 3 63,429 63,500 [d] 5,129 H 69,220 |d)
Sept. 17 9,858 14,338 28,364 A 63,215 63,850 5,453 69,300
Oct. 15 9,842 14,629 28,905 o 34,752 64,719 65,080 5,366 3 0,440

Nov, 19 9,824 14,586 28,825 35,676 2 65,781 66,410 5,744 525 72,160

After deducting 60% of transit items (see additional notes 1o Table 6 of the Quarterly Bullerin).

M equals columns | + 2 + 3. Sterling M3 equals M + columns 5 + 6, M3 equals sterling My + column 8.

Including UK residents’ holdings of certificates of deposit.

The changes in these items for the five weeks ended 20 August given in Tables 11.2 and 11.3 do not equal the differences between the amounts outstanding. See the footnote on page 2 and
additional notes to Table 11 of the Quarterly Bulletin,

{Table 11.2 in the
Quarierly Bulleiin)

Money stock: changes,

£ millions: percentages in flalics

Noles and UK private sector Uk UK Money UK residents®
coin in sterling sight deposits private public stock deposiis in other
circulation seclor seclor currencies |d]
with public sterling sterling Sterling
time deposits Myle]
Non-interest- Interest- deposits Trans- Valuation
bearing [b] bearing 1d] actions changes le]

2 d ¥ & 9

Month ended (unadjusted)
1979 Nov, 21 + 1] 70
12 + 287 51

Dec,
1980 Jan, 16 - BlE

.Feb. 20 - 564 6l
Mar. 19 370 243
Apr. 16 30

May 21 + 1,013
June 18 + 963
July 16 +2,240

Aug. 20 - - +1,337
Sept. 17 2 + 219
Ot 15 - 4 + 90

Nov, 19 - + Y24

Month ended (seasonally adjusted)

1979 Nov. 21 + 13
Dec. 12 + 23

1980 Jan, 16 + 122

Feb. 20 72
Mar. 19 45
Apr. 16 27

1,037
R
292
BB

4

424
1,155
740
41,786

+1 4
e
(NP
+ 4+
1+
So
—-—4S

4+ 4+
oMok LoN Do oo

4+

—Sh ATk oD

it
Ahe vas
Lee

1
G oune Swe

May 21 18
June 18 17,
July 16 - 120

-4 4
e

1,602
349
935

+1,192

Aug. 20 + 164
Sept, 17 - 116
Oct, 15 + 31

Nov, 19 26

e
B s el ST
o AN o4

+++
~ 863 San

+ 4+

+
+
b

lal Changes in the money stock may differ from those which can be calculated by € Lo i i noies 1o Table 11 of the Quarterly Bulietin).
Ib]  After deducting 60% of transit items (see additional notes 1o Table 6 of the Quarterly Bulletin),

lel My equals columns | + 2 + 3, Sterling Mg equals M + columns 5 + 6. My equals stcrling My + columns 8 + 9.

Id] Including certificates of deposit,

lel Secndditional notes to Tables 6 and 11 of the Qwarterly Bulletin.




| Table 1
Public sector borrowing requirement, domestic credit expansion and changes in money stock 7 I.:(

£ millions
Public sector Purchases (- ) of Sterling Sterling Domestic External and foreign currency Net
borrowing require- ublic sector debt lending lending credit finance (increase = ) non-deposit
ment (surplus - ) gy UK private sector o UK 10 overseas expansion liab 5
(other than banks) private sector [¢] d] (increase - )
sector [b) lel

Banks*
Central Other foreign
govern- public Central
ment bor- sector govern-
rowing contri- sector ment
requirement | bution debifa) (net) 1]

] 2 3 1o
Month ended
(unadjusted)
1979 Nov. 21 52 + + 874 212
Dec, 12 256 T + 409 ] 456
1980 Jan. 16 856 + 433 + 468 201

Feb, 20 18 5 - 291 &4 137
Mar. 19 91 1 + 244 14
Apr, 16 - + 1,560 204 - 992

May 21 544 + 79 - A8 942
June 18 363 + + 2,156 + B3§
July 16 4 + 4,051 + 3,432

Aug. 20 : + 1,511 + +1,297
Sept. 17 66 98 ] B4 + 241 - 24
Oct, 15 + 1,623 + 1,504

Nov, 19 - 4 T+ 1139 + 1,062

Maonth ended

(seasonally adjusted)

1979 Nov. 21 - 5 486 + + 547
Dec, 12 213 1,209 170 7 + 96 42

1980 Jan. 16 + 126 483 1,430 + a3 - 485

Feb. 20 71 479 + 270 330
Mar, 19 142 253 + 77 + 302
Apr. 16 758 + 01 216

May 21 29 504 + 1,149 1,249
June 18 409 137 890 275 + 1,369 447
July 16 560 536 666 + 3,467 : 2,954

Aug. 20 2,044 63 1,192 350 + 2,010 1,626
Sept. 17 1,139 45 736 B4 + 390
Oct, 15 + 404 125 1,013 ' 215 + 1,081 1,268

Nov, 19 + 1,961 43 821 - 501 + 1,477 + 1,364

[al - Purchases (=) of central government debt by the UK private sector {other than banks) can be analysed by instrument as follows:

Marketable debt National savings Tax instruments Oiher [h] Total
- (column 4 above)
Treasury Seasonally Seasonally Seasonally
Stocks bills ) | Unadj ! | adj 1 Unadjusted adjusted

Month ended

1979 Nov, 21 - + 75 +321 ~ 458 - dE6
Dec. 12 = 51 # 49 = 1,209 = 1,209

1980 Jan, |

6 33 + 56 = 1,365 = 1,430
Feb, 20 21 +132 152 479
Mar. 19 2 + 65 - 297 253
Apr. 16 - + 50 - 869 758

May 21 S 1 = 544 504
June 18 4 5 + 0 E - 913 BN
July 16 - B =32 536

Aug. 20 ; -212 1,211 -1,192
Sept, 17 +254 - '798 - 73
Oct, 15 =17 ~ 1,055 ~1,013

Nov, 19 : - 198 S - 934 — 1927

[b] Bank lending in sterling to the UK private sector (sce page 6) plus ssue Dy 's holdings of ial bills.

(el Bank lending in sterling to overseas sector (see page 6) plus Issue Department's holdings of ECGD-backed ired as part of
(d] Domestic eredit expansion equals the sum of columns 1 to 6,

el See page 6.

1] Banks' foreign currency deposits from, less foreign currency lending to, UK and overseas residents (see page 6).

[g] Sterling M equals d ic credit ion plus columns 8 + 9 + 10 + 11 {see also page 7).

[hl Includes repayments (+) by the Fund for Banks for Savings (a central government fund) to the (rustee suvings banks.

Symbals and conventions

+ not available,

= nil or less than £ million,

Owing 10 rounding of fgures, the sum of the separaie items will sometimes differ from the 1otal shown,
Further notes and definitions on these tables are given in the Quarterly Bulletin,

Issued by the Financlal Statistics Division, Bank of England, London EC2R SAH.
Printed by Waterlow London,
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at end insert
i
Conclusions
i

1. The fact that the government has not been able to achieve its target for

£M3 or its expectations for PSBR casts doubt on their practicality, given the

state of the economy when they were announced in March 1980.

25 The effort to achieve the targets has resulted in éeverely deflationary
policies, directly through high interest rates and cuts in public investment,
and indirectly through reductions in stocks and the effect of the exchange rate

on exports.

.

3 . The effect of the deflation of demand has been to squeeze profits and

reduce inflation.

4. The contribution of the exchange rate to reducing inflation will be
unwonnd if.a decline in the pound restores a greater degree of competitiveness to

manufacturing industry.

b With no controls on capital movements, inwards or outwards, the Committee

appreciates the difficulty in juding the timing and magnitude of the effect on
expectations, capital movements, and the exchange rate of any action on the part
ofthe authorities. Continuing doubt about the basis and directim of the

—_—

government's monetay policy does not however make it any easier for the market

to form equilibrating expectations.
Sl lile -l | i hiEa




6. The government has set other considerations above the achievement of its

—_— —

monetary targets in the short term.

Tk The action of the authorities should continue to be based on an assessment
of their effect not only on monetary targets, but also on competitiveness,

investment, output, inflation and employment, in the shorter and longer term.

8. On balance the Committee believes that the continuation of such tight
e s

monefary policies will do more to cut output, investment, and exports than it will
g— - '___‘_"_"‘_‘__-.‘

to cut inflation, in both the shorter and the longer term. The Committee

agreés with the Chancellor that the rates of growth of £M3 and PSBR are likely

Ll

to be substantially lower in the second half of the financial year 1980/81 than they

1 -

were in the first.

In the further relaxation of monetary policics the priorities should be:

(i) a reduction in interest rates;

(i1) any measures to reduce the exchange rate below its level in November 1980;
e b, R

~4iii) measures to ease the ligquidity pressures on private A industry
" including Bank of England intermediation for medium term loans to industry;
(iv)- maintenance of investment in the public sector.

10. The effects of specific fiscal measures should be judged by their effects on
o S eyl oy v

the final oﬁjectives of output, employment, and inflation, and on money supply, and

not just on the PSBR, which is not an adequate proxy for the other variables.
S T




11. Pay restraint in the public and private sector in the shorter and the
longer term would make it possible for the government to pursue less tight

monetary policies than would otherwise be necessary.

125 The government should not ignore the short term social distress and the
—_,——— e

possibility of long term damage to industrial relations from a high level of

unemployment.

13, A fresh basis for .the medium term financial strategy and its implementation

_—-_-___'__‘————__ e e —
is needed to maintain the necessary monetary discipline while allow%ng the economy

et e

to recover from the present severe recession.




CHANCELLOR . cc Chief Secretary
Financial Secretary
Sir Douglas Wass
Mr Ryrie
Mr Burns
Mr Middleto

A VIEW FROM THE MONEY MARKETS

The attached note from a well-informed source may be of some

interest.

M

]L z ADAM RIDLEY
l s ; . 12 December 1980
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THE MOOD OF THE MARKETS - 12 DECEMBER

There is enormous confusion over the reports of what the Chief
Secretary said to the backbench Finance Committee and of various
interpretations which can be put on those reports. One school

of thought think that what is signalled is a greatly relaxed
attitude to the movement of sterling M3 and the PSBR , which will
be justified on the basis of the degree of recession. Another
interpretation is that the Government is not relaxing, and indeed
recognises the need to raise taxes; but equally recognises that
what happens to the PSBR this year is effectively water under

the bridge. A good deal of effort has been expended on analysis
of the articles in the Guardian by Ian Aitken and Hamish McCrae
(12 December). What this means is that there is a far wider
concern than hitherto about the possible abandonment of the MTFS,

. a larger PSBR and massive demands on the gilts market. This has

undoubtedly been a significant influence in recent days, though
precisely how much is difficult to make out given the concomitant
movement of American interest rates. Though there may be '
attemptg&}ggllies, such as the «one today (Friday 12 December),
inferences about the future are rather gloomy.

or At another level it is increasingly being argued that "simple-
minded" monetarism has proved to be unviable. By that is meant
the policy in which the authorities simply seek to control M3

by putting interest rates at a suitably high level and do not
bother too much with the PSBR. The problem is that, with this
doctrine moving out of fashion, people are increasingly unclear
about the principles on which the Government will be operating
henceforward, and they are in need of a clear steer from the
Government. Amidst the hubbub, it is not surprising that many
gilt brokers will be defending a set of policies which will ensure
a high level of gilt sales. But then they would, wouldn't they.

B While there is no imperative need to clear up matters before
Christmas, it would help a great deal if something could be done.
However it would be wrong to wait beyond the first or second
week of the New Year and the approach of the next set'of monetary
statistics.

RESTRICTED
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" themselves:

Looking ahead a number of important considerations suggest

(a) If gilts are flogged hard in the last quarter of the financial
year while the PSBR is in surplus, then money market overnight £
rates will get extremely tight. Even if the Bank pursued the
prgg%%%%y of not selling gilts while not continuing with the frepos",
/overnight rates will still be tight. This will have an unsettling

effect on long markets.

(b) The attraction of leaving money short to exploit the high
overnight rates will necessarily mean a diversion of interest
from the longer gilts. If, moreover, it appears likely that
there will be a large PSBR in the following financial year, then
long rates must tend to drift upwards, and when funding begins
again it will be that much more expensive.

(c) The position is made no easier by understandable uncertainty
about how the new system of monetary control will operate as 'the
Bank begins to conduct more aggressive open market operations

through the discount houses.
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9 December 1980 ;ﬁ%
Policy Unit

, PRIME MINISTER ; o % ; :

MONETARY BASE CONTROL

About a week ago; I heard from Alan Walters that a y:I:;/;esearch
economist called David Howard at the Federal Reserve had done some

research on the UK monetary system and was coming over here with

the resulting paper which he expects to publish in a few months'
time.

Alfred and I had dinner with Howard yesterday. He has-found that
there is a stable trend relationship between the monetary base in
the UK and the money supply. This appears to dispose of one
important objection by the Bank. The Bank may well respond, Alan
thinks, by saying that the relationship may be stable historically,
but that the stability will disappear if the base itself is used
for monetary control. However, Alan argues that the Swiss and
German evidence disproves that.

t

David Howard has had a session with Goodhgart at the Bank, he is
talking to the Treasury today (someone called Riley who I assume
wopnks for Peter Middleton) and to Brian Griffiths and his people
on Thursday.

Things therefore seem to be moving in the right direction in the
MBC area.

\

JOHN HOSKYNS




COVERING SECRET

1. MR BRI m{L

Lo
2. MR SPBENGTHORPE

MONEY SUPPLY IN NOVEMBER

The Bank of England's press release on the banks' eligible
liabilities is due to be published today at 2.20 pm. The Bank
will publish with them the preliminary indication of money
supply growth in banking November. The Prime Minister may wish
to have the attached note before question time.

hfua PR

T LENNON
9 December 1980

COVERING SECRET




BACKGROUND NOTE

The banking figures for banking November are to be published at
2.30 pm today. Banks' eligible liabilities rose by 1.1%; sterling
“M3 Tose by more, at 2.1%, and the Bank following normal practice
will indicate to the market that the rise was "about 2%" (full
money supply figures are to be published on 18 December). This
brings the annualised rate of growth since February to 244% (or
about 20% if allowance is made for corset distortions).

The London clearing-banks' press release, published at the same
time, will indicate that their syerling advances to the private
sector fell by just over £1 billion. Their advances EE—%ﬁ§'puhiic
sector also fell by about £200 million. To a large extent this
reflects a substantial switch of borrowing from overdraft finance
to market sources because of the sharp drop in market interest
rates. It nevertheless confirms the marked slowdown in private
sector borrowing evident in recent months.

This month's money supply figure is likely to disappoint the
market which had been predicting an increase of around 1%, LE
wZTT'be evident from the fall in the clearers' bank lending
figure that the high PSBR (the calendar November CGBR of £2.7
billion will also be announced today) and positive external
factors reflecting the strong current account are puahing—;b the

money supply._

Line to Take [Eéction G of the Weekly Brief provides a number of
defensive supplementaries. ©Some further supplementaries are
attached./

(i) The money supply figure reflects high Central Government
borrowing, but this was expected and is broadly consistent with
the Industry Act forecast.

(ii) There are signs that the growth in bank lending to the
private sector has turned down, and this should augur well for
Eg;-rest of the target period.

R T e
SECRET




SECRET

(iii) The Government has always recognised that the slowdown in
monetary growth would occur in the New Year as the public sector
moved into surplng_gnd substantial sales of the new issue of
ngs Certificates augmented the slowdown in bank

National Savi
hiéndlng.

e




SUPPLEMENTARIES

Further proof that Government strategy not working

No. Our strategy is to bring down inflation and to create
the conditions for sustainable economic growth. This is
what we hawe "achieve « Inflation is falling rapidly and
will continue to fa:gﬁ/

Monetar, olicy off course

No. The signs are that private sector borrowing has now
turned down. The clearing banks' advances to the private
sector actually fell by over £1 billion last month. FPublic
sector borrowing is still high but we expect this to moderate
substantially in the New Year.

Monetary growth now twice the target

lMonetary growth has been higher than we want and is likely to
exceed the target. But the fact that private sector borrdéwing
appears to be moderating, that public sector borrowing will

be much reduced in the New Year and that National Savings

will be making an increased contribution, all mean that the
excess over the target will be much less than now appears.

Cut in MLR not justified

. With inflation
falling rapidly and the corporate sector bearing more than
its fair share of the burden, the MLR cut was certainly fully
justified. '




PRESS ANNOUNCEMENT

ELIGIBLE LIABILITIES AND PROVISIONAL MONEY SUPPLY :
19 NOVEMBER 1980

During the five weeks to 19 November, eligible liabilities of
banks in the UK rose by £726 million (1.1 per cent) to stand
at £66,001 million. Reserve assets increased by £469 million
to £8,959 million and the reserve ratio rose sharply from 13.0

per cent to 13.6 per cent.

Preliminary information suggests that sterling M3 may have

&

grown by about 2 per cent during the month, after seasonal
adjustment. This figure may of course need to be revised in
the light of subsequent information. Full money and banking

figures will be published on 18 December.

BANK OF ENGLAND
9 December 1980
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Treasury Chambers, Parliament Street, SWIP 3AG

01-233 3000
8 December 1980

Tim Lankester Esq

Private Secretary

Prime Minister's Office {\-
No.10 Downing Street

LONDON SW1 Bl

DL’-M _l’llﬂ"l )

NOVEMBER MONEY SUPPLY FIGURES

The provisional estimate of money supply growth based

on all banks' returns for banking November is now available.
EM3 grew by 2.1 per cent, bringing the annual rate of
growth since mid February to 241 per cent before allbwing
for corset distortions, or about 20 per cent after such
distortions are allowed for.

The counterparts to the growth in £M3 are shown in

the attached table. Overwhelmingly the largest is the
CGBR, which at almost £2 billion, was very high. On-
lending to the rest of the public sector accounted for
about £570 million of this, with a small part of this
being offset by a reduction in bank lending to local
authorities and public corporations. Private sector
purchases of central government debt were £870 million,
with sales of gilts accounting for about i of this. New
investment in national savings was very small ahead of
the new issue of Granny Bonds on 17 November.

Bank lending in sterling to the private sector fell slightly,
and if allowance is-made for a fall of §160 million in

the outstanding "Bill leak" the underlying reduction

seems to have been appreciably larger. But there was
substantial sterling lending to overseas of nearly £500
‘million, which appreciably outweighed the negative

external adjustment; thus the net effect of external
transactions was expansionary, probably reflecting the
strong current account.

/The financial markets

L A IL:[ ¢
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SECRET

The financial markets may be rather disappointed by the
figures, whose impact will be reinforced by the very high
CGBR figure for calendar November (£2.7 billion) which

will also be published tomorrow. There are nonetheless

some helpful points which can be made in background briefing:-

1=

j v |

Dol

The money supply figure reflects high Central
Government borrowing, but this was expected and
is broadly consistent with the Industry Act forecast.

There are signs that the growth of bank lending

to the private sector has turned down, and this
should augur well for the rest of the target period.
(The clearing bank figures would point to a

rather larger fall in bank lending - the discrepancy
results from the fact that market interest rates
were somewhat lower than the banks' base rates

over the November make-up day.)

We have always recognised that the slow down in
monetary growth depended on the movement of the
public sector into surplus after the beginning of
the new year and on substantial sales of the

new Granny Bond issue, which would only begin

to come through in banking December.

A J WIGGINS

Prinecipal

Private Secretary




CGBR
Purchase of central government debt
by the non-bank private scctor
(increase = =)
of which: gilts
Treasury bills
National Savings

Other

Net other public sector

Sterling bank lending to the
private sector

Sterling bank lending to overseas

DCE

External and foreign currency finance
adjustment

Net non-deposit liabilities

£M3

Banking November
£m seascnally adjusted
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PRIME MINISTER i
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I understand you are concerned about the scale of
assistance given by the Bank of England to the money
markets last week in the form of forward foreign currency
swaps, which will have the effect of avoiding problems

_-——- .
in the money markets over the banking December make-up

day on 10 December.

2 These operations are designed to relieve pressures
in the money markets which would otherwise lead to upward
pressure on both short term interest rates and the exchange
rate. I believe that neither of these is desirable in
current circumstances and as you know the Bank, with my
approval, has in recent months been providing assistance
to the markets on a substantial scale.

AN AP A e
G Much of the assistance this year has been in the form
of purely domestic operations, as you know from our
exchanges about gilt sale and repurchase agreements, and
relatively little in the form of foreign currency swaps.
All the methods of giving assistance have the effect of
providing the banks with additional reserve assets to enable
them to meet their required ratio, and we think that there
is little difference in their monetary impact. In practice

/it is likely that




CONFIDENTIAL

it is likely that failure to provide assistance would
actually add to the money supply in the short run rather
than reduce it. This is partly because banks would have

to bid for funds in the market if the authorities were
unwilling to lend, and partly because a sharp rise in

short term interest rates would enable operators in the
markets to draw on unused overdraft facilities and reinvest
the proceeds in the money markets. So I believe that our
policy of providing assistance is quite consistent with

the need for monetary restraint.

4, All forms of market assistance by the Bank are undertaken
on the basis of guidelines which I have laid down. Major
tranches of assistance such as the gilt sale and repurchase
facilities are subject to explicit approval in advance.

The current procedure for foreign currency swaps is that

the Bank inform the Treasury as such assistance is being
given, but not in advance. Given the operating guidelines
which the Bank works to, the precise amount of assistance

in this form which is required in any given month is very
much a matter of judgement which only those closely involved
in the markets are in a position to make. I believe it
would be impracticable to require advance notification

in each case.

Bie The need for market assistance is, of course, very much
the result of the opgzation of the present reserve asset

system. In order to avoid the hindrance to monetary control
which it entails, we have agreed to phase out this system

as soon as adequate prudential arréngements for the banks
can be drawn up, and I hope this will be before the Budget.

A

(G.H.)

¢ December 1980
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As I told you on the telephone, the Prime Minister
has been most concerned to read that the Bank last week
swapped substantial amounts of dollars across the bunkiué
month to ease liquidity pressures over make-up day. Hex
impression is that this must have inflated the money
supply for the current month, just as the earlier assis-—
tance to the clearers in the summer did se. S&he hopes
that the Treasury were aware of what the Bank were doing
before they took this latest action.

I would be grateful if you could let me have as soon
as possible a note setting out the reasons for this latest

action, and indicating whether or not the Treasury were

aware of it in advance.

T. P. LANKESTER

Wiggin&, Esq.,




CABINET OFFICE

With the compliments of
Sir Robert Armstrong KCB, CVO
Secretary of the Cabinet
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T.P. Lankester, Esq.

70 Whitehall, London SW1A 2AS
Telephone: 01-233 8319
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From the Secretary of the Cabinet Sir Robert Armsirong Kep cvo
E

5th December, 1980
..Ref. A03764

You sent me a copy of your minute of 5th December to Douglas Wass
about the Chancellor's proposed article in the Sunday Times,

I made a number of minor suggestions on the text, but the main point
which I discussed with you related to paragraph 7 of the draft, in which the
Chancellor proposes to refer to the Cabinet discussion and endorsement of
the Medium Term Financial Strategy before his Budget last March.

What is proposed is technically, I think, a breach of the confidentiality
of Cabinet proceedings, But, as I told the Chancellor yesterday, I would not
wish to stand on that: he has beenpublicly accused of not consulting his
Cabinet colleagues on this, and I think that he must be entitled to say that he
did consult them. On the other hand I think that it would be preferable for
him not to refer specifically to "a document': such a reference could provoke
Parliamentary demands to see it, or even attempts to get hold of a copy by
unauthorised methods. I therefore suggested that the paragraph should be
recast to read:

"I was determined that this framework should have the full authority
of the Government. So I discussed it with my colleagues in the
Cabinet before my Budget last March, and they explicitly endorsed
the Medium Term Financial Strategy which was subsequently set out
in the Financial Statement and Budget Report. The suggestion in
last week's Sunday Times that the Cabinet did not know about it and
had not approved it before the Budget is quite without foundation, "

Since I spoke to you I have once again refreshed my memory of the
Cabinet minutes of the discussion in question. The text I have proposed seems

to me to be entirely consistent with the minutes.

I am sending a copy of this letter to Tim Lankester,

A.J. Wiggins, Esq.
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Mr. Ryrie
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CHANCELLOR'S ARTICLE IN SUNDAY TIMES

I attach a further draft of the article, in which I have ﬁ )
tried to take account of the Chancellor's comments, and

those of Mr. Burns. Could copy recipients please give .
me suggestions for simplification, shortening ete. as E;)lq,,

soon as possible.

'1437-5';
(A.J. WIGGINS)
5 December 1980




DRAFT SUNDAY TIMES ARTICLE

Since I made my Commons Statement on 24 November, I have been
more than ever impressed by people's readiness to exaggerate
the power of the Government in economic affairs and the speed
at whic@ economic change can be brought about. I therefore
particularly welcomed the Editor's invitation to explain how
I see the Government's role, and to set out the main lines of
the Government's economic strategy.

2 It is especially foolish to exaggerate the Government's
economic power in the present state of the world economy. The
latest round of oil price increases sparked off high inflation
and rising unemployment practically throughout the world. In
all the Western industrial countries, economic growth:has been
halted. Now the Gulf War threatens new disruptions. No
Government has been abie to shield its country's economy

t

from these adverse developments.

B The post-war history of @he British economy only confirms

how unrealistic it is to expect rapid solutions to profoundly
deep-seated problems. Britain suffers from a sort of economic
arthritis, which is all too deeply rooted in our national life:
an instinct to resist change and to protect established
interests, despite the cost in terms of lost opportunities for
development and growth. Governments have repeatedly tried to
remedy this essentially supply-side weakness by fiddling

about with aggregate demand. But - as the experience of
1978-79 showed with uncomfortable clarity - the economy has
-shown itself steadily less able to respond to this treatment,
and the result has been higher inflation not higher output.

L, So this is why I make no apology for insisting on the
need for a long-term approach. Our 1979 Election Manifesto
emphasised the severity of Britain's economic difficulties

and the length of time it would take to remedy them. We saw
the Government's main contribution to be the fostering of

a more stable economic climate, with as few sudden changes

as possible, and particularly with high and variable inflation
eradicated through firm control of the growth of the money




supply. This would give people taking business decisions,
inecluding decisions in the field of pay bargaining, a firm
framework as a background to those decisions. The point was
well put in the policy document "The Right Approach to the
Economy" prepared in Opposition in October 1977 by Jim Prior,
Keith Joseph, David Howell and myself.

Bie We argued there that such a framework, in which monetary
targets would be clearly set out and explained, could play a
vital role in reducing inflationary expectations. If it is
to do this, it is essential that the Government's firmness

of purpose should be clearly recognised and understocod. For
then individuals will know what they have to do to move
together towards the achievement of a common purpose -
"Democracy is Government by explanation".

6. This is the approach the Government are now carrying
forward. Inflation remains the first enemy: getting inflation
down is the key to the creation of the stable economic climate
on which real progress depends. In my Budget last spring I

set out the cerucial financial framework without which we cannot
hope to succeed - a policy for monetary growth expressed in
quantitative terms over a five year period. A commitment of
this sort was, of course, implicit in each of the policy
documents considered and endorsed by the Conservative Party

in Opposition. But it had never before been set out so
explicitly and in such detail. And of course it carried with
it important implications for the whole conduct of the
Government's economic policy including public expenditure and
taxation.

/i I was determined that this framework should be specifically
reaffirmed with the full authority of the Government.|-That

v Cabinet&? The suggestion to the contrary in last week's
Sunday Times is quite without foundation.




8. I realise that setting up this sort of monetary framework
CWM—% may seem very arid.
TENis b?cause I think it so important for Government s not
to arouse expectations they cannot satisfy that I have been
at pains to reaffirm the validity and relevance of this
framework. People should know that over the period of this
Parliament the growth of the money supply will be on a firmly
declining trend. Over the medium term, money will not be
available to finance inflationary pay settlements or price

movements. At the same time the monetary framework provides
an assurance that as inflation comes down, the money supply
will grow at a rate consistent with a reasonable expansion
of economic activity. This is what the Government is doing:
but in a democracy the Government cannot control people's
response to its policies - that has to be up to them.

9. Now how is all this ?elevant to our present situation,

and what had my 24 November statement got to do with it?

A medium term approach necessarily abstracts from the various
pressures which affect the economy from month to month and
year to year. The fact that the Government are pursuing a
medium term policy does not mean that current developments
should be ignored, or that no adjustments to the balance of
policy should be contemplated in the shorter run. We have

to find a way to preserve the broad medium term directicn

of our policy, while at the same time responding sensibly

to urgent problems.

10. It is fundamental to the medium term framework that the
Government's claims on resources should be cut back. Only

if this is done will it be possible to get interest rates
down and so give a major stimulus to the development of the
productive sector of our economy. Meanwhile, however, the
unforeseen depth of the recession adds to the costs of social
security benefits, reduces the cash flow of the nationalised
industries and calls for a response from the Government in




terms of higher spending on short-term employment support
programmes, particularly to help the young unemployed. It

is against this background that the Cabinet's recent, and

in some ways painful, decisions in the field of public expenditure
have to be seen., In broad terms the Government, while

maintaining the medium-term objective of reducing the burden

of public spending, has accepted that the rate at which reductions
in the total can be achieved is bound to be affected by the
short-term difficulties we are now facing.

1J1. But, of course, the problems of the recession affect

the rest of the economy as well, and interact with the deep-seated
weaknesses I described at the beginning of this article.

British industry is now suffering from a double squeeze: that
resulting from prolonged failure to control its costs, and that
resulting from the impact on the exchange rate of North Sea oil.

Meanwhile we have all benefitted as consumers from the higher
value of the & sterling and from the necessity British

manufacturers have faced to cut their prices to the bone.
Hence the present situation which people who have been able to
keep their jobs have generally enjoyed substantial improvements
in real living standards, while companies' ability to sustain
investment, employment and output has been steadily eroded.
One of my ‘main objectives in the decisions announced on

24 November was to do something to redress this financial
imbalance; while I could not afford - consistently with the
medium term framework - net reductions in Government revenue,
those decisions will result in those parts of our economy
which are better placed to do so carrying a relatively larger
share of the burden. And the recently announced change in
arrangements for stock relief will give substantial help to
manufacturing industry, on which the pressures are strongest.

12. Of course, we still face major problems and difficulties.
Cyclical movements in the economy are bound to make it impossible
for us to keep to the exact path set out for the medium term.
There is no denying that the money supply has recently been




growing faster than I would wish, or that public sector
borrowing has been higher than expected. Nevertheless there
are clear signs of underlying improvement: bank lending to
industry is likely to fall back as companies adjust the scale

of their operations to recessionary conditions, while the

Government can look forward to a sharp turnround in its cash
flow, with substantial revenue due early in the New Year.

These factors, and the heartening progress in reducing inflation
in recent months - with prices increasing during the last six
months at an annual rate of less than 10 per cent - made
possible last week's 2 per cent reduction in the Minimum
Lending Rate.

13. Last week's decisions will have relatively little effect
on public sector borrowing during the current financial year.
Whether they will achieve the appropriate fiscal balance for
next year is something I shall review in my Budget. It 'may
well be that no further anustment is called for, but I cannot
yet commit myself to this. But I am reasonably confident that
it will now be possible for the broad path of the money supply
needed to realise our medium term plans to be achieved with
somewhat lower interest rates than we have had over the past
year.

14. This is one of the factors which will help the economy

to come out of recession. Provided pay and other cost increases
fall in line with the slowdown.in inflation, we can look forward
to falling interest rates together with improved confidence

and competitiveness, and the economy will be able to begin to
grow steddily. Sensible monetary discipline is not the enemy

of growth, it is a pre-condition for the sort of growth that

can be sustained. But we have to be patient: we have to see
inflation coming down, and so making more room for expansion
within the established monetary framework. Then we can have
higher output without the Government rushing into "reflationary"
packages which would just rob us 6f our one hope of future
prosperity.




(ovennng  SECRET
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PRIME MINISTER

You asked about the statements in the last two Market Reports
that the Bank had "swapped" substantial amounts of dollars into
this banking month from the next to ease domestic monetary conditions.

As I mentioned to you this morning, this is another way in which
_the Bank ease the liquidity of the banks from time to time. They
take in dollars from the banks and give them sterling in exchange;
and the transaction is reversed next month. The Bank's defence

is that they had to do this, as in the past with the other measures
of liquidity zggistance, to prevent large increases in their short-
term interest rates; and they gtk this on this occasion because
they were afraid that the i @ rate would be pushed up sharply.

If they did it on account of the exchange rate, I must say

I have been
unable to find out how much this latest assistance is likely to
add to the money suﬁBI;;_ﬁ;é long as the effect is not too great,
I believe we must take some risks in order to hold the exchange
rate down. Unfortunatel}j with the increase in the Fed. discount

rate, there may be less upward pressure on sterling in the next

few weeks.

5 December 1980
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Treasury Chambers, Parliament Street, SWIP 3AG
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T P Lankegter Esqc:

Private Becretary

10 Downing Street
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STATEMENT ON MONETARY POLICY BY PAUL VOLCKER

I understand that the Financial Secretary mentioned
to the Prime Minister on Friday morning a speech
given by Paul Volcker, Chairman of the Federal
Reserve Board,and that the Prime Minister expressed
some interest in seeing this.

I thus enclose a copy of Mr Volcker's statement which

you might like to show the Prime Minister. The side-

linings and underlinings are the Financial Secretary's
own .

(‘(MW,

Clepain

S A J LOCKE
Private Secretary







