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Published Papers

The following published paper(s) enclosed on this file have been
removed and destroyed. Copies may be found elsewhere in The
National Archives.

Barclays Economic Review, May 1989
(Published quarterly by Barclays Bank)

signed (M )awland  Dae (3 Ocwber 20/C
-
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10 DOWNING STREET
LONDON SWIA IAA
From ihe Privare Secretary

21 August 1989

SUBJeCT oo MASTER

Y

ain; WAL g e

Az you know, the Chancellor came in to see the Prime
Minister thie morning to discuss the likely market reaction ko
the trade figures. The Chancellor noted that the figures were
extremaly difficult. Car imports in July ahead of the G
registration (and the diversion of UK exports to meet home
demand) were obviously a factor. The market had alr=sady
discounted the dock strike and indeed had expected it to have
a slightly favourable effect on the trade figures, so
Wednesday's figures would come as a greater shock. The July
sgasonal adjustment was always a large one, That factor would
disappear in next month's figures,

The Chancellor felt that the markets would react very
padly. He had agreed the intervention strategy with the Bank,
which the Prime Minister said she fully endorsed. The
Chancallar agreed to contact the Prime Ministar if there werse
significant exchange rate problems or if he felt that,
contrary to both their hopes, a rigse in interest rataz was
necessary. Both noted that, with the exception of this set of
trade figures, all the other indicatore in the economy pointed
to 1t slowing down at the right rate and it would be a great
pity te bring about too sharp an adjustment to the economy on
the strength of one set of figures against all the other
indicators.

DOMINIC MORRIS

Jonathan Taylor, Esqg..
H.®M. Treasury.

SECRET




PRIME MINISTER

THE ECONOMY

The key figures to come out next week are the trade figures

which come out on Wednesday. They are awful., At

Wit bl

£2.1 pillion the July deficit on current account is the ssacond
worst ever (the worst being this time last year). The

e =i

Treasury is at som&thing of a less for why the figures should
be so bad this month. They run counter to most of the other
indicators we have been getting on the economy; of a gradual
slow-down and of things coming rijﬁi_égaiﬂ: As the attached

full assessment says, the dock strike effect is likely to have

-

been small.

———

e

The Chancellor may well want to come in for a brief word on

Monday morning on his way through town to discuss with you the

P — e -

likely market reaction to these figures. I will come back to

you on this early on Monday morning.

= - - e = —

The other figures to come out ars:

Mnndax

GDP (output) for the second guarter which show a half per cent

H{éﬁ“nn the first guartar of 1989, The main part of the fall
is accounted for by the ensrgy sector (accidents in the Horth

Eea, ate.). et o

Tuesday
The building society monthly figures come out. We do not yet

have details for these, but they are likely to show commitment

to loans s8lightly heluw_fhﬁf;;he_magggg is expecting. Another

indicator of a gently slowling economy.

Wednesday
The CS0 pink book for the UK balance of payments comes out.

——

The annual revisions are small. Also on Wednesday we have the

construction new orders figures for June which we have not yet

e Lt T

SeaM.




SECRET
e

Thursday
The cyclical indicators for the UK economy in July also not

yat out.
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Central Statistical Office

Great George Streer London 5WIP JAQ
lelephane 01.270 0440 Fax 01:270 SRE6
SECRET AND PERSONAL UNTIL RELEASE OF PRESS NOTICE AT
11.30 AM ON 23 ADGUST AND THEREAFTER UNCLASSIFIED
17 ARugust 19839
TO: PS/CHANCELLOR OF THE EXCHEQUER

FROM: J E EIDGELL

OVERSEAS TRADE FIGURES FOR JULY 1989
THE CURRENT ACCOUNT

In July, the wvalue of exports wag £7.7 billion and imports EL0.2
billion, so that wisible trade, seascnally adjusted ohh a balance of
payments: basis, shows a deficit of E2.5 billion compared with the
deficit of £1.9 billion in June. - S

The surplus on invisgibles is projected to be E0.4 billion for months
in the. ourrent gquarter so that the current account in July is
provisionally estimated to have been in deficit by E2.1 billion,
compared with a provisional estimate of El.5 billiom in June.

[Invisibles and hence the current acecount for months and guarters of
1988 and 1989 will be subject to minor revisions before publication.
Final figures will ke included in the press notice sent to the
Chancellor for approval tomorrow.] ’

TABLE l1l: CURRENT BALANCE, VISIBLE TRADE AND INVISIELES
(TABLE 2 OF PRESS MOTICE)

Seasonally adjusted
Balance of Payments Basis
€ million

Visible Trade Balances Invisibles
Balance

Total Ozl Hon-o1l

1987 - 3672 -10929 +4183 -15112 +7257
1588 -14618 -20826 +2787 -23612 +6208

1989 01 - 4838* - S980 + 241 6220 +1142%
+.

1989 - 4632a* - 5832 333 6164 +1200a*

1989 May = 1l3q0a* 1740 + 43 1783 + 4D0a*

1989 June - 1517a* 1917 + 156 2073 + 400a*

1989 July =2062a% - 2462 + B4 - 25435 + 400aw
a - Projection or part projection

* Figures for the current account and invisibles balance are subject
to revision

ey —_—— e e o el
(=T 270 Soitehhmare O1- X0 3000 Fas vt AOES AT SRS




SECRET AND PERSONAL UNTIL RELEASE OF PRESS NOTICE AT
11.30 AM ON 23 AUGUST AND THEREAFTER UNCLASSIFIED

In the three months ended July there was a deficit on wisible trade
E6.l billion - a surplus on trade in oil of E0.3 billion, offset by a
deficit in non-oil trade of E6.4 billicon. Between the three months
ended April and the latest three months, the visible trade deficit was
little changed [up by only E10 million): a =small increaze in the
surplus on oil was offset by a small increase in the deficit on non-oil
trade.

EXPORTS

The value of exports in July was £145 million (2 per cent) lower than
in June. Exports of oil fell by £68B million and exports of the erratic
items fell by £79 million between the two months. Excluding oil and
the erratic items, exports hardly changed between June and July.

In the three months ended July, total export volume was 5 1/2 per cent
higher than in the previous three months and 2 1/2 per cent higher than
in the same period a year earlier. Excluding oil and the erratic
items, export wolume was 4 per cent higher than in the previous three
months and 9 per cent up on the same period a year earlier. It
appears that the underlying trend of non-oil export wvolume is
continuing to rise.

TABLE 2: EXPORTS BY VALUE AND VOLUME (Tablcs 1, 4 and 7
of Press Wotica)

Bop Basis, Seasonally Adjusted

VALUE (Em) VOLUME (1985 = 100)

Total Total less Total Taotal less
0il and 0il and
Erratics Erratics

64999 109.
69140 113.

16789 122.
19344 121.

6474 123.

6674 125,

6676 126.




SECRET AND PERSONAL UNTIL RELEASE OF PRESS NOTICE AT
11.30 AM ON 23 AUGUST AND THEREAFTER UNCLASSIFIED

By walue, exports of manufactures during the three months ended July
were B 1/2 per cent higher than in the previous three months.

Also by walue, total exports rose by 8 1/2 per cent in the latest three
monthes compared with the previous three months. The rise in exports to
the developed countries was 10 per cent - within which exports to the
rest of the EBuropean Community rose by 15 per cent while exports to
North 2america rose by 4 172 per cent. Exports to the developed
countries decreased by 2 1/2 per cent while exports to developing
countries were little changed between the two three-month periods.

IMPORTS

The wvalue of imports in July was £400 million (4 per cent) higher than
in June. Imports of oil and imports of the erratic items were little
changed between the two months., Excluding oil and the erratic items,
imports rose by 4 1/2 per cent between June and July.

In the three months ended July, total import volume was 31 per cent
higher than in the previous three months and 7 per cent higher than in
the same period a year earlier. Excluding oil and the erratic items
import volume was 3 per cent up on the previous three months and B per
cent up on tha same pericod a year ealier. It appears that the
underlying level of non-olil import wvolume is continuling to rise.

TARLE 3: TMPORTS BY VALUOE AND VOLUME (Tables 1, 4 and 7
of Press Notice) .

Bop Basis, Seasonally Adjusted

VALUE (Em) VOLUME (1985 = 100)

Total Total less Total Total less
0il and 0il and
Erratics Erraticos

82214 ’ 115.9
93809 * 132.2

25517 a 143.0
26096 ‘ 143.2

8501 g 140.7
8960 145.0

9366 151.4




SECRET AND PERSONAL UNTIL RELEASE OF PRESS ROTICE AT
11.30 AM ON 23 AUGUST AND THEREAFTER UNCLASSIFIED

By walue, imports rose by 6 1/2 per cent in the latest three months
compared with the previous thres months. Imports of manufactures
during the latest three months were 5 1/2 per cent up on the previouns
three months.

Again in wvalue terms, imports from the developed countries rose by 6
1/2 per cent over the latest three months, with - arrivals from the
European Community countries up by 6 per cent, from North America up by
10 per cent and from the other developed countries up by 5 per cent.
Imports from the developing countries increased by 10 per cent betwesn
tha two three-month periods.

TRADE IN MANUFACTURES

Figures showing trade in manufactures on a balance of payments basis
will be published in the September editien of the Monthly Review of
External Trade Statistics following the release of the press notice.
On present estimates they show a deficit in the three months ended July
of €4.2 billion compared with a deficit of £4.4 billion in the previous
three months.

TABLE 4: TRADE IN MANUFACTURES, (SITC 5-8) (TABLE 16 OF
FRESS NOTICE, QUARTERLY DATA ONLY)

£ million
Seasonally Adjusted
Balance of Payments Basis

Exports Imports Balance

60651 BR480 TR28
64731 TOE27 14897

0l 17724 22017 4293
Q2 18333 22370 4037

May E22B 7307 10749
June 6370 7720 1351

July 6276 8052 1775

IHNDUSTRIAL ACTION AT HDLS PORTS

It is likely that trade recorded in the July month of account has to
some extent been distorted by the recovery from unoffieial action at
National Dock Labour Scheme ports during 8-19 June, and the offiecial
action which etarted on 11 July. The effect of these two periods of
action will to some extent have been offsetting, and their net effect
is probably small, though at this stage impossible to guantify.

&




SECRET AND PERSONAL UNTIL RELEASE OF PRESS NOTICE AT
11.30 AM ON 23 ADGUST 1989 AND THEREAFTER UNCLASSIFIED

BREVISIONS TO PUBLISHED FIGURES

Figures for the current account, visible trade and invisibles for 1987
and 1988 have been revigsed in line with the annual estimates to be
published in the "Pink Book™ on 23 August. The current account deficit
for 1987 has been revised upwards from E2.9 billion to E3.7 billion.
For 1988 the current account defiecit is now in deficit by E14.7 billion
compared with the previcues estimate of E14.9 billion. The wvwisible
trade deficit has increased by E0.3, offset by an increase in the
surplus on invisibles of £0.6 billion.

The change to the wisible trade deficit in 1988 results from an upward
revigion to oil exports of E0.4 billion, and an upward revision to
imports of ED0.7 billion in respect of a revised method of estimating
freight on imports. The latter revizion gives rise *to offsetting
changes to the invisibles balance,

PUBLICATION

The press notice containing the July figures is scheduled for releass
on Wednesday 23 August 1389,

LEZA?H.

J E EIDGELL
Head Directorate D




SECRET MAHND PERSONAL WNTIL THE RCLEMASE OF THE PRESS NOTICE OM 3.9, 09
YOLUME INDICES EXCLUDING OIL AND THE ERRATIC ITEMS
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CIRCUOLATION LIST

Copy HNo: Financial Secretary
Prime Minister
Chancellor of the Exchequer
Minister for Trade
Sir Robin Butler (Cabinet Office)
Sir Peter Middleton (H M Treasury)
Sir Terence Burns (H M Treasury)
Sir Peter Gregscn (DTI)
Governor/Bank of England
Chairman/HM Customs
Mr J Hibbert (CS50)
Mr M Pratt (HM Customs)
Mr Lind (H M Treasury)
Mr P Bedgwick (H M Treasury)
Mr B Morgan (Dept Energy)
Mr 0'Donnell (H M Treasury)
Mr J Kidgell (CS0)
Mr G Jenkinson (CBO)
Mr A McIntyre (CS0)
Mrs A Brueton (CS50)
Mr J Cottis (C50)
Mr C Martin (CS50)
Mr A Murfin (Bank of England)
Ms C Turk (H M Treasury)
Dr D Higham (DTI)
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Chancellor
Economic Secretary
Sir P Middleton
S5ir T Burns

Mr Wicks

Mr Evans

Mr Odling Smee

Mr Scholar

HMr Bedgwick

Mr Gricea

Mr D'Donnell

Miss O'Mara

Mr Hitchie

Higs Simspon

Ms Ryding

Mr Bheath

Mr Gray (No 10 Personal)

o Mlsse i e sir

A Walters (Ho 10
Personal )

FROVISIONAL: MONEY FIGURES - JOLY 1389

{All figqures are unadjusted unless specified otherwise)

l. The provisional money supply figures for July will be
published by the Bank at 11.30am on Thursday 20 vl These will
be the money figures published since the
Abbey National converted from a building society to a
will
final

first sat of
bank, and
notice not refer to M3 at all. We
understand, that the figures (published on
J0 August) will permit M3 to be calculated easily, although even
then it wiil not appear explicitly in the published figures.
SECRET AND PERSOMAL

tha provisional press
however,
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SECRET AND PERSONAL

'. v & As usual M4 and M5 broad money figures are subject to
revision.

Summary

Monetary Aggregates for July (per cent)

Annual ised Rates

Bix
Months

Seasonally adjusted

Lending
Per cent Growth Rates

Previous Month
Annual Annual
This Last Average of (Monthly) {Honthly)

Month Month Previous 6 months (unad justed) (unadjusted)

Lending by

Banks and TaD
Building
Bocieties B.a. 6.9

SECRET AND PERSONAL




108g.mg.1ld /Kerley/(1)19.7min
SECRET AND PERSONAL

Table 2 attached gives the historical growth rates for MO, M4,
M5, NIBMI1, and bank
and building -society lending. Tables 3 and 4 show respectively
the components and counterparts for broad money together with the
average change over the previous twelve months.

MO

4. M0 increased by 5.3 per cent (seasonally adjusted) in the
twelve months ending in July, lower than June’'s 5.9 per cent and
the smallest 12 month increase since February last year. MNotes
and coin rose by 0.4 per cent (seasonally adjusted) in July, less
than June's rise of 0.9 per cent. But, while the July figures
show further progress towards the target range, weekly figures for
notes and coin in the first three weeks of August show larger
increases on average than in July.

Broad Money

5. The twelve month growth rate of M4 was 16.7 per cent in
July, well below June's figure of 1B.5 per cent. This represents
the smallest 12 month increase since May last year. The monthly
increase of 0.6 per cent (seasonally adjusted) was well below the
avarage increase of the previous six months.

6. Within the M4 components, the increase in total retail
deposits was £2.2 billion (seasonally adjusted), a little below
June's figure (£2.4 billion) and the average of the previous six
months (£2.6 billion). The twelve month growth rate of the retail
deposit component of M4 (seasonally adjusted) fell % per cent to
14 per cent. Analysis of the composition of the inflow i=s
complicated by the Abbey's conversion. But it looks as if the
switch away from non interest bearing sight deposits to the new
interest bearing bank current accounts continued. Building
societies retail inflows in July were much higher in July than in
May or June in spite of the removal of the Abbey from the
figures. The underlying inflow for the remaining building
societies was probably similar to that of the first four months of
the year. . This recovery may aase the immediate pressures on some
seocieties, making mortgage rate rises less likely.
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SECRET AND PERSONAL

7 The increase in wholesale deposits in July of £0.3 billion
(eeasonally adjusted) 1is wery low by the standards of recent
months, perhaps a8 reaction to June's wery large increase of
€E6% billion. The twelve month growth_of wholesale deposits within
M3 in July fell back to 275 per cent (seasonally adjusted) from
32% per cent 1in June. The July fiqure is elose to those of the
first five months of the year and June's figure now looks
decidedly out of line with the others.

8. Within the M4 counterparts, the PSBR was overfunded by about
£1 billion, in contrast to the underfunding of about £0.8 billion
on average in the first three months of the financial year.

9. M4 lending was E6.9 billion on a seasonally adjusted basis,
marginally lower than in June (£7.2 billion) and the average
monthly increase in the first half of the year (£7.0 billion)

Its twelve month growth rate fell by a full percentage point to
1.5 per cent; the seventh fall in a row. Last October's peak
wag 24.7 per cent. The six month growth zrate of lending was
20 per cent in July, down from 21.3 per cent in June. The faster
growth of M4 lending than of M4 in July is partly explained,

arithmetically, by the increase in non-residents' sterling
deposits which are not included in M4.

10. We have not yet seen the figures ourselves, but we understand
from the Bank that CLSB banks' lending for consumption was low,
about £40 million (of which c¢redit cards €22 million). After
applying their owrn unpublished seasonal adjustments, the Bank
reckon that thie implies an underlying increase of only around
E100 million [NOT FOR USE], one of the lowest figures in the last
two and a half years. The increase in lending for consumption has
now fallen for four months in a row - but the series is erratic.

11. CLSB lending for house purchase was also low at £0.2 billion,
both before and after the Bank's seascnal adjustment. This is
less than half the average monthly increase [seasonally adjusted)
in the second guarter [NOT FOR USE]. Lending by the building
societies and the Abbey National was probably around €2 billion
[NOT FOR USE], lower than in June (E2.3 billion) and a 1little
below the second guarter monthly average (£2.1 billicn). Dverall
the evidence is consistent with a continuing slowdown in mortgage
lending as a whole, with the banks continuing to lose market

share.
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SECRET AND PERSOMAL

12. Lending to companies by CLSB banks was £1.8 billion, with the
highest increases in the food drink and tobacco, property, and
'‘other services' sectors. But some sectors repaid debt, including
hotels and catering, dinvestment and unit trusts, and life
agsurance and pension funds.

Presontation

13. These figures should receive a mildly favourable reception
from the markets. The average market expectation for MO is
broadly accurate this month, having been forecast more or less
correctly from the Bank's weekly returns. M4 growth was very
modest in July and well below market expectations. Both the six
and twelve month growth rates fell back, the twelve month rate
particularly sharply. As for bank and building society lending
the rise was in line with the last three months but a little above
the market expectation. However, the six and twelve month growth
rates continued to decline steadily and the composition looks to
be favourable, with the CLSB figures showing that lending for
congumption was very low in July.

Outturn "Average Market*
June Expectations

M0 - one month change: % +1.9 (+0.3) (+0.4)
Mi - one month change: % +0.9 (+0.56) (+1.4)

Bank and building society
lending £ billion +7.5 [+6.9) (+6.4)

{figures in brackets seasonally adjusted)

SECRET AND PERSONAL
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14. Against this background we recommend a line to take as

follows:
"12 month growth rates of M0, M4 _and bank and building

society lending all lower than in June, as high interest
rates have their expected effect.”

15. We would be grateful for approval of the line to take and
comments on the attached more detail briefing as early as possible

tomorrow morning.

D
ﬁ: TE;EH |fbu1&*JL*“T
e ¥

S BROOKS/R D EERLEY

e Bank of England

Mr George
Mr Thorp (Financial Statistics Division)

SECRET AND PERSOHAL
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Motes and coins in
circulatiom (Mips)

Bank & uilding society deposits (Mépa)

Retail
non interest bearing

interest bearing
Wholesalo

Chancge in M4

hﬂgﬁﬂetirﬁtnmﬂ:ﬂiﬁifﬂl
Mational Savings Bank (M4ps)
Change in M5

Mips = non-bank, non-building society private sactor




1. PSER

2. Debt sales to private sector (-)

Gilts
o
Savings

CIMs

Other O0G debt

IA anrl PC debt
3. External finance of the public sector (-)
4. Public sector contribuotion (1+2+3)

S EtEI].I.I!l_:l lending to private sector
6. Extarmals
7. NMLs

8. Total change (4+5+6+7)
(Percentage chanoe)

AVERAGE (HANGE IN FREVIOUS 12 MONTIS

1. PEER
2. Debt sales to private sector (-)
ofw Gilts

Other public sector debt

External finance of the public sector (-)

Public sactor contribution (1+2+3)

Sterling lending to private sector
6. Extermals
7. NNDLs
8. Total change (4+54+647)

(Percentage change)
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UNTIL 11.30 AM ON FRIDAY 18 AUGDST

MONEY SUPPLY IN JULY: PRESS BRIEFING

A, LINE TO TAEE

12 month growth rates of MO0, M4 and _bank and building society
lending all lower tham in June, as high interest rates have their
expected effect.

B. THE FIGURES IN DETAIL

Changes in main monetary aggregates

ar cent

MO T} M5

12 month growth +5.2 +16.7 +16.3
rate {( +5.3) (+17.1) (+16.7)

Annualised sixz-month (t4:7) [+18.3) (+18.32)
growth

Annualised 3-month (+9.5) {+16.3) (+16.7)
growth

ong month change +1.9 +0.9 +1.0
{ #0.3) (+0.6) (+0.6)

(Figures in brackets seasonally adjusted s.a.)

ii M0: growth rates (sa)

Jd month & month 12 month

annual ised annual ised

Decembear
January
February
March
April
Hay

Juna

- = = R
N =] =] O W =] =1 O/
= B OBy D S kR LA WO
L% LT o T = TR ¥ TR = T = T
Ll WD by =1 B DN B =]

July

* glightly distorted downwards by postal strike in 3 months to

December and in & months to March
SECRET AND PERSONAL
g o UNTIL 11.30 AM ON FRIDAY 18 AUDGUST
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SECRET AND PERSOHAL
UNTIL 11.30 AM ON FRIDAY 18 AUGUST
. A Annual gqrowth rate (s.a) Fallen back again after pick up

in May.

b. Annual growth rate [(unadjusted): Seasonally adjustad
rate better guide teo underlying monetary conditions.

[ =3 i month growth rate somewhat higher than in recent

months, but very semsitive to uncertain seasonal factors due
to timing of bank holidays.

d. 6 month growth rate Shows pick up from June but still
well down on peak levels experienced in 1988, Confirms
glowdown from end of last year.

e, One month growth (8.a) shows modest 0.3 per cent rise on
June,

iii. Broad money
[Note - as announced on 29 June M3 (and M1 and M3C) no longer
published following the large break in series caused by

Abbey National's Conversion.]

M4: growth rates

6 month 12 month#*

May 1535 16.0
Juna 15:5 16.8
July 20.1 17 .4
Aungust 19.3 E¥:3
September 20.1 18.7
October 19.6 17.4
Hovember 19.4 13573
December 19.4 17.6
January 15.9 18.1
February 17.6 18.6
March 16.7 18.1
April 16.9 18.0
May 17.9 18.2
June. : 18.7 18.5
July 18.3 16.7

+ za and annualised
* unadjusted
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SECRET AND PERSONAL
UNTIL 11.30 AM ON FRIDAY 18 AUGUST

A, One month growth (sa) shows very modest 0.6 per cent

rise on June.

b. 3 month growth rate: Vaery erratic. Fell back sharply
in July after pick up in Juna. Well below peak growth rates
experienced in July-September 1988.

(37 6 month growth rate: Declined slightly and remains
below peak figures seen in latter half of 19388.

d. 12 month growth rate: Unadjusted rate fell back
sharply to lowest level since May 1988.

Lending

(a) One month changes:

Bank and building
society lending

&

December
January
February
March
April
May

Juna

July

SECRET AND PERSONAL
UNTIL 11.30 AM ON FRIDAY 18 ADGUST
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SECRET AND PERSONAL

=

UNTIL 11.30 AM ON FRIDAY 18 ADGUST

{b) Bank and building society lending: growth rates

3 month+ & month+ 12 month#*
%

July £lad 25
August 26.8 25.
September 26 .4 27.
Octobar P o | 24
Hovember 22.0 24 .
Decembar Z21.4 23,
January 23.7 23.
February 22.0 22,
March 22.1 21.
April 19.9 21
May 21.7
June 20.6
July 20.1

L T 20 3 o b WD e WD = = LN

R
[l ]
L=

+ E.a and annual isad
* unadjustad

(c) 12 month growth rate (unadjusted): Further confirmation
of slowdown after period of broad stability.

(d) 6 month annualised growth rate (adjusted): Last few

months shown considerable slowdown.

(e) 3 month anmualised growth rate (adjusted): Erratic, but
8light fall and at level well down on peak growth rates
experienced in summer 1988.

CL5B lending

Lending for consumption - E40 million. Lending for house purchase
- £E200 million. Both low.

SECRET AND PERSONAL
UNTIL 11.30 AM ON FRIDAY 18 AUGUST
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SECRET AND PERSONAL
UNTIL 11.30 AM ON FRIDAY 18 AUGUST

‘l’ vi. Funding.

Overfund (on M4 definition) in July of -E1.0 billion;
gurplus in July of £1.4 billion.

Cumulative over /underfundings:

Financial year 1989-90 to date: El1.4 billion underfund;
({€2.2 billion overfund carried over from 1988-8%9 and

earlier years.)
Lagt 12 months: cumulative overfund of £0.2 billion.

SECRET AND PERSONAL
UNTIL 11.30 AM ON FRIDAY 18 AUGUST
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i.

SECRET AND PERSOHNAL
UNTIL 11.30 AM ON FRIDAY 18 ADGUST

DEFENSIVE

M0 growth still not within target range? Annual growth rate

slowed in July. [I1f pressed: Will re-enter target range soon.]

ii.

Broad money still growing strongly? Very modest growth in
July and 12 month growth rate now lowest since May 1988.

Government should adopt Divisia Tndex as its target monetary
aggregate. [A divisia index weights assets according to
their 1liguidity - In fact welghts wvary inversely with

interest rate on particular assets. Advocated in FT article
on 16 August.]

Ho. M0 has proven track record. However, the componente of
such an index aAre monitored as part of Government's
continuous and camprehensive agsessment of monetary
conditions, and as MTFS says (para 2.22) the interpretation
of broad MOney , or liguidity, reguires considerable
judgement.

Relatively buoyant lending figures indicate interest rate
rises having no effect? No. 6 and 12 month growth rates
continue to decelerate and currently well down on last year's
lavels. CLSB figurese show lending for consumption at
£40 million very low in July.

SECRET AND PERSONAL
UNTIL 11.30 AM ON FRIDAY 18 AUGUST
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SECRET AND PERSOMAL
UNTIL 11.30 AM ON_FRIDAY 18 AUGUST
INTEREST RATES: BRIEFING ON GENERAL POLICY

Recent interest rate increases

(a) Fuoture movements in interest rates? Interest rates will
stay as high as is needed, for as long as is needed, to bring

inflationary pressures under control. Chancellor said at
Foreign Press -Association on 11 July "Currently the rate is
14 per cent and I believe we will keap it at that level for
some little while to come - if indeed we need to go higher
wa'll go higher, but certainly we need to keep it at
14 per cent for some time to come,"

(b) Interest rates bearing excessive burden in adjustment

process? Chancellor in Budget speech, 14 March: “"Inflation

is a disease of money; and monetary policy, is its cure....
Short term interest rates remain the essential instrument of
monetary policy."

(c) Risk of 'hard landing'? Chancellor in Budget speech,
14 March: "But the question of just how soft or hard the
go-called landing will be i mnot in the hands of the
Government alone. The Government's task is to reduce
inflation by acting, through monetary policy, to bring down
the growth of national income in money terms. The task of
business and industry is te control their pay and othar
costs. The more successfully they do so, the less costly in
terms of output and amployment the necessary adjustment will
ba.*

SECRET AND PERSONAL
UNTIL 11.30 AM ON FRIDAY 18 AOGUST
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SECRET AND PERSOMAL
UNTIL 11.30 AM ON FRIDAY 18 AUGUST
Interest rates and industry

{a) Interest rate increases damagqe industry? [Latest
figures -show manufacturing cutput wvirtually unchanged between
198901 and Q2. ]

- Only to be expected that output growth would slow
in response to tightening of policy. But manufacturing
output still over 5 per cent above level a year ago.

= Risee in interest rates affects households far more

than companies

- Have important influence Ol housing market
(especially in South East) where rige in prices has bean
important influence on consumption growth and on
household sector which is now substantial net payer of
interest

- Companies; by contrast; now in far stronger
position than for wvery long time and hence less
effected by interest rate rises than in past

- Most larger firms can borrow long term and long
term rates have risen much less than short rates. How
Government no longer making demands on gilt market,
excellent opportunities for other borrowers,
particularly for long term fixed interest debt.

- But even for those smaller businesses dependent on
bank borrowing and adversely affected in short term,
resurgence of inflation more likely to damage investment
than period of higher Iinterest rates. 1l per cent
increase in interest rates, even if sustained for whole
year raises costs by far less than 1 per cent risa in
pay sattlements.

SECRET AND PERSONAL
UNTIL 11.30 AM ON FRIDAY 18 AUGUST
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SECRET AND PERSOMAT
UNTIL: 11.30 AM ON FRIDAY 18 AUGOST

(b) Higher interest rates curb investment? [Latest CBI Quarterly
Industrial Trends Survey showed fall in investment intentions.]

Mo, Latest CS0 figures for manufacturing investment show rise of
13 per cent Dbetween 13B501 and 0Q2, although would expect
investmant growth to slowdown from exceptionally fast rates of
last year. Evennr 80, DTI Investment Intentions Survey (June)
forecasts 15 per cent growth in manufacturing investment this
year, and "further, though smallar* increase in 19%0.

SECRET AND PERSOMAL
ONTIL 11.30 AM ON FRIDAY 1B AUGOST
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Dear %} Bt

CHANCELLOR'S ENMND-OF-TERM LETTER

As you know, the Chancellor writes an end-of-term letter to
Conservative MPs weach July. The Prime Minister may like to have
tha attached copy.

Yos,

M_m'm__-

_--'_'_---.

HMOIRA WALLACE




1 DOWNING STREET
WHITEHALL SWIA JAB

26 July 1989

As the House rises for the Summer Recess, I thought it would be
helpful if; as in previous years; I set out how I see the current

economic situation and prospects. s /

The most walcome development ‘he past twelve months has been
the continuing investment o, particularly in manufacturing.
Manufacturing investment grew 14% per cent in 1988, and total
business investment by 15% per cent. And the latest DTI
Investment Intentions Survey in June projected @ further 15 per
cent rise in manufacturing investment in 1989.

As a share of national income, business investment is now higher
than at any time since records began. Whereas we were near the
bottom of the Européan lnvestment growth league in the '60s and
"70s8; in the 19803 we have been at the top. When I announced the
raform of business taxation in my 13984 Budget thara were fears in
some quarters that this might discourage investment. In the
event, not only has investment surged ahead,; but its guality has
improved out of all recognition, as is shown by the dramatic
improvement in the return on capital employed.

Eut, while the investment boom is wholly welcome, and bodes well
for the future, total spending in the economy has been growing too
fast, and that in turn has led to an increase in inflation.
Bringing inflation down is and pust remain our top priority.
Hence the need for high interest rates.

Cur experience over the past year has in fact broadly mirrored
that of the rest of the industrial world. The world econom

shrugged off the effects of the October 1987 stock market cras

with far more resilience than anyone foresaw at the time. The
crash led to widespread predictions of a return to the slump of
the 1930s. But Governments acted swiftly to cut interest rates
and preserve confidence, and in the event the world economy has




continued to forge ahead. This easing of monetary conditiona in
the aftermath of the crash may have contributed something to the
subsaquent worldwide pick-up in inflation, but tha damage that
would have Dbeen done if confidence had been logt would have been
severe. More recently, other countries, too, have been responding
to the pick-up in inflatiom by raising interest rates.

In the UK, the rise in Inflation has been exaggerated by the
inclusion, contrary to the general practice overseas, of mortgage
interest payments in the Retall Price Tndex. The RFI excluding
mortgage Linterest payments provides a better guide to the
underlying peosition; and shows that the inflation rate in June was
5.% per cent: still too high, but less than one per c¢ent higher
than it was last July - less than the comparable rise in other
major countries over the same period. Tt is worth recalling too,
that under Labour the average underlying rate of inflation was
15.6 per cent, and the lowest rate they ever achieved was 7,7 per
ant . om0 [

Along with a rise Iin inflation, the rapid expansion of demand over
the past two years has shifted the current account into
substantial deficit. But 1t is important not to confuse our
prioritiegs: high inflation is the one real threat to our continued
economic success, and the need to get inflation down is both
urgent and paramount. By contrast, we have no difficulty
financing a current account deficit of the present size, if nead
be for a considerable period, provided we maintain sound financial
policies, as of course we shall. 1In time, as the economy =lows
down and as the new capacity which will follow the investment boom
comes on stream, the current account deficit will decline. But in
the shorter term, the investment boom has itself played a major
part in the increase in the current account deficit: fully three
quartergs of the increase in manufactured imports in 1988 consisted
not of consumer goods but of production and investment goods.

The sound financial policies we need encompass both a firm
monet policy and a tight fiscal policy. On the fiscal side,;
the public finances have been transformed beyond recognition, with
decades of borrowing replaced by a substantial budget surplus.
For the time being, it is essential that we keep it that way. The
Budget surplus is not a pot of gold that we can dissipate at will.
In present circumetances it 1is a necessary butiress against
inflation. At the same time it enables us to repay debt, thus
benefiting future generations.

We must malntain a firm monetary policy too. That means keeping
interest rates as high as is necessary for as long as is
necessary. I recognizea the difficulties this causes for those
with sizeable mortgages, and for many farmers and small
businessmen; but the damage that would be done if we were to relax
our anti-inflationary stance would be far worse. Given that
mortgages account for some 85 per cent of total household
borrowing, there is= simply no way to curb the growth of credit and
bring down inflation without increasing the cost of mortgages.
And it is too often overlooked that higher interest rates benefit
those with savings, particularly pensioners.

This ies not the first time we have faced a rise in inflation and
have had to raise interest rates firmly to counter it. In 1985,




toa, base rates had to rise to 14 per cent, and this successfully
brought inflation back down and aid the foundation for tha
subseguent four years of strong growth.

Thare is now clear avidenca that high interest rates are again
succeeding in damping down the inflationary pressures. Consumer
spending has slowed considerably, and the somewhat feverish rise
in household prices has been stopped in its tracks. As a result
it now looks wery much as if inflation may already have peaked.
But we need to see a sustained fall, and it is clear that we must
persist with tight financial policies until that is achiewved.

At the same time, we must press ahead with the policies that have
transformed the supply side of the economy - including tax reform,
deregulation, privatisation and promoting a wider spread of
ownarship. Among the measures yet to come into eififect are the
reform of employeas® national insurance contributions and the
abolition of the pengioners' earning rule in October.

The policies that have transformed the British economy in the '80s
will provide the foundation for further progress in the '90s. In
the ‘'80s we have seen Britain go from the bottom of the major
European growth league to the top; we have seen manufacturing
productivity grow faster than in any other major- industrial
country, including Japan; we have seen a record number of new
businesses starting up; and, more recently, we have seen the
benefits coming through in a sharp fall in unemployment to well
below the European average. Living standards have risen markedly
at all income levels. And the North has participated in this
transformation Just a8 much as the South.

So provided we persevere with sound financial policies, the
prospects for the rest of this Parliament, and beyond that for the
rest of the 1990s, look good. The tough measuras we have taken
over tha past year are our passport to further success in the
future.

NIGEL LAWSON




PRIME MINISTER 25 July 1989

PROSPECTS FOR MONETARY CONDITIONS:
August - September

While it is true that monetary shocks usually occur in the summer

months {(you will recall no doubt the U § floating in 1971 and

the Mexican default in 1982), I cannot forsea any "Eurprlse“
in store in August or Béptomber!

gl 14 per cent or more?

It is very unlikely that there will appear circumstances under
which we ghould increase interest rates (to 16 per cent, say).
All the evidence is consistent with a slowing down of the inflation

rate and an increasing sgueezo on profits and, eventually, wage

T

costs. A rise to lé per cent (real interest rates of 10 per

T —

cent) would be likely to bring on a serious recession. True,

it would also bring down the underlying inflation rate more guickly.
But the undoubted rise 1in mortgage interest rates would first
increase the RPI and secondly involve political obliocuy which
would Ge difficult to survive.

There is a considerable body ol copinion in the Treasury (Burns
and Middleton) which is doubtful that enough has bean done to

ensure that inflation 18 unequivocally arrested and reversed.

""'_'—h\_\_‘_‘_-_‘ﬂ_‘_u_'_ 2 -
The Bank, on the other hand, do believe that higher interest

rates would cause such deleterious effects on the real economy
—_—

— o

that any further disinflation would be bought at an unacceptable

price, MNevertheless, if there is a sharp fall in the exchange

rate from 92.5 down below %0, there will be Treasury if not Bank

préessure to put interest rates up to 16 per cent. In my view

this should be firmly resisted, Any surge in rates in the money
- ===

| — .
—

markets, because of expectaticns of a rate rise, can be countered

oy leaving the market sitting on its excess cash (as we did a

——

—
—




few weeks agol. We do not need to gsell glilts and we need not

sell bills, so the Bank can control the market rates. We should
iy it =20

IHGE be driven 0ff our pelicy by the foreign exchange markets,

There are circumstances where an increase to 16 per cent may
be justified - that is when M0 clearly jumps up to and stays
above & per cent growth. But the possibility is so remote it

can be ruled out.

14 per cent or less?

I cannot see a casge Now Oor how a case might plausibly develeop
for reducing interest rates. If, for example, the Fed gets
worried about the imminence of a deep recession and cuts the

Fed Punds rate from 9 per cent to less than & per cent; it would
be tempting to follew with a 1 or 2 per cent cut in base rates

to arrest the rise of sterling to "uncompetitive levels". Again,
we should resist - unless the growth of M0 has actually become

e

substantially negative, =

In my view, however, Greenspan will never ccunternance such Fed
incontinence, even under the most pressing political pressura.
He wante to eage the tightness of monetary policy but only slightly.

P —

He still believes that there is a lot of inflaticnary pressure

el

vet to be countered and eliminated.

3. Another Black Monday?

Again a crash, although conceivable, is the most remote of possibilities
Trus stock markets have been creeping back towards their mid-
1987 levels but they have not been driven there by a monetary
expansion similar to those of 1985/7 (U 8) and 1986/B (U Kl.

The continuing expansion 1O corporate profits is a more likely
explanation of the modest rises in 1988/89. There is the expectation
that the profit growth will shortly fade. So that may be accompanied

by the modest fall in U0 S5 interest rates.




In short, this summer there iz little or no chance af another
stock market collapse and liguidity erisis comparable toe that
aof October 1987.

4. Sitting Light on 14 per cent?

Yes: we should.

ALAN WALTERS
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ANDREW TURNBULL 17 July 1989

INTEREVENTION AND STERILISATION -
1987 - 1988

On your comments dated 16 July:

(1} As I said, there are many definitions of sterilisation.
I was concerned to define it so that we knew the principles
which lay behind it. The normal definition among economists
(eg the IMF) is one that leaves the guantity of high-powered
money constant. I would contend that, since we targaet MO,
this iz a sensible definition for the UE. The Treasury

gaantity definition, however, is one which, through funding

levels, holds a much broader aggregate constant - so that

the private sector acguires gilts equal in market value

to the intervention, This is a relevant definition if you
are targetting a broad aggregate, but, since we simultanecusly
contend that the broad aggregates are misleading, it is
clearly inconsistent to hinge the definition of sterilisation
en such a disavowed indicator of monetary conditions. The
"funding® definition of sterilisation is a hangover from

the cld days of credit control and targetting.

We should, therefore, use MO asz our sterilisation standard
and concentrate on the monetary, not the credit, conditions
being held constant,

Alternatively, using the short interest rate criterien,

instead of the M0 constant condition, we do have steriliesation
in the sense that we sell bills to maintain the short interest
rate. In fact, since short interest rates remain the sams,
Eddie George properly regards all intervention as immediately

sterilised.




In my view, this interest rate definition is not as reliable
or as useful as the MO-fixed definition. Many of the reasons
for this wview are obwvious, but one is worth noting - we

should be fixing the real rate of interest, not the nominal

walue.,

(ii) Here you are implicitly postulating that there is

always an infinitely elastic demand for gilts whatever the
guantity in the portfolio of the private sector. You "suppose
thera is an increase in the demand for sterling™ - but what

you really mean 18 that there is an increased demand for

highly transitory transactions sterling which is immediately

sunk in buying gilts at the constant interest rate and

exchange rates. The Goverment simply supplies the gilts

and pockets the fareign exchange. You are then guite right.

To simplify, if foreigners are willing te absorb unlimited

guantities of gilts, the expansion of sterling is sterilised
without affecting interest rates or exchange rates. This
applies only if the additional (net) demand for sterling

is a naet movement in the demand curve for gilts, But

15 1t not far more likely that the net demand increase would
not be entirely for gilts? In which case, in order to

sell gilts egual to the intervention, one would have to

increase the interest rates.

But, cet par, that would attract a larger demand for sterling
and so would drive up the exchanga rate. This, in turn,
would induce more intervention, more gilts sales to sterilise
and higher interest rates, upward pressure on stecling,

2LtC.

g0 far, this ignores the dynamics and expectations effect.
I believe that these considerations will exacerbate the
effects and render the system probably unstable. But that

is a long story.




(1ii) A I indicated on page 2, I do not think that the
effect on the yield curve would be anything but very small.

[ coubt very much whether one would ever be able to discriminate
betwean the Treasury (more gilts) result and the money market
(more bills) result. The. yield curve slope is determined
primarily by expectations and is affected only to tha extent
that different policies on sterilisation generate different

expectations:

(iv) I remain convineced that unsterilised intervention

did contribute to monetary growth in 1987-88. In order

to maintain the exchange rate, interest rates were reduced
dramatically (on a first definition) and MO grew faster

{on a second definition) than it would have expanded without
this intervention. _I1f it steodup to Critical eXamifAEion
rt-—weuld TETTEINIY e an important results

(w) The ephemarality of sterilised intervention hag bean
argued above. I would add, however, that all the studies
I have ever seen confirm this empirically (using the M0
constant dafinition). If you know of a counter-example,
I would very much like to review it. If it stood up to
eritical examination, it would certainly be an important

result.,

s

, ALAN WALTERS

ce Paul Gray

Professor Brian Griffiths
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INTERVENTION AMD STERILISATION -
1987 - 1988

Un your comments dated 16

{1i] Ag I said, there are definitions of sterilisation.
I was concerned to define it so that we knew the principles
which lay behind it. The normal definition among sconomists
(eq the IMF) is one that leaves the quantity of high-powered
money constant. I would contend that, since we targoet MO,
this i1s a sensible definition for the UK. The Treasury
quantity definition, however, is one which, through Eunding
levels, holds a much broader aggregate constant - so that

Lie private sector acquires gilts equal in market value

to the Intervention. This is a relevant definition if you
dre targetting a broad aggregate, but, since we simultaneously
contend that the bread aggregates are misleading, it i=
clearly inconsistent to hinge the definition of sterilisation
on such a disavowed indicater of monetary conditions. The
"funding” definition of sterilisation is a hangover from

the old days of credit contrel and targetting.,

wa should, therefore, use M0 as our sterilisation standard
and concentrate on the monetary, not the credit, cconditians

baeing held constant.

Alternatively, usling the short interest rate griterion,

instead of the MO0 constant condition, we do have sterilisacion
in the sense that we sell bills to maintain the short interest
rate. In fact, since short interest rates remain the =ame,

BEddie George properly regards all intervention as immediately

sterilisad,
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PROFESSOR WALTERS
cc Paul Gray
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INTERVENTION AND STERILISATION

Could I offer a few comments and guestions on your minute to
Mr Gray of 11 July.

I agree with your main conclusion that the dominant influoence
in 1987-88 {and in my view =2ven before that) was that interest
rates were too low: given the demand and ianflation rate

pressures, so any differences are second order ones.

[ The discussion in the first half of vour note
dafines sterilisation in relation to the money markets,
wheraas tha Treasury defines it in terms of funding, ie
gales of gilts to the non-bank, non-building society
private sector suificient to cover the PSBR/PSDR plus
changes in foreign oxchange holdings. Thus, in their
framework, the counterpart to higher reserves held by the
public sector is not lower holdings of bills but higher
gilt=-edged liabilities. In their system, intervention of
€X million leaves the banks' assets and liabilities
unchanged; the public sector's holdings of foreign
gxchange ap by €X million and it= debt np by £X million;
and the private sector's holdings of gilts up by €X
millian and its holdings of forelgn exchange down by

EX million.

ii. In the first full paragraph on page 2, you say that
gkerilized iptervention does not keep tha axchanga rate
from rizing. It i= not clear why this should be go.
Suppose we start from a position of equilibrium where the
interast rates are keaping mopstary growth closse to the
authorities' targets, and the exchange rate is showling no
tendency to move one way or the other. Suppose there is
then an incraase 1n demand for sterling, The Govaernment
could attempt to hold tEhe exchange rate by inkervention,

sterilising this by selling more gilts. The position is

CONFIDENTIAL




CONFIDERTIAL

then that the supply of sterling assets has been
increased to match the increase in demand for sterling
assets. The Government could short-circuit this process
by selling gilts for foreign exchangs. Why should this
not prevent the exchange rate from rising? Why should it
not be possible to sustain this indefinitely? 1 agres
that it is difficult for the authorities teo asssas
whether an increase in demand for sterling ies krangitory
orF parmanant, but as a matter of theory I do not saa why
it should not be possible to heold the exchange rate
indefinitely. This is of course possible anly when
sterling 18 rising as the opposite process comes to an

and whan rasarvas have baen exhausted.

iii. At the bottom of page 2, yon say that sterilised
lntervention is likely to increase the downward slope of

the yield curve. In the Treasury's view of the world, it

steepens the yield curve because the supply of gilts is

being increased relative to short-term asset=.

iv. AL the top of page 3, vyou said that unsteriliszad
irktervention contributed to the nmonetary growth in
1987-88. The Treacury maintain that intervention was.
aother than over very short periods, sterilised throughout
this period. How then was it econtributing to monetary

growth?

2 At the top of page 4, you state that iEf sterilised
intervention has a positive effect it is only ephemsaral.
As indicated in ii above, I do not understand why this

should be so.

ANDREW TURNBULL
16 July 1989

CONFIDENTIAL
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PRIME MINISTER

INTERVENTION, STERILISATION AND FDONDING

At your recent mesting with the Chancellor, Peter Middleton
and Terry Burns, thers was some debate’ about whether the high

lavel of intervention in 1987-88 had been genuinely sterilised

to prepare a note.

R ——

e —

Alan"s note i8 mnow attached. I think the key points are:

he accepts that, in some sense at least, the intervention

was automatically sterilised;

but Ehe real problem wasz that, in order to keesp the

exchange rate gt DM3, interest rates had to be kept at
— i —— ——

too low a rate, and those lower intarest rates genarated

N ————

the excessive monetary growth;

g

on the funding aide, it is right to stick to the palicy
of full funding and to avoid over-funding. This would
not be a substitute for using the primary weapon of

intarast rates:

he remains highly =sceptical abut the '"psgychalogy'

argument for intervention.
e — =

[hitﬂ
PAUL GRAY
14 July 1989

EAMAZH SECRET




PAUL GRAY 11 July 1989

INTERVENTION AND STERILISATION —
1987 - 1988

1 Definitions

Heavy intervention to prevent sterling rising, as with the

525bn in 1987-8, will, as a first stage, immediately:

—_—

(i) increase the sterling money supply, and
{1l reduce market interest rates.

——

Sterilisation takes place when the effect on "monstary conditions®

is contemporaneously neutralised. Depending on whether

cne interprets such “"conditiona" in terms of money supply
or interest rates, this in turn implies that either:-

{a) the money supply, however defined, is not allowed

Mg o
or

to expand and 1s maintained at its original quantity;

(b} market nominal short term interest rates, however

ﬂEfiDEﬂ._ggﬁ maintained at their original levels.

= =

The normal academic and IMF definition of sterilieation

ig in terms of the money supply [(a) above]. But since

——

we use interest rates as the instrument and money growth

==

as the target, the Bank would naturally think of sterilisation

in terms of keeping short-term nominal interest rates unchanged

. It —
[sense (b) above] rather than in terms of the target money

growth.

2. Money Market Management as Sterilisation

The Bank would argue that as a rule all intervention is

Eterilised. Money market operations would, at the end

of the day, remove any surplus cash at the prevailing intervention

L
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nominal interest rate. [sense (b)) aboval]. The excess sterling

MWhe to intervention would be mopped up by the Bank selling
bills or repos; 80 as to prevent a fall in short-term interest

—— —

rates in the money market. In this interest-rate sense

the intervention is antomatically sterilised.

_— —_

But since intereat rates are uanchanged; such sterilised

intervention does not keep the exchange rate from rising.

The only way teo contain the exchange rate is to yield to

market pressare and allow the nominal interest rate to fall.

Then there is an associated expansion in the money supply

——— i P §
through unsterilised intervention and residual money market

management = f£o support this lower level of interest rates.

It is the persistence in pegging the exchange rate which

is the proximate cause of the monetary expansicn. The

exchange rate peg [té%ather-ﬁith the raté_ﬁf expected inflation)

determines the nominal interest rate reguired which in turn
determines the gquantity of money needed to validate the

e m—

3 A . - o
fixed exchange rate. The circle i1s closed. As for unsterilised
intervent¥on, it is part of monetary policy and affects

monetary growth and interest rates. If per contra it be

sterilised, the monetary growth and exchange rates are not

affected,

With sterilised intervention the private sector ends up

with the same amount of money and with more hills (correspondingly

the Bank's bill mnnnfain malts down | . In order to accommodate
this increased supply of short-term ligquid assets relative

to long, there is likely to be some pressure to increasa

the downward slope of the yield curve by reducticons in long
rates. But this is likely to be a small effect and can

be safely ignored.
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33 Intervention as a "Cause”™ of Monetary Growth in 1987-
1988

In essence the proximate cause of the monetary growth of

1987-8 was the consequent need to walidate the pegging of

sterling to the 3.00 Dmark level when current market conditions

-

required an exchange rate far higher at perhaps 3.30 to

e e i Reductions of interest rates and associated monetary
T

growth were regquired to hold the rate at 3.00. Unsterilised

intervention contributed to the menetary growth, but that

was a consguential required expansion and was determined
A e

e

Ev the 31.00 Dmark peqg.

il Fundindg

The full-fund rule 13 desgigned tgo ensure that the public
sector [inancial balance has no effect on the money supply.

What money is taken in tax receipts over and above publie
spending is put back into the private sector by purchases
of gilts. The result - a level playing field.

In my view thiz i3 & good policy. It is easily understood
by the market., Debt-management policies are therefore predictable
with low levels of uncertainty.

It would be a mistake to use "over-funding”", that is buying
more gilts than needed for full-fund, with the abjective
of reducing monatary growth. Fitrst, it would cause nesdless

S

consternation in the markets (as we saw some weeks ago when

———

over- tundlng Was , falsely, rumoured to be returning). Secondly,
provided that we continue to control monetary growth through
the instrument of interest rates, over-funding would then

have to be offset by assistance to the money market. The
conclusion 18 that 1f we judge that potential inflation

requires an Lntraasn in the severity of the muratarv gqueeze,

i ot

then we should Eursue a_clear polioy of increasing short-

term interest rates and not confuse this by arbitrary activity

in the gllt market.
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5. Short-term effects and "psychology™.

The evidence from every study I have seen is that sterilised

intervention has only a positive effect which can be measured

only in hours (in sophisticated markets) or a few days (in
less 5ﬂph15§iﬂa53ﬂ markets). Then it is gone. Nevartheless
it is asserted that this fly-by-night effect is useful psychologically,

particularly in falling markets, becauss it shows that the

authorities "really care® and are not happy with thes= conseguences
of monetary paliégz

I am not a psychologist (but nor are they who make such

allegationsl]. Furthermore, I have seen no studies, by
g ]

psychologists or laymen, of these paychological effects.

I remain very doubtful if such alleged positive effects

nutw&igﬁ_fhc portfelio leosses whieh are incurred in such

intervention.

The Treasury and Bank scometimes point out that the intervention

15 not sterilised immeﬂiatély and zo may have some effects

on exchange rates. Because of the operation of our money

Y

market assistance, etc, and the interest rate definition
of sterilisation, I do not see how that can be of any guantitative

—

importance. Of course even with fixed nominal interest

rates there will generally be some effect on the guantity

of money (the relationship between money and nominal interest
rates i8 not tight) and the Treasury or Bank may be anticipating,
at fixed interest rates, some guantity=-of-money effect on

the exchange rate. But that must be both relatively small

and unpredictable in magnitude on the exchanges.
The "Genius" Case for Intervention (unsterilised).
If we knew that a substantial increase in the demand for

sterling was transitory and if we knew precisely the magnitude
and duration; when it would subside and to what level, then

SECRET
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there is a case for intervention to prevent the exchange
rate movement occuring - “ironing out the bumps®. Broadly
speaking this is the view That EEE_ChancéiiE; took in 1987-
&y and it is a policy promoted by some academics (eg Ronald
McKinnon of Stanford). The trouble is that no-one could
ever have 5uff{5}eni_iﬂpwludgt to pursue such a policy.

- =] = _ - :
We do not know, even after the event, how the demand for

Eterling moved, what part was transitory and what part permanent.
How much more difficolt it is, then, to forecast successfully
such movements before they take place. The attempt to

insulate the exchange rate from market oscillations usually

gives rise only to distortions and sudden reversals.

———— = = 2

B ———

The Main Problem of 1987-8

In response to your regquest for my view whether intervention
or constraining interest rates was more damaging, the answer

ig ¢learly the interest rate. In our system, this determines

monetary poliecy and thE_EEEmissib]e extent of unsterilised

intervention.

f%qﬁj

ALAN WALTERS

cc Professor Brian Griffiths
Andrew Turnbull
Charles Powall
Sir Peter Middleton
Michael Scholar
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SIH ALAN WALTERS oo METafnball

ECONOMIC PERFORMANCE AND PROSPECTS

Tou will want to see the attached record of the meeting the

Prime Minister had with the Chancellor and Treasury officials

on Weadnesday.

There is one aspect on which I think it would be halpful if
you could prepare an explanatory note for the Prime Minister.
1t relates to the issues raised in (vi) of my record. The
Prime Ministecr 3aid she found (t hard to halieve that the

525 bi
gJenuin

llion intervention undertaxen in 1987-88 had bean

ely sterilised and funded; the Treasury insisted that
had. AT a later point in the dizcuszssion (not recordaed] the
Prime Ministar made welcoming noises about the recent
intervention ia support of starling, and urged the Treasury
net EBEo starilise i1ty otherwise she said the benaficial
tightening on monetary conditions would be lost. The Treasury
response was that this would be inconsistent with the policy

of leval funding.
Could you therefore do a notes

sets ogukb the Facts s them on whethar ar

1987-88 intervention was sterilised and funded:

to the process of sterilisation/funding te thae

of laval Funding;

offers your view on whether the more damaging develssment

in 1387-88 was the intervention or the constraining of

Literest rates to meat exchange rate abjectives.

ferhaps you could lat Andraw and me have a sight of your note

pefore we put it in to the Prime Ministar,

PAIOL GRAY
5§ July 1989
DASAWE

i
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Fram tiee Privete Secretan f

July 18989

ECONOMIC PERFORMANCE AND PROSPECTS

The Prime Minister had a meeting this afternoon with the
Chaneellor, 5ir Peter Middleteon, Sir Terry Burns and Professar
Brian Sriffiths to discuss economic performance and prospeccs.
The papers befors the meeting wears the recent Treasury note on
the recant rise of inflation and ths Treasury =conomic
Eorecast for June 1989,

1 should be grateful If vou would ensure that this larter
is copied only to those with a clear need to Know,

The recent rise of inflation

Opening the discussicn, the Prime Ministar said she
wished to consider whether there were any indicators or
Factors that should have been identified in recent years that
would have pointed to the need to take action to kighten
poiicy at an earlier stage. 5She was struck by the charts in
the Treasury papar showing that UK inflation relative to that
in othar =countries had rizen significantly since around 1985,
She wondarad whether we had mistakenly disregarded signals
which, although not complately accurate, had bheen talling us
Chat some corrective actian was naedad. Por axample, was it
right to have ignored the signals coming frem the growth of
broad money?

In discussion, the following main points wera raised:

(i) A8 compared with the othsr major countries, the
UF had had & tighter fiscal palicy. We had alzas
had higher interest ratas in teal tarms. It had,
nowever, been more difificult for this country to
reap the penefit of lower oll prices becausa of
the off-setting effect which had followed E£rom
sterling's depreciation;

unambiguous signals of the correct policy
response were naver avallable at the time
decisicons had to be taken. Looking back over :tha
last three to four years, thara had been good
remasons for ignoring at the time the signals

SECRET AND PERSONAL
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coming from the continuing fast growth of broad
money; there was no doubt that this indicator had
given the wrong signals in the early 1980s. Even
with the benefit of hindsight, there was no one
indicator that had pointed to the conclusipn that
policy was too lax. However, it was now clear
that the general stance of monetary pollcy ovar
recent years should have been tighter.

pne factor of major importance had been the
impact of financial deregulation. Its affacts
had bs=en more far=-reaching than axpeetad and this
meant that a tighter stance of monetary policy
waE needed to achieve a given downward prassura
on inflation. The effect had baan exacerbated
against the background of substantial exchange
rate depreciation during the period from
1981-1986,

pong of the difficulties with MO was that it
tended to be a coincident indicator and was not a
gocd predietor, although this view had been
challenged in the recent work by Stephen Hannah,
But it was alszo argued that, had MO been
successfully kept within its target range during
tae last ¢ouple of years, the rate of inflation
would have beaen kept lower.

there was some evidence to suggest that monetary
policy had been too lax from around 1985, 3at
from 1387 onwards, there was a strong case for
tha view that renewad inflation was caused by
attantion having been taken away from domestic
monetary conditiona in favour of aiming to keap
Ehe exchange rata stable.

the period of shadowing the ERM had led to wvary
heavy incervention to hold the sterling exchange
rate down. It was guastioned whether the procass
of adding to the Reserves had besen full
sterilised and funded; and if it had, whather
tha process would have automatically rendersad
intervention ineffective. On the other hand, it
wag argued that sterilisation was not undertaken
contemporaneously and could have an important
short-term affect in the markets; it was also
wrong to view the exchange markecs in a
mechanistic way and intervention could have
important paychological effects.

whatever the precise position on intervention,

it was clear with hindsight that interest rate

palicy had bpeen wrongly constrained by axchange
tate considerations.

Summing up this part of the discussion, the Prime
Minister said that, although there were differences of
amphasis on certalin polnts, there was general agreement that

SECRET AND PERSOMNAL
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over recent years the stance of monetary polisy had anot heen
auificiantly tight.,

Treaglry aconomlie farscast

The Chaneellor said thac the position set out in the

toracast Was not sacouraging. The moral from the firsc part
of the discussion was to err on the side of cautian in
ensuring that monetary policy was kept sufficiently ti

In discussicn, the following main points were raised:

Fwill)

domescilc indicators were still worrying, wich MO
remaining above its target range and continued
strong growth of broad money. To be confident of
achieving a substantial reduction in infla<ien
ovar the next twWo years it was necessary to
consider a further tightening of monetary policy
now. There was no way of sgueezing out inflation
without a dagree of pain.

the exchanga rate had depreciated significantly
in recent weeks. Altheugh there had been some
recovery over the last couple of days, if there
wag a ranewed threat of significant further
depreciation it would be important to tightan
conditions via an increase in interest ratas.
There was no need to act now, bat this FESpOnsa
should certalnly not be ruled out for the
tutura.

it was extremely difficult to assess the present
position of the economy. But despites tha
indicators now published showing continuing
growth in May, there was scrong impressioniztic
evidence that the economy was now on the turn.
ihis was certalnly true of the housing market,
and substantial evidence was coming through also
from the retail sector. Action now further to
ralse interest rates carried a major risk aof
pushing the aconomy into a substantial down-turn.
On that view, the important point was to maintain
the presant lavel of interest rates for a
sutficiantly long period rather than to raise
tham further at this stage.

thara were Further major risks involved in =
further interest rate increase now. t would
nave the effect of raising mortgage rates and add
a further ratchet to the upward pressurea of
wages. The RPI conseguences would have a vary
serious psychological impact, undermining
confidence in the Government and in turn
undermining confidence in the markets. The
gverall impact could be devastating. There was a
majorf prize to be achieved in thae psychological
oattle against inflation by holding present
interest rates so that the expected significant

SECRET AND PERSONAL




drop La the EPL could come through in August.

onge the reduction in tha RPI had been achieved,
thare was A strong case for taking a further look
at the gensral covarage and methodology of the
RPI; tie existing Advisory Committee arrangements
did not work well. One possipility would be to
ask the OBECD to prepare a recommended standard,

Summing up the discussion, the Prime Minister said that,
although 3 further increase Ln interest ratas could not be
ruled out and the position would need to be kept under reviaw
in the normal way, she saw major difficulties with such a step
iln Ehe near [uture.

SECRET AND FERSONAL
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From vhe Privaty Secretory

2. July 1989

ECONOMIC PERFORMANCE AND FROSPECTS

The Prime Minister had a meeting this afterncon with the
Chancellor, Sir Peter Middleton, 3ir Terry Burns and Professor
Brian Gciffiths to discuss economic performance and prospects.
Phe papers betore the meeting wers the recent Treasury note an
the recent rise of inflation and the Treasury aconomic
forecast for June 1989.

I should be grateful if you would ensura that this letter
18 copied only to those with a clear need to know.

The racent risa af inflation

Opening the discussicn, the Prime Minister said she
wished to consider whether there were any indicators or
Factors that should have been identified in recent yvears that
would have pointed to the nsed to take action to tighten
policy at an earlier stage. 5he was atruck by the charts in
the Tresasury paper showing that UK inflation relative to that
in other countries had risan significantly since around 1985,
She wondzrzsd whether we had mistakenly disregarded signals
which, although not completely accurate, had been talling us
that some corrective action was aeeded., Tor example, was it
right to have ignored the signals coming from tha growth of
Droad monsy:e

In discussion, the following main points were raised:

(i} as compared with the other major countries, the
UK had had a tighter fiscal policy. We had also
had higher interest rates in real terms. It had,
noweaver, baen more difficult for this country to
reap the benefit of lower oil prices because of

the off-setting effect which had followed from
sterling's dapreciationj

unambiguous signals of the corract policy
response were never available at the time
decisions had to be taken. Looking back over the
last three to four years, thara had been good
reasons for ignoring at the timea the signals

SECRET AND PERSONAL
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coming from the continuing fast growth of broad
money; there was no doubt that this indicator had
given the wrong signals in the early 1980s. Even
with the beneflt of hindsight, there was no one
indicator that had pointed to the conclusion that
policy was too lax. However, it was now clear
that the general stance of monetary policy over
recent years should have been tighter.

one factor of major i1mportance had been the
ilmpact of financial deregulation. Its effects
had been more far-reaching than axpected and this
maant that a tighter stance of monetary policy
was needed to achileve a given downward pressuro
on inflaticon. The effect had bean exacerbated
against the background of substantial exchange
rate depreciation during the pariod from
1981-1986.

one of the difficulties with MO was that it
tanded ko ba & coincident indicator and was not a
good predictor, although this view had been
challenged in the recent work by Stephen Hannah.
But it was also argued that, had MO been
succezsfully Kepk within its target range during
the last couple of years, the rate of inflation
would have been kept lower.

there was some evidence to suggest that monebary
policy had been too lax from arcund 1985. But
from 1987 onwards, there was a strong case for
the wiew that renewed inflation was cansad by
attention hawving been taken away from domestic
monatary canditions in favour of aiming to keep
the exchangs rate stabhle.

Ehe pericd of shadowing the ERM had led to very
heavy intervention to held the sterling exchange
rate down. It was guestioned whather the procsas
of adding to the Reserves had been fully
gtariliged and funded; and if it had, whathar
the process would have automatizally renderad
intervention ineffective. On the other hand, it
wag argued that sterilisation was not undertaken
contemporanacusly and could have an imporcanct
short-term effect in the markstsj it was alszso
wrong to view the exchange markets in a
machanistic way and intervention could have
important psychological effects.

whatever the precise position on intervention,

it was clear with hindsight that interest rate

policy had been wrongly constrained by exchange
rate considerations.

Summing up this part of the discussion; Ehe Prime
Minister said that, although there were differences of
smphasis on certain points, there was genaral agresment that
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over recent years the stance of monetary policy had not been
sufficiently tight.

Treasury economic forecast

The Chancellor said that the position set out in the
forecast was not encouraging. The moral from the first part
of the discussion was to err on the sides of caution in
enguring cthat monetary policy was kept sufficiently tight.

La diacussion, the following main points were raised:

{viil) domestic indicators were stil]l worrying, with MO
ramaining above its target range and continuad
strong growth of broad monay. To ba confident of
achieving a substantial reduction in inflation
ovar the next two vears it was necassary to
consider a further tightening of monetary policy
now. There was no way of sgueszing out inflation
without a degree of pain.

the exchange rate had depreciated significantly
in recent weexs. Although there had been some
recovery over the last couple of days, 1Ef there
was a renewed threat of significant Further
depreciation it would be important to tighten
conditions wvia an increase in interest rates,
There was no need to act now, but this response
should certainly not be ruled out for the
future.

it was extremely difficult to assess the prasant
position of the economy. But despite thae
indicators now published showing continuing
growth in May, there was straong impressionistic
avidance that the sconomy was now on the turn.
I'his was certainly true of the housing market,
and substantial avidence was coming through also
from the retail sector. &Action now further to
raise intarest rates carried a major risk of
pushing the economy into a substantial down-turn.
On that view, the important point was to maintain
the present lavel of interest rates far a
safficiently long peried rather than to raise
them furcther at this stage.

thera wera further major risks involved in a
further interest rate increase now., It would
have the effect of raising mortgage rates and add
a further ratchet to the upward pressura aof
wages. The RPI conseguencaes would have a vary
serious psychological ilmpact, undermining
confidence in the Government and in turn
andermining confidence in the markets. The
overall impact could be devastating. There was a
major prize to be achieved in the psychological
pattle against inflation by holding prasent
interest rates so that the expacced significant
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draop in the RPI could come through in August,

once che reduction in tha RPI had been achieved,
tnere was a strong case for taking a further look
At the genaral coverage and mathedology of the
RPI; the axisting Advisory Committee arrangements
did not work well. One possibility would be to
ask the OECD to prepare a recommended standard.

Summing up the discussion, the Prime Minister said that,
although a further increase in interest rates could not be
ruled out and the position would need to be kept under reviaw
in the normal way, she saw major difficulties with such a sten
in the near f[utura.

PAUL GRAY

Alex Allan, Esqg.,
H:M. Traasicy

SECRET ARD PERSONAL




10 DOWNING STREET




SECRET

FRIME MINIETER

MEETING WITH CHANCELLOR AND TREASURY OFFICIALS; WEDNESDAY
5 JULY

A wa discussed I have now fixed up a meeting with the
Chancellor,; Peter Middleton, Terry Burns and Brian Griffiths

Eor next Wednesday afterncon. The Governor has not been .

tnviced. I have discussed further with Alan Walters tha

—

possibility of him coming back sarly from the United States to
be present; unfortumately he has been unable to reschedanle his

commitments and sends his apologies.

— 4

There are a number of key issues you will want to cover in the

discqg;inn. But I think these fall under two broad hgéﬂlnqs:

Where did we go wrong over the last 2-3 years on
—— R

inflation?

Whare do we go Erom here on interest rate and exchange
. e
rate policy?

I hawe included various papers in the folder, Y¥ou have

already seen Flags A - D which are mainly relevant to the

first item. These are:

Flag A The Treasury paper on the recenkt rise of Inflation

— —

Flag B The Alan Budd article

—

Flag € The Tim Congdom article

— — —

Flag D The Stephen Hannah article on MO.

2 = = —

=
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The main new paper in the folder, relevant for the discussien

of where we go from here, 1is the latpat Trpa=urv forecasts

this is at Flag E.

What went wrong?
.Pd""“-""l'-t |:':"" 'j“--f'—g R B -u-\_.j{—o-'n e "-'L—n_,-":_d

(i} Broad money - was it really such a baﬂ indicator?

i |

Motwithstanding the dlEthtJGﬁb can we real lly afford

tD anGEE - & A I A5 cnnstantly grows at arcund 20 per

¢P1t - Per annam? Should it rzally be dismissed to the

ﬂn"Lnt the Flag A paper suggests; or is such an
attitude just as much in error as Tim Congdon's belief

S —

that broad money is all lmpmrtantﬁ

= i i

Narrow money - was 1t a good indicator? Was the

prablem Ehat it gave quud slgnals but we failled to act

ﬂ11y a8 a concurrent indicator, giving no advance
_“E=_——:=-m-ﬂi

npon them? Or did it hehave, as some have argued,

What importance

ahnald we atuach tn the Hannah P- s ar ana]y51aﬂ

==

Intervention - What was tha impact of eLn ilised

=i _4--\.-—\. —

intervention? Did the process of sterilisation Eully

neutralise its adverse effect on the money supply
variables and in turn inflation, while simultaneously

rendering the impact on the exchange rate

ineffectiva?

Loosening of monentary conditions — When we say

monetary conditions were toc loose, what does this

mean? I3 this a comment on intervention policy? Or
do we really mean that iaterest rates were too low?
e LR

Iz the main moral to be drawn Erom the 19B5-88

experience that i1nterest rates should have been kept
————— e e T,

= i

sqbitanllally thhﬂr thrnughﬂut - 80 implying a highar
brtinio sk iy

exchange rate, LEbL[aLn¢nq gruwth keepimg inflation

luwer and avoiding the present need for sharp

—
———

EDEEPC lvﬂ action?

—
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RPI versus GDF deflator - The Chancellor continues

to emphasise the RPI excluding mortgage interast as an
indicator of underlying inflation. The latast
Forecast (Flag E ) shows that the GDP deflator Figures
have been substantially higher and probahly closer Eo

the level af the measured RPT. Ought we not to pav

mare attention to the GDP dAsflator in our intermnal
e e e —
Asseasments?

The 4 for 1 rule - Was this a dangercus formnla to

adopt? It 13 argued with the axchange rate

T

appreciating a "balancing”™ cut in the interest rates
weaps monatary pressures ovarall unchanged. But for

tha pﬁrsunal sector may not the rug bhlﬂga be

“ElnfDrELﬂq rathar than nﬂutralluc aach other — a cut
in mortgage rates boosts the growth in real income
from the appreciation of the exchange rate. The same
is true when the exchange rate is falling - though
when inflation is as high as it is maybe there should
be a bias towards restrictiveness.

Looking ahead

You will want to have a careful loock at tha Treaﬁury forecast

[Flag E}.
Summary and Main [ssue Sactien iPagﬁﬁ 1- Qr; bur 1f yau hawva

time it will also be useful to skim through the gther more

detalled material. The main points that strike me are:

As compared with the budget forecast, the economy is now
expected to grow faster and inflation to come down more
slowly (RPI still 63/4 per cent at the an"ﬂE LHTQ_}Ear and
around 5 per cent still by 1991 (=ee& page

———

Even with the economy growing faster, the PSDR is projected

to be smaller thias year - £12 billion rather than £14

billion. Tax revenues do now seem to be slowing down.

e —
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The current account deficit for this year i3 now put at

ElElf4 billion, notwithstanding an assumed vary strong

LT

export performance, and still forecast tc be £13% billion
in 1990. 2

You may want to address the following issues in discussion:

(vil) How confident are the Treasury about the forcast

agssessment? With the economy cloge to a turning point

1t 13 a particularly difficult point to ceach a

judgment .

———

(viil) I8 there a case on domestic countear inflatiom grounds
etz AT IR

fFor a further interest rate increase?

B I

=+

What forms of words will now be usad about the ERM?
You may want to emphasise that the Chancellor should
stick closely to your Madrid approach, and avoid

public statements that a decision will be taken sooner

—m

rather than latsr.

=

What should intervention policy be? Are yvou content
for heavy intervention in an attempt to prevent the

exchange rate depreciating?

What should Ministers say about exchange rate
depreciation? A balance needs to be struck betwesen
hawkish words which may subsaguently have to be e=aten,

and giving sufficient reassurance of firmness to the

e

marketa.

PADL GRAY
30 Jums 1989
KAYALA
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Sir Petar Middleton GCB
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Paul Gray Esg
10 Downing Street
London SW1
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TREASURY ECONOMIC FORECAST

oh

I enclose three copies of the forecast - one for the Prime
Minister, one for gir Alan Walters and one for
Brian Griffiths.

As usual, these copies are provided on a personal basis for

the Prime Minister, Sir Alan Walters; Brian Griffiths,
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TREASURY ECONCMIC FORECAST

SUMMARY

The forecast covers the period to 1991 (1991-52 for publiec
finances). Table 1.1 summarises the results.

- Activity in the world economy has remained high in 1989%; G7
GNP growth is forecast at over 3 per cent, and world trade in
manufacturas at 8% per cent. The forecast has a slowdown in
world trade growth in 1990 and 199%1. Tight monetary policy
halts the rise in G7 consumer pfiEE‘inflatinn; and leads to a
gradual fall during 1990.

Growth in UK GDP slowed at the end of 1988, though mnon-o0il
GDFP in 158901 was still 4 par cent higher than a year
earlier, only a little above the FSBR estimate. It 1i=
forecast to grow by 3 per cent in 1989 and a little less
thereafter. Total GDP growth, which is affected by North Sea
accidents, is forecast at just over 2 per cent in 1989 and
around 2% per cent in the two subsequent Years.
Inemployment changes little from the end of 139ES.

Tight monetary policy has curbed the growth of consumers'

S

expenditure, and is likely to continue to restrain it. But

investment is likely to grow more rapidly in 198% than
envisaged in the FSBR, though 1less than 1in 1988, keepling
domestic demand growth up to 3 per cent. Private sector
investment is expected to be flat in 1590, with a modest fall
thareafter. But, eaven with -Eéal iﬁféf&ﬂt rates at record
lavels, the downturn in investment is less than 1in previous
cyclas. Total domestic demand is forecast to grow by 1% to 2
per cent in 1990 and 1951, a little below growth of GDP.

Inflaticn is higher than in the F5BR throughout the forecast
period. RPI inflation is axpected to decline slowly from its
peak of just under 8% per cent in the middle of 1988 to
6% per cent in 198904 and 5% per cent in 1990Q4. Forecast
growth of money GDP overshoots the 1989 MTFS path in all
years (when adjusted for distortions caused Ey the
introduction of the community charge), mainly as a result of
higher inflation.
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The current account deficit for 1989 is forecast to be
€£16% bn.,, & little more than in 1988, and to fall gradua..'

in 1990 ana 1331.

The PSDR is forecast to be £12 bn. in 1989-90, below the FSBR
forecast mainly because of less Dbuoyant NIC receipts
following high take up of personal pensions. Thereafter the
forecast is for both public expenditure and revenues to be
higher than in the F3BR in cash terms, but lower or little
different as a share of GDP. After small assumed fiscal

adjustments in 15990 and 1991 the forecast path for the PSDR
declines at a similar rate as in the FSBR.
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TABLE 1.1 @ SUMMARY OF FORECAST

JANUARYT FSEBR
1989 [{internal) 1989

THE WORLD ECONDMY

GNP (MAJOR 7 EXCLUDING UK]
[per cent change on a year
earlier)

1388

1589

1990

1931

DOMESTIC DEMAND [(MAJOR 7
EXCLUDING UK)

(per cent change on a year
earlier)

1588

1989

1590

1531

WORLD TRADE IN MANUFACTURES
{per cent change on a year
earlier)

1988

1983

1390

1991

UE ACTIVITY AND DEMAND

GLDF VOLUIME

{per cent change on a year
earlier)

1988

1589

15580

1531

NON=-KORTH SEA GDP VOLUME
{per cent change on & year
earliar)

1988

1989

1950

1991

VOLUME OF DOMESTIC DEMAND
(per cent change on a year
earlier)

1988

1989

1350

1891

UNEMPLOYMENT (UK S.A.
EXCLUDING SCHOOL LEAVERS

million)
1 Q 2.11 .10 « 10

1985 Q4 2.00 « 92 Bl
195004 2.07 .15 .88
135104 2.27 <13 86

tThe January forecast used adjusted national and sectoral accounts.
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JANTARY
1989 (internal)

e ‘I_E:I.LTI[}H AND MONEY GDP

8. MONEY GDP [MARKET PRICES)
(per cent change on a year
garlier)

1988-89
1969-90
1980-91
1991-92

RPI (per cent change on a year
earlier)

1988 Q4

1989 Q4

1930 Q4

1991 04

« RPI excluding mortgage interest
payments (per cent change on a
vear earlier)

178804
1989Q4
199004
199104

GDP market price defl
(per cent change on a

earlier)
1 o

1989=90
1%490-91
1991-92

Ptnr
ViEar

PUBLIC FINANCES

FSBR - E bn.
1988-85
1383-50
1990-51
1992-92

PSBR - % OF GDF
1988-89
1989-90
1990=91
1991-92

. ANNUAL FISCAL ADJUSTMENT - E bn.

1985-90
1990-81
1991-82

adjusted to remove the effects of the community charge which
reduces growth by 4 per cent in 1989-90 and 2 per cent in 1930-91.
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JANUARY
1989 (internal})

E .DHETJI.B_‘E_ CORDITIONS

15. SHORT TERM INTEREST RATES
{per cent))
1988 Q4
1989 Q4
1990 Q4
1991 04

MO

(per cent change on a year
earlier)

1988-89

1389-90

1350-31

1991-92

STERLING INDEX (1975=100)
1988 Q4
Q4
1990 Q4
1991 Q4

£ /DM EXCHANGE RATE
1588 Q4
198% Q4
1990 Q4
1991 04

RELATIVE UNIT LABOUR
COSTS (19B0=100)
1988

1985

1990

1991

F TRADE AND CURRENT ACCOUNT

20. VOLUME OF NON-0OIL EXPORTS OF
GOODS AND SERVICES
[per cent change Of & Year
earlier)
1588
1989
1990
1991

VOLUME OF NON-OIL IMPORTS OF
GOODS AND SERVICES

(per cent change on a year
earlier)

1988

1989

1590

1991

. CURRENT BALAMCE
E bn.
1988
19g3
1990
1951
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(1} MAIN ISSUES

The world economy

2. The forecast is for sustained growth of G7 GNP at about the rate
of growth of potential. Inflation gradually declines as the
effects of tighter monetary policy fead through. Real commodity prices are
broadly constant over the next two and half years. Following the rise in
the dollar in the first part of this year, the US and Japanesa current

balances are expected to fall somewhat, but to widen again in 19%0 and 1991

{assuming unchanged real exchange rates).

- g Real interest rates in the G7 rise by just under 1 percentage
point compared with 19B8. If activity and inflationary pressure remain
setronger than expected, particularly in Japan and Germany, it might be
necessary for monetary policy in the affected countries to be tightenad by
more than the small further increases in short term Lnterest rates that have
been assumed. Stronger activity owver the near future would put upward
pressure on output and commodity prices, and might be followed by a period
of lower growth.

Monetary conditions

4. Tha foracast deceleration in GDP and domestic demand occurs with
vary high short term interest rates, which stay at 14 per cent until
mid-1990 and decline gradually thereafter. Real short term interest rates,
which wé;EmEH_averaEEmEIEEEE§_hiéﬂ”Ef'EEEE_Etandarda during 1987 and 1988,
are assumed to remain at even higher levels. The strong growth in the
economy in recent years, together with supply eide policies and
liberalisation that contributed to it, appear to have produced much greater
confidence among persons and companies. As a result they are saving less
and planning to spend more than might have been expected. The fE;;EEﬁE_pf-
continued buoyant expenditure contributes to further overshoots in money GDP
growth with inflatienary pressures abating slowly. If persons or companies
adjuet their spending by more than forecast, perhaps because of amerging
ftinancial constraints, there would be less need to keep interest rates high
for so long. In these circumstances, however, a pericd of very low output

growth in the short term - & hard landing - could occur, but inflation would

probably fall more rapidly.

3 The forecast assumes that high short term interest rates will ba

necessary to keep the exchange rate close to its current level (90 for the
——— e A

stetling index). There are major uncertainties about the path for the
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exchange rate with important Iimplications for, inter alia, the path of

inflation. .

The national and sectoral accounts

6. Thera are still major inconsistencies for recent guarters in the
latest national accounts (published on June 20). Sectoral balancing items
remain very large. With more time to assess these data the forecast would
have been based on adjusted national and sectoral accounts as in the January
forecast (see Annex B). The inconsistencies make it more difficult to
asgess the precise extent to which the growth of output and domestic demand
have fallen following the tightening of monetary policy. Nevertheless it is
uuluar that growth of GDP and personal sector demand have fallen from the
]high rates in the first half of 1988, There are, however, major problems in
assessing company sector spending. The poor state of the sectoral accounts
makes it difficult to construct convincing interpretations of personal and
company sector behaviour.

The personal sector

7. High short term interest rates have had a marked dampening
effect on the growth of personal sector expenditure, particularly on
housing. Navertheless consumers' expenditure, while moderating, has
continued to rise, and is likely to be 3% per cent higher in 1989 +than in
1988. But recent trends in retail sales and consumer intentions suggest
that growth in tha year to 198904 could fall to 2 per cent, compared to
5% per cent in the vyear to 1988Q4. While high short term interest rates
have depressed the price of certain assets, especially house prices, they
have not stopped persons increasing their gross borrowing more rapidly than

their income. They now face very high levels of income gearing and debt

service ratios.

8. Despite sustained high interest rates consumers' expenditure is
expected to rise at 2 to 2% per cent beyond 1989, though investment in new
houses falls sharply. The personal sector savings ratic is likely to riese
only slowly from its current low level. 1If high short term interest rates
have a more powerful effect, the personal sector may adjust more than
assumad in the forecast. 1In the forecast house prices stabilise from early
1990 and then grow very slowly: if they actually fell, there could be a
sharper rise in personal sector savings.




The company sector

9. . It i3 even more difficult to monitor recent behaviour of
industrial and commercial companies than that of the personal sector. Therse
dre few signs that the company sactor has yat been seriously affected by
high short term interest rates; indeed the indications are that little
change in spending behaviour or plans has occurred.

10. The recent and forecast strength of company sector spending is
at first sight odd. Industrial and commercial companies (ICCs) are probably
already in financial deficit on much the same scale as in 1974-7% and 1979-
B0, and their net liquidity is at a historically low level. (The balancing
item in ICCs' accounts is consistent with an even larger deficit than
recorded in recent years.) Both large deficits and falling liquidity persist
throughout the forecast period, with investment at high levels.

11. Similar financial prospects have in the past been associated
with recesselions. They have led to sharp adjustment by companies to improve
their financial position, which in turn has been a major factor behind low
(or negative) GDF growth and rising unemployment. The difference between
present conditions and earlier episodes is the very high profitability of
companies. Daspite the slowdown in the economy the return on investment
remains very high relative to the 1970s and early 1980s. With profitability
so high the financial and overseas sectors are assumed to be willing to
finance the deficits implied by ICCs' high investment plans. The key issues
are first whether the willingness to finance investment on this scale will
persist if short term interest rates stay very high, and second how money
GDP growth can be kept close to the MTFS path if companies carry on spanding
a4t a high rate.

Inflation and money GDP

12. Measures of "core” inflation - such as the RPI less MIPs or
producer output prices - have risen gradually cver théﬂpaSt tﬂE_}éara to
levals even further above the average for the G7. The forecast is that core
inflation will stabilise at its mid-1989 level and then fall as slowly as it
rogse 1in recent years. In the second half of 1989 companies® profit margins
should stop rising - they could fall a little - for the first time for
& years, though the recent fall in the exchange rate will help companies.
Pressure on margins will itself help to bring down inflation both directly
and by strengthening companies' resolve to controcl the growth of earnings.
Unless the COmMpany BeCtor iz under some financial pressure this

disinflationary process cannot operate.
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13. Some measures of inflation are likely to be higher than core
inflation. The high assumed level of base and mortgage rates will keepiap
total RPI inflation in 1989 and early 19%0. PFurther large inCcreases in !l
nationalised industries prices, together with 1large increases in local
authority rents and the forecast high initial level of the community
charge - 17 per cent higher than domestic rates per head in 1985-50 - will
also boost recorded RPI inflation until 13930.

14. Investment prices are likely to rise strongly in 1985 and 1330,
particularly as construction industry output remains close to capacity. The
|pressure on construction capacity is likely to be maintained as public
sector investment rises rapidly, 3just as the growth of private sector
investment is forecast to slacken.

15, Earnings growth has risen gradually since the beginning of 19587,
though less than might have been expected with such strong cutput growth.
The forecast is for a gradual deceleration in private sector earnings from
the end of 1989. Central government and local authority earnings are
forecaet to grow a little more than in the private sector.

16. In 1989-90 and 1990-91 the replacement of domestic rates by the
community charge will produce a major discontinuity in the published numbers
for money GDP at market prices (though not at factor cost) and the
associated GDP deflator. Domestic ratee are classified in the national
accounts as a tax on expenditure, while the community charge will not be.
For this reason the switch to the community charge reduces the growth of
money GDP at market prices and the deflator of GDF at market prices by
0.2 per cent in 1989-3%0 and by 1.9 per cent in 15330-91.

TABLE 1.2 : THE EFFECT OF THE SWITCH TO THE COMMUNITY CHARGE
ON MONEY GDP AT MAREET PRICES

Money GDP Distortion caused The deflator for
at market prices by introduction GDP at market
of the prices
community charge
Recorded Adjusted Recorded Adjusted
basis basis

1389-50 9.6 9.8 0.2 7.1 Fad
195%0-91 5.8 7.7 1.9 .3 5.2

17. Money GDP at market prices is used in the MTFS and to calculate the
ratios of general government expenditure and taxes to GDP. In the rest of

this report all these measures are adjusted to remove distortions.
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18. Adjusting for distortions, growth in the GDP deflator and monoy GDP are
a'r_m! the paths in the 198% MTFS in every year. Strong growth of investment
pricés and the price of general government consumption (mainly pay) are the
main factors behind the high growth in money GDP: forecast real growth is

only & little above the path underlying the 1383 MTFS.

Balance of payments

19.. The forecast is for & slow fall in the current account deficit from the
very high levels - over 4 per cent of GDP - at the end of 1988 and in early
1989 . Exparts are responding favourably to the combination of slowing
domestic demand, which helps to ease capacity constraints, and to strong
growth in world trade. Imports remain at high levels, although there are
signs that the growth rate of import volumes is slowing down. The visible
deficit is expected to peak in 1989 and 1990 at around £22 bn., but
thereafter to decline gradually. It would reguire much lnwer_'EEE;th of
domestic demand than forecast, or a faster increase in capacity, for the
deficit to fall more guickly. Only about half of the excess of GDPF growth
over productive potentlal in the last four years is reversed over the threae
years to 15991.

20. The oil surplus has been adversely affected by a spate of accidents in
the Morth Sea. Output was reduced by & per cent in 198B and probably will be

12 per cent below potential in 19E85.

21. The invisibles balance is unlikely to improve in 1989, but in time the

slower growth of domestic demand should reduce the demand for imports of

services, particularly travel. There may alsoc be an improvement in the
financial services balance with the spread of finanecial liberalisation in the
EC and as memories of the stock market crash begin te fada. Thera is also
likely to be an improvement in net earnings from interest, profits, and
dividends on the UK's net overseas asset holdings, due in part to the decline
in sterling. But estimates of IPD flows are subject to wide margins of error
as knowledge about the true level of net external assets is limited. The
overseas sector balancing item has amounted to £40 bn. over the last three
years, a large part of which probably reflects unidentified capital inflows.
Given errorse of this magnitude it is unwise to place much faith in precise
estimates of IPD flows and the level of the UK's net overseas acsets.

Public finances

22. The relentless improvement over the past two and a half years 1n the

prospects for public finances hay well have come to an end. The IGlecast
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PSDR for 19B9-90 is over £1% bn. less than the FSBR forecast.

23. There are a number of obvious upward pressures on public ezxpenditure
that contribute to forecast growth of general government expenditure
{excluding privatisation proceads) of 2% per cent in 1990-91 and 3 par cent
in 1991-92, following the more modest growth in recent years. Public sector
pay 1is forecast to rxise rapidly than in the private sector. Local

authorities are foracast to increase their current expenditure at a rapid
rate from 1990-91 and to set a high starting level for the community charge.

24. The prospect is for the wvolume of public sector investment to rise at a
very rapid rate by historical standards. The foracast allows for the current
level of provision for publie sector Iinvestment and for some sizeable
addition for roads, prisens, health, education, nationalised transport
industries and water (this will score as private investment after
privatisation). Apart from water, the additions are, howaver, well below
departmental aspirations and make no allowance for mega-transport projects
{most of which would not involve investment on a sizeable scale during the
forecast period). Indeed the increase in the volume of projects, many of
which will increase pressures on the construction industry, is so great that
the forecast assumeas that much of the volume growth - though not necessarily
the cash expenditure - will =glip into later years, as in previous publiec
gector investment booms.

25. Fast growth of public expenditure on pay and investment is likely to be
offset by lower than expacted growth of more demand sensitive components,
such as social security payments, which could continue to beneflt from the

high level of activity.

26. The forecast for receipte in 1989-90 has been reduced by over E2 bn.
since the FSBR. Higher than assumed take-up of personal pensions has reduced
national insurance contributions through higher rebates and incentive
payments, more than offsetting the boost to receipts from faster growth of
money GDP. In subseguent years higher money GDP produces more receipts than
in the FSBR.

27. The non-oil tax burden is forecast to fall by % to 4 percentage point
in 1989-90, compared with no change in the FSBR, because of faster forecast
growth of money GDP. Theraafter, it ig forecast to fall marginally before
fiscal adjustment, with the lagged effects of the 1988 and 1989 Budgets, and
lower growth of corporation tax, more than offsetting real fiscal drag. The
forecast assumes two small fiscal adjustments of E£EI1 bn. in 1990-91 and
1891-92, that are by convention allocated to personal income tax.
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28. Table 1.3 shows that the ex post fiscal stance in the UK is forecast to
Iem‘ tighter than the average for the G7 - as given by the general
government financial defieit, the only comparable measure for G7 eaconomies.

But the general government financial surplus in the UK falls over the
forecast pericd as public sector investment accelerates.

TABLE 1.3 § GENERAL GOVERNMENRT FISCAL DEFICITS
{per cent of GDF)

1988 1989 1990
UK * ! % _y
G7 (less UK) 1% 1%
(Japan) 1 ~1% -2

*financial years
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(2] THE WORLD ECONOMY

29. The available indicatore suggest that activity in the G7 countriea so
far .n 1589 has remained strong. In the US, Canada &and the UK, there are
significant signs that activity 1is slowing. Elsewhere there are some
indications that by the beglnning of this year growth had slowed compared
with the wvery fast rates experienced at the start of last year. But data for
industrial production and, where available, provisional first guarter
national accounts, suggest that little further deceleration has taken place:
growth in Japan and Germany seems particularly buoyant.

TABLE 2.1: G7 GROWTH AND INFLATION
1988 1989 1950

Real GHP 4.2 3.2 2.8
Domestic Demand = 2.8

4.4
Industrial Production 6.0 4.3 2.8
< P |

4.5 3.9

Consumer Pricas

3J0. The prospects for output growth, coupled with higher than expected
inflation so far this year suggest that the peak in neminal interest rates
may not yet have been reached. The forecast assumes that there will be
further rises in inteérest rates in the second half of this year in
Continental Europe and Japan, taking nominal short rates to the highest
levels since 1985. However real interest rates in the G7 peerk at a level
only a little higher than the average of 1984 to 1%88B. Once it is apparent
that inflation is no longer rising nominal interest rates outside tha US are
slowly reduced through 1990 and 1591. This easing back is similar to the

pattern already observed in the US.

Chart 2.1 G7 GNP and Conspmer Prices
Percentape changs on 4 year easler | Fu:_nrr-;:c;a;[__

G7 Conswmer prices I-’

(]
(]
i
I

§ passgai lewiyigs logonpanljppiepiliapiasidapdagapdaiibipdlidiginilogaiiailarianinlojiddiridiiels
1.7 1968 1970 1972 1974 L 1378 LGEd 1982 104 1586 1388 1930
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31. The recent streéngth of the dollar is assumed to be only partly reversed!
by the end of 1989 it is still above its end 1388 level. Thersafter c:uni.'lt
real exchange rates are assumed.

32, The forecast for G7 GNP for 1989 is of growth of 3% per cent, following
4% per cent in 1988. Growth in the US slows to about 2% per cent: but in
Japan and Germany it continues at or above 3 per cent. In 1930 and 1931, as
the effects of the assumed monetary tightening outside the US come through,
G7 GNP growth is forecast to fall below 3 per cent for the first time since
1986. G7 consumers expenditure is expected to grow steadily at about 24 per
cent with little change in the savinge ratio. Growth of business investment
slows down to about 4 per cent from the exceptionally fast rate of 1988.

33. In 19%8% the growth of world trade in manufactures continues to be guite

rapid, 8% per cent up on a year following 10% per cent in 1988. 1In 1930 and
1991 the pace slows to 6% and 5% per cent respectively. If growth is as

forecast, 1986 to 1991 would represent the strongest and most sustained
pericd of growth since the 1960=.

TABLE 2.2 : WORLD TRADE
(Per cent change on previous year)
average 1988 1989
1980-88

Total World Trade . 9.6
.8 10:5
| 10

i
World Trade in manufactures 5
G7 Imports 3
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Chart 2.2 OECD Industrial Production and World Trade in Manufactures

:I‘m.-;.-_rutug-.t chafnpe of @ year sarlier

o

Totnl World Trade m Manufacures

OECD Industria]l Production

[ | pab il ipianadligpanial inioigg pebasipiniliiapidilbidgiiliiiiagislis Liil peliiasid

Tl 196E 1879 1572 1974 1574 1718 980 1984 1524 1484 1988 190

34. Nen-o0il commodity pricese have fallen back e£lightly since the
baginning of the year, repeating less sharply the pattern of last summer.
The forecast is for real commodity prices to remain at current levels
through the forecast at a level close to the average for 1988.

5. 0il prices have remained firm, with an average world price soc far
this wyear of 5§17pb, about §2% pb below tha April peak. The forecast

asgumes somea weakening in 1989H2 and again at the beginning of 19%30.

36. Consumer price inflation in G7 countriee has risen since the

beginning of the year by more than was earlier expected. Specisal

factors - expenditufre taxes in Japan and Germany, higher oil Erices, and

the effect of the strong dollar on import prices in Japan and

Europe - have all contributed. Consumer price inflation is currently

running at about 4% per cent in G7 countries. The forecast is for this
L2
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to reach a peak of between 44 and 4% per cent in the second half of q
year with a gradual fall to about 3% per cent by the middle of 1330, and
little change thereafter. The US inflation rate, currently above the G7

average, 45 expected to fall to about the average by the end of 1331,

reflecting relatively weak growth.




(3) }HTEREET RATES, THE EXCHANGE RATE, AND COMPETITIVEKESS

37 . The forecast has the sterling index remaining at{;&) Short-term
interest rates sStay at 14 per cent until mid-15%90, then gradually fall. The
projected path for interest rates implies a sustained wvery high interest
differential against overseas short rates in comparison with the rest of the
1980s. It
could be that the perceived tightness of the monetary stance and the very
favourable yield on sterling assets results in periedic strong upward
pressure on sterling. Alternatively, the forecast of persistent large
current account deficits together with growth of money GDP and inflation

above the MTFS profiles may give rise to further sterling weakness.

—SASEE - e R T

= -— e — v N

Chart 3.1 Sterling Exchange Rate Index and UK-Waorld Interest Rate Dilferential*

Forecast
UK-World Interest Rate Dafferential {left hand scale)

Sterling ERI {righs hand scale)

P aE S PR B i Al DRI T ER R TR, (0 T I T el |

1980 1984 | 586 1968

* UK 3 month irerbenk rate less weighted average of G7 (excluding UK} & momeh interest raies

a8. The path for the exchange rate, together with forecasts of unit
labour cests at home and abroad, imply that the B per cent loss in
competitiveness between 1987 and 1988 is not regained over the forecast
pericd. Labour cost competitiveness is forecast to fall by a further G54 per
cent through 1389, but to recover slightly, so that by the end of 1990 it is
elightly above its average level of 19%88.




Table 3.1 : EXCHANGE RATES AND COMPETITIVENESS

Base Sterling Index 5/ Dm/E Labour cost

rates (1985=100) competitiven
(1985=100)

3.7B 100.0
i e 91.0
2.94 B9.4
3.13 96.6

. . .01 94.5
96 . . 3.14 97.7
- 4 F 3.16 95.8
96.7 ; .19 98.7

97 .1 . 27
90.6 . .05

893.6 .18
20.0 . .05
0.0 ' .04

.03
.02
01
.00

.99
- 98
7
.97

90.0
0.0
90.0
90.0

90.0

0.0

.5 0.0
12.5 0.0

P ekt P e b i e
o O O ER & & O
ChER LA LR e B L

UK unit labour costs relative to those of trading partners.
A fall implies an improvement in competitiveness.

: Chart 3.2 Relative Unit Labour Costs in Manufacturing

| 140

-

R W VT S| ST TR | | St P T i WL e R T A T " Py LK [
19380 198] 1952 483 1984 1985 1986 1987 19E8 1984 LSO 194

% 4 I The differential between UK short rates and eurodollar rates averaged
about 3% points from 1985 to the end of 1988, while against world rates the
15
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average differential over the same period was about 3% points.
Dif ntials are currently 4% and 5% points, respectively, which is arocund

their highest levels throughout the 1980s. They are forecast to remain
fairly clese to these levels as the gradual weasing of UE rates is
saccompanied by an easing of rates abroad. These interest differentials
ghould be sufficient to attract the inflows to finance the current account
deficits expected over the next two vyears, without regquiring a lower
exchange rate. The forecast assumes no further intervention.

40. Table 3.2 summarises the financing of the current account deficit.
The consistently large balancing item and known statistical discrepancies in
the capital account increase uncertainty, but it is clear that substantial
net capital inflows, especially into UK banks, will be reguired owver the
next two years.

TABLE 3.2 : FINANCING THE CURRENT ACCOUNT DEFICIT (£ bn.)

1988 1389 1990
Current Account =14 .9 =16.3 =13.6
Balancing Item g 35 13.0

Required Identified Capital Inflows i 2.8
of which:
Het direct investment
Net non-bank non-govt portfolio
Het Banks £
FC
Het general government®*

includes roeservas

41. The forecast envisages net outflows on direct investment, at a slightly
lower level than in 1988. Such net outflows - due in part to the retention
of earnings by UK subsidiaries abroad - have been a feature of the UK economy
for some years. Both inward and outward cross-border investment £flows are
expected to remain high in anticipation of more open EC markets in 1992, but
the UK is not expeacted to benefit sspecially in terms of nat inflows from the
gradual removal of capital restrictions across the EC.

42. Thera are also large net outflows on non-bank portfolio investment,
which in part reflects institutional requirements toc place investment funds
against the background of a contracting gilts market. Institutional
investment abroad has already begun to recover sharply following their
substantial disinvestment overseas after the stock market crash in October
1987. Overseas disposals of gilts will reduce the Iinward portfolic figure
slightly.
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(4) .TRADE: AND THE BALANCE OF PAYMENTS

Summary

e Tha foracast is for a currant account deficit of E£l16% bn in 1589,
£1% bn higher than last year's deficit and £1% bn. higher than the FSBR
forecast for this year. Given a cumulative deficit for the first four months
of the year of £6% bn., this implies an average monthly deficit for the rest

of the year of E1% bn.
TABLE 4.1: CURRENT BALANCE (£ bn)

Visibhle trade Total Invisibles
Manufactures oil Other visibles

=T .5 4.2 -6.8 =10.2
14 .4 . =B.5 -20.6

-2. ; -2.0 -4.0
_-31 _21-':} "4-5
-3. ; =2.2 =5.7
rd; B —E.E "E-3
1989 QL1 -4, . -1.9 -5.9

Forecast

1383 - =&la?
1990 : ‘ -21.8

1351 - -20.9

44, Bince reaching a peak in the fourth guarter of 198BE;, the deficit is
estimated to have fallen somewhat in the first guarter, and this trend is
expected to continue through the year. While the improvement through 1989
is not sufficient to prevent a deterioration in the current balance for the
year as a whole, a steady reduction in the deficit is forecast in subseguent

Vears.
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Chart 4.1 Current Balance

£, nilliom

‘ I:l ¥isibles batanoe

: Manufacnres
ol = | =
wiied  Invisibles belance %

- Curreml balence [ithesr vizibles

1087 1988 1989 1950 19491

£5. The €1% bn. deterioration in the current account forecast for 1983 is
made up of a deterioration in the visibles deficit of just over £1 bn. and a
deterioration in the invisibles surplus of slightly over £% bn. The worse
cutcome for visibles occcurs despite favourable movements in domestic demand
growth and competitiveness {although world trade growth is forecast to slow
down a little), and reflects two factors.

ja) Mainly as a result of the recent spate of accidents in the North Sea,
the oil balance is forecast to deteriorate by £% bn.

The difference between the levels of non-oil imports and exports in
1988 implies that exports would need tc grow by around 3% percentage
points faster than imports just to keep the non-oil deficit constant.
The forecast differential of only a little under 3 percentage points
in 1989 implies a deterioration of nearly £% bn. in the non-oil trade

balance.

Non-oil visible trade

4h. After failing tc keep pace with world trade in 1988, the wvolume of
exports of manufactures is forecast to regain some of the losses In 19849.
Despite a significant deterioration in competitiveness last year (whose
lagged effects on export growth this year are expected to outweigh the
effect of the more recent gains in competitiveness), the volume of exports
of manufactures is forecast to grow by 9 per cent this year. More than half
of this growth has already cccurred in the first four months of the year;
18
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over _this periocd exports of manufactures were 5% per cent higher, on
ave + than in 198H.

Table 4.2: EXPORTS OF MANUFACTURES AND MAIN DETERMINANTS
{per cent changa on previous
YEar)

World trade Relative anit Volume of exports
labour costgw of manufactures

1986 < -8.9 33
1987 -1. Wad
3

g
1988 . 8.2 4.

1989 L -0.9
1990 . =1.6
1991 ; 0.8

* fall implies improves competitiveanass
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£7. In subsegquent years, exports of manufactures are forecast to grow
hrcaw in line with world trade.

Chart 4.3 The UK's Share of World Trade in Manufaciures -
1 — —— - ,

Per cent Forecast

L - ot S e i ]

1970 1972 1974 1974 1978 14980 14852

48. The wolume of imports of manufactures is forecast to grow by Jjust
over 11 per cent in 1969, This implies that there will be little further
growth on average this year beyond that which has already taken place in the
first four months. This forecast flattening of imports of manufactures over
the rest of the year is attributable to

(i) the slowdown in the demand (which is rather more marked for the

manufacturing-intensive components of TFE than for TFE itself),

and [ii) the associated reduction in capacity utilisation whose effects
only start to feed into import volumes in the second quarter.

The pattern of deficits in 1989 will probably be affected by the threatened
dock strike. Imports and exports may have been boosted by similar
percentages in the second quarter in anticipation of a strike and may be
correspondingly reduced in the third guarter whether a strike occurs or not.
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TABLE 4.3: IMPORTS OF MANUFACTURES AND MAIN DETERMIMNANTS
(per cent change on previous year) ',

Total final Relative unit Capacity Volume of imports
expenditure labour costsw* ntilisation** of manufactures

1986 .t 5. 48 5.8
1987 ; i 54 §.7
1988 : g 68 17.1

1989 =0. 62 1
1990 i i 1. 54
1991 x . =1.3 21

* rise implies improved competitiveness
*# parcentage of firms (level) reporting operation at full capacity

lFlgures in brackets show the demand for manufactures

49. A sharp slowdown in the growth of imports of manufactures is forecast
in 1990 as the main effects of slower demand growth and lower capacity
utilisation are felt. Also, the fall in competitiveness in 1988, whose
effects on trade tend to be felt with a lag, will no longer be exerting any
significant adverse effect by 1330.

50. The effects of changes in capacity utilisation have again played an
important part in the forecast. Changes in capacity utilisation in 1983 and
1980 reduce imports of manufactures by around 2 per cent (nearly £2 bn.) in
gach yvear. A small allowance for capacity effects, worth about £% bn. in
both 1989 and 1990, is built intec the forecast for exports.

51. Some support for the link between capacity utilisation and trade
volumes is provided by commodity-level data which shows some correlaticon
between Iimproved +trade performance and the extent to which capacity
congtraints have sased.

TABLE 4.4 : CAPACITY* AND TRADE BALANCE (Ebn) BY COMMODITY GROUP

Consumer goods Capital goods Intermediate goods

Trade Capacity Trade Capacity Trade Capacity
balance balance balance

1988 Q4 -4 .3 74 =0.3 65 -2.9 ba
1989 Q1 =3.7 69 -0.4 70 -2.9 68
1989 Q2** -3.8 58 0.6 &6 -3.2 64
* CEI measures of percentage of firms operating at full capacity

=% April figure at guarterly rate

- b i The consumer goods industries have reported the mest proncunced

reduction in capacity shortages this year, and this has been accompanied by
22
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a gignificant improvement in the trade balance. But in the capital goods

industries - where capacity constraints have, if anything, worsened in
IEE.- the trade balance has deteriorated. Chart 4.4
relationship at the aggregate level.

summarises the

Chart 4.4 Capacity utilisation and non-nil visible balance
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535 The recent upward movement in the terms of trade in manufactures has
continued in the first guarter of 1989 with & 1 per cent rise on the
previocous gquarter. However +the fall in the exchange rate is expected to
halt this upward movement. MNevertheless the termgz of trade are still
forecast to be higher in 1989 than in 1988, The forecast assumes no change
in the terms of trade from the fourth guarter of 1585.

TAELE 4.5: TERMS OF TRADE IN MANUFACTURES

{per cent change on year earlier)

Price of Imports Price of Exports Tarms of trade
(AVI) {AVI)
3.4 5
=0.8 2.3
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54 . While the forecast for trade in manufactures contributes £1% bn. to
the deterioration 4in the current balance in 1989, the balance on -
manufactures is forecast to improve by El1 bn. The relatively slow grg!Eh
of imports of non-manufactures is not surprising since these goods tend to
have a lower income-elasticity than manufactured goods. But the strength
of exports of non-manufactures forecast for 1989 is rather surprising.
Around two=thirds of the forecast 12 per cent growth in 1989 has already
occurred in the first guarter and represents a combination of higher than
normal exports of grain to the USSR as a result of poor harvests last
year, and increased exports of eggs and dairy produce to the EC. With
theae factors likely te prove temporary, neon-manufactured exports are
axpected to grow substantially more slowly over the rest of the forecast.

North Sea oil

TABELE 4.6 : NORTH SEA OIL FORECAST

Avaraga North Output Estimated Growth in 0il Trade HRorth Sea
Sea price {oil+ HGLs) accidents UE demand balance Revenue

¢p.b Ep.b (m.tonnes) loss (m.t) (% p.a) (£bn) { €bn)
18.0 10.9 123.2 - -3.4 4.2
15.1 B.4 114.4 6.0 2.3

17.6 10.7 99.9
16.4 10.0 104.0
1 B i 10.4 106.0

-4 The underlying path of a gentle decline in North Sea production since
its peak in 1985 has been severely disrupted by a series of accidents. Most
of the implications of the accidents were incorporated in the FS5BR forecast,
but the subseguent Cormorant Alpha incident and revisions to expected
rastart dates in other fields have reduced the 1989 cutput forecast by a
further 4 million tonnes {mt) to 100mt. The latest estimate is that output
has been reduced by 7mt in 1988 and 13.7mt in 1389 on account of accidents -
roughly 6 per cent and 12 per cent of potential.
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56. Over the forecast production recovers as fields come back on stream,
but is lower than in the FESBR. Postponement of new field starts and
downward revisions to some existing fields are partly responsible, but the
main factor i a b5 per cent allowance for further accidents in the oclder
fields which has been incorporated in thie forecast. Set against this, the
Pipaer reservoir is now expected to produce more than it otherwise would have
done in years beyond 19%3. Annual production is still expected to fall
within the announced (Brown Book) ranges.

5T 0il prices turned out somewhat higher in Q1 than was assumed in the
FSBR and the forecast has been revised upwards in the light of market
developments. The premium which Brent o0il attracts over higher sulphur
Middle Eastern crudes has recently been as high as $£2.50 with the sghortage
of supply, but is not expected to fall back further than $2 by the end of
1989 and through 1990 because of thea shift in demand towards unleaded petrol
which is more easily manufactured from light crudes. Prices have fallen
recently following the OPEC agreement to increase supply.

58. The oil trade balance is now believed to be more adversely affected by

the accidents than was anticipated in the FSBR. The effects are still

concentrated in the first half of 1989 - net exports in 19280H1 are now

likely to be only one third of the 198BH1 value, Overall, the loss to

visible trade in 1989 due to North Sea accidents could be as much as €1 bn.

at current and forecast prices and exchange rates. The oil trade surplus is
25
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forecast to be around £1% bn. in 1989 and then to rise gradually to Just
under £2 bn. in 1991. .

59, On invisibles, however, the contribution of oil improves as North Sea
production declines, with as a result lower profits due abroad, and UK
companies invest relatively mora abroad. Net credits from oil interest
profit and dividends should reach £2 bn. in 1990, exceeding the surplus freom

olil trade.

Invisibles

TABLE 4.7 : SUMMARY OF INVISIBLES BALANCES

Services IPD Trangfers Total
Invisiblas

1987 . 5. =3.5 Tad
19848 i 2 -3.6

1983 . . -4.0 L W
19%0 . : -4.7 B.2
1981 . =4 .8 10.6

60. The invisibles balance for 198B is currently estimated at £5.6 bn., a
sharp fall over the 1987 level. Data revisions are common in this area.
Interest profit and dividends (IPD) dimproved marginally, but have
esgentially been flat for 3 years, and net outflows of tranasfers were
unaltered in 1988. Earnings from +trade in services fell back to their

lowest level for five years.

Services

51, Two principal factors 1lie behind this fall in the surplus on

services:

The deficits on travel and on ecivil aviation have increased sharply
ag UK residents have been travelling and spending more outside
Western Europe (particularly N America), reflecting favourable
movements in the exchange rate during 1988 and strong growth in
consumer demand. Foreign tourists spent 3 per cent less in the UK in
the year to 1988, whereas UK residents spent 12 per cent more abroad

over the same period.

Earnings from exports of financial services grew dramatically in the
early 19803, but have now levelled off at a surplus of around ES bn.
26
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is is mainly attributable to a turnaround in Lloyds net premiums

>flecting the decline in the dollar, @ downturn in the insurance
cycle after mid 1987, and & vcatch-up of claims with the Righer
premiumg introduced to protect against high awards in the US courts.

£2. Data on services for the first quarter of 1989 are encouraging on the
exports eide, but do not yet show a reverseal of the trend in imports. The

forecast for import wvolumes has been revised up from the FSER.
Hewvertheless import wvolume growth is forecast to fall in 1989 and 1990 as
domestic demand slackens. Travel debits in particular are expected to fall
from recent high levels in response to the tightening of monetary policy.
Export volume growth is a little higher than in the FS5BER reflecting &trong
growth in world demand. In addition export prices are expected to rise
faster than import prices in 1989, hence the services surplus ie forecast
to recover 1in 1989 and improve further in 1990 and 1%9591.

TABLE 4.8 : TRADE TN SERVICES

Volumes Values (£ bn.)
Exports Imports Exports Imports Balance
(Percentagqe change
over previous year)

-2. B.6
2.9
0.4

1.7

63. The IPD balance improved slightly in 1988, with the largest
increase coming from the o0il esector whare declining production and
accidents reduced payments abroad by North Sea companies. Portfolio
earnings declined despite a gradual recovery in the share of portfolios
allocated to overseas equities and bonds after the repatriation of
agsets following the October 1987 crash.




SECRET

TABLE 4.9 : SUMMARY OF IFD BALANCES
%

Banks' lending Direct Investment Portfolio Other Total Change
Foreign Sterling Non-o0il 0il in net
currency assets

& 0.9 ; 0.2 5.4 =11.0
£.8

0.9 -1.2 16.1

=3.2 . . 1 g R 35.3
_'119 " -1 .ﬂ " E-g 1lrﬂ
-6.0 : 4.3 : 8.5 15.8

64. The IPD surplus falls in 1989, but recovers in 1950 and 19%1. The
UE's nat identified stock of net overseas assets should rise
considerably in 1989 cn account of the strength of the dollar, but this
iz not forecast to be sufficient to offset an increase in interest
payments abroad on banks' sterling lending. This interest element of
IPD is adversely affected by higher levels of UK interest rates, because
the stocks of liabilities are so much higher than of assets in respect
of banks' sterling lending. HNet IPD credits improve beyond 1983 as the
spreads between rates of return on debits and credits narrow back to

long run levels.

E5. The invisibles surplus as & whole is expected to rise over the
forecast - net debits on transfers increase, but the surpluses on
services and IPD increase by more. The improvement in the balance after
1989 is not especially dramatic in relation to GDP - the invisibles
surplus was 1.8 per cent of money GDP in 1987, and is forecast te fall
te 1.1 per cent in 1989 and recover to 1.8 per cent by 1991.

The UK's net overseas assets

66 . The continuation of large current account deficits might initially
ba expected to result in a reduction in the net overseas asset stock.
But revaluations, caused by sterling's decline and the relatively slower
growth of UK eguity prices, raise the sterling value of the UK's net
asset position. In addition the net capital inflew required to finance
tha deficit equals the current account deficit less the balancing item.
Since large balancing items on the overseas sector are aexpacted to
continue, the identified stock of net external assets is not reduced
very much by the large deficits. The combined effect of the
revaluations and the assumpticn about the balancing items results in a

projected increase in the net identified overseas asset stock to nearly
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£180 bn. by the end of 19%1. However this overstates the true level of

thcﬁl('s net assete. Chart 4.6 shows the level of net overseas assets

various assumptions about the proportion of the balancing item

that represents unidentified capital inflows,

uei

Chart 4.6: STOCK OF NET OVERSEAS ASSETS, 1975-92
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(5) PERSONAL SECTOR

%c'ent doevelopments

67 . Consumer spending has slowed sharply since the summer of last
year. Retail sales have decelerated since July, though they have
recently been subject to erratic monthly movements (Chart 5.1).
For example there was a strong pick up in May, following a sharp
fall in April. The pick up in May was briefly foreshadowed by a
recovery in the EC/Gallup Survey of consumer confidence, which till
then had been on eteep downward trend from June of last year (Chart
5.2 The EC Consumer Confidence indicator fell back in June,
following the increase in interest rates in late May. The attitude
to major purchases from the same survey has been flat since late
1988 following a steep fall from mid-year (Chart 5.3). The CBI/FT
survey also reported a recovery in retail sales in May. Despite
the recovery in May, retail sales growth in the latest three months
{March-May) on tha same period a year earlier was 3.8 per cent, the
loweet annual growth since early 1986. John Lewis sales figures
for the first two weeks of June suggest slower growth than in May.

Chart 5.1 Retail sales
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Chari 5.2 Consumer confidence and fotal consumer spending
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Chart 5.4 New car reghstrations by persons and companies
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Chart 5.5 Personal seclor car registrations and consumers expendifure on cars
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£8. Mew car registrations continue to grow guite strongly But
most of the sharp pick-up in growth since early 1987 is accoun

for by company car registrations. The number of personal sector
new car registractions has been rising slowly (Chart 35.4).
Personal sector real spending on vehicles [(including motor cycles,
caravans etc), on the other hand, has risen at an annual rate of
10-15 per cent over the past eighteen wmonths {Chart 5.3). The
disparity between reglstrations and real expenditure is probably
explained by the inclueion of car purchases by the self-employed in
personal sector spending, while they are likely to be recorded as
company registrations in the registrations data. The disparity may
algo reflact second-hand car purchases in the consumer spending
data and, perhaps, a move to bigger or higher guality cars. But
even growth in consumer spending on cars has come down since the

middle of 1988.

69. Consumer credit growth continues significantly below the
average in the first eight months of last year. Though building
society mortgage lending and commitments picked up in April, the
levels remain lower than in the first half of 198B. In any case,
the recovery seems to be mainly accounted for by Increased market
share by building societies in the first gquarter (expected to
continue into 1989%02) at tha expense of banks, By itself,
therefore, it does not point to renewed pressure in the housing
market or to a gignificant increase in equity withdrawal to finance

consumption.

Income and expenditure: the outlook

70. The forecast projects a sharp deceleration in real perscnal
disposable income in 1989 and 1990, mainly because of much slower
growth of employment relative to 1988 (caused by the slow-down in
output growth), and increasing net interest payments. RPDI is
forecast to risa by only 2 per cent in 1989 and 1990; it rises
2% per cent in 1991. It is boosted by a small assumed tax cuts in

1990 and 1991.

T1. The slowdown in real disposable income and house price
inflation projected for 198%, along with an alresady high level of
debt servicing and recent low levels of confidence, all point to a
deceleration in consumer spending in 1988. It is likely to rise
by 2 per cent in the year to 1989Q4, after growth of 5% per cent in
the wyear to 198B04. Consumer spending is likely to rewain
sluggish, rising by 2 to 2% per cent through both 1990 and 13931.
i3
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pending on durables is expected to fall slightly during 1383. The
éving ratio is projected to fall further through 1989 and to
recover slowly in 1990 and 19891.

Table 5.1: CONSUMER SPENDING, RPOI AND THE SAVING RATIO
({percent changes on a year earlier)

Consumer spending RPDI Saving Ratio (%)
Durables Hon—durables

19E4
19839
1590
1991

198804 : B.1 , L
198904 .0 -0.6 2. -0.2
193004 . 5.7 ! 2.4

12. The forecast slow-down in consumers® expenditure relative to
income 18 similar to the last lull in personal spending between 138303
and 1984Q04. The main difference is that it endures longer. However,
it comes after the most sustained burst of strong consumer spending for
the last twenty-five years (averaging almost €& per cent a year between
1985 and 1988). Soma retrenchment may, therefore, be expected,
especially given a tightening personal sector financial position over
the forecast period.

73. Nonetheless, there is still a major uncertainty. Persons may
continue to borrow to finance rising consumption and interest payments.
Their total wealth: income ratios, while falling over the forecast
period, still remain at historically fairly high levels. B5o there may
be considerable scope for further borrowing. In that event, consumer
gpending growth may be faster than predicted in 1989 at least and
perhaps into 1990. But that would be storing up trouble for later
years, when retrenchment would have to be correspondingly more severe.

The housing market

74. The housing market has eased substantially in recent months in
regponse to high interest rates. House prices are decelerating,

mortgage activity is sluggish, and new housing starts and complations

have both fallen from their levels in early 1988. House price inflation

is expected to abate to 10 per cent by the end of 1389. House prices
34
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are forecast to be flat from 1990Q1 till the middle of 1591. A sharp
fall in houge price inflation is consistent with behaviour i the
aftermath of past housing booms (Chart 5.6). What is unusual in the
current forecast is a sustained period of stable house prices from the
beginning of 15%90. But real Iinterest rates aAre maintained at an
unpracedentedly high level for an unprecedentedly long time, at least
in post war experience. It ie possible that average UK new house
prices may actually fall for a while against such a background.

75. Total houging investment (new housing and improvements) is
expected to fall by 10 per cent in 1989 (investment in new houses
actually falls 25 per cent, while Iinvestment in Iimprovements rises
hardly at all) and to fall further in 1990. It starts to recover

thereafter (Chart 5.6).

Chart 5.6 Total dwellings investment and new house prices
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76. In thege circumstances, turnover in the housing market is
expected to decline substantially, with a fall in the annual rate of
growth of mortgage borrowing from current levels cf over 20 per cent to
around 14 per cent by end-19%0. The scope for mortgage eguity
withdrawal declines markedly. This is another factor likely to depress
consumers ' expenditure.
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TARLE 5.2: HOUSING FINANCE
(Percent changes on a year earlier unless othervise stated)
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(1) As a percent of outstanding stock of mortgage borrowing.
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Porsonal scoctor finamcial poeition

T Charts 5.7=5.11 summarize the personal s=sector's financial
position. The personal sector went into financial deficit in 1987 and
is forecast to remain in deficit over the next three years. The last
time the personal sector ran a sustained (or even & single year)
deficit was in the late 19408 and early 1950s, in the post-war
recovery. Most measures of the personal secter's wealth-income ratios
roee sgharply through the 1980a. The forecast reveals a mixed picture.

8. The slight rise in the savings ratio and the fall in dwellings
investment lead to a small reduction in the personal sector's financial
deficit during 1990 (Chart 5.7).

> Chart 5.7 Personal sector savings and fMnancial surplus/deficit
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TS, The net financial wealth: income ratio (including life ass nce
and pension funds (LAPFs)) falls steadily over the forecast periodyr but
remains historically high (Chart 5.8). Excluding LAPFs, however, the
forecast projects a continued deterioration in the net financial
wealth: income ratio to historically low levels. Arguably it is the
latter which features most prominently in individuals®' assessment of
thelr financial position. A more sanguine picture esmerges from total
wealth: income ratios which include housing wealth (Chart 5.9). on
this measure, the parsonal sector's position deteriorates over the next
two years, but remains very strong by historic standards if LAPFs are
included. Excluding LAPFs, the position is still comparatively
comfortable.

B0O. Income gearing (the ratio of gross debt interest payments to
personal income} reached record levels in 19B8 and early 1989, and is
expected to go on rising steeply (Chart 5.10). Total gross interest
paymente could account for about 13 to 15 per cent of disposable income
throughout the forecast period. Any given level of gross interest
payments now has a greater impact on net income because income tax
rates have been reduced substantially and the proportion of mortgage
payments that qualify for tax relief has bean steadily declining.

81. Finally, the UK household sector's gross debt: income ratio,

which until recently was at similar levels to other G7 countries, is
projected to rise well above average levels elsewhere - even the US

{Chart 5.11).

B2. In summary, total wealth (including housing and LAPFs)] of the
personal sector remains fairly healthy. This could be exploited to
gocure further borrowing to sustain faster spending growth than
forecast for 1989 and into 1990, though perhaps at the expense of a
sharper slow-down thereafter. Another possibility is that individuals
will maintain their consumption by running down their gross wealth
holdings. Most other financial indicaters, however, suggest that the
personal gector needs to concentrate on moderating its spending.
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Chart 5.8 Ratio of personal sector net financial wealth to income
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3 Chart 5.10 Personal Sector Income Gearing
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(6) COMPANY SECTOR

H’Eﬂt developments

4. Business investment data are in a mess, with BSO and CS0
publishing inconsistent estimates in two separate press notices in
June. The data wused in this report for 1988 and 198901 are based
mainly on C50's analysis of supply of investment qgoods, ie domestic
production plus net importe. The forecast has an ad hoe sectoral
allocation of the C80 aggregate figures. Nonetheless, there saems
little doubt that investment by the manufacturing and non-manufacturing
industries rose very strongly in 1988, perhaps by 16 and 20 per cent
respectively. This followe 6 per cent growth by manufacturing
industries in 1987, and 27 per cent by non-manufacturing.

84. Total company stockbuilding is estimated to have bean Elk
billion (at 1885 prices) in 19B804. Further stockbuilding of Ek
billion is estimated for 1989301.

B5. Non-North Sea industrial and commercial company profits (net of
8tock appreciation) rose by over 20 per cent in 19BB; after average
increases of 23 per cent in the preceding threa years, Despite the
etrength of investment last year, ICCe net real rate of return probably
rose slightly from its high 1987 level. (Chart 6.1). ICCeE went into
financial deficit in 1988 as a result of rapid investment growth and
higher stockbuilding (Chart 6.6).

H Chart 6,1 Companies® real rates of refurn

All industrial end commescial companies

,

»
Excluding Norh Sea ™.
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Company expenditure and income: the forecast .

B6. The June DTI Investment Intentions Survey publishad on 12 June
revealed a yet more buoyant outlook for 198% than the already bullish
December 1988 Survey. In fact, the raw Iintentions data suggested a
still more (even unbelievably) buoyant outlook than the final published
figures. BSO statisticians discounted the raw data on the basis of past
biasea 4in the Intentions Surveys. BS0 did not publish intentions for
1990, but further growth 1is indicated by the sorvey both for
manufacturing (9 per cent) and distribution, construction and financial
gservice industries (8 per cent). (The raw survey data indicated a
fall in both sectors in 1990. But over the recent past, the record
shows that investment intentions at this time of year have been too

passimistlc.)

BY. Responses to expected investment authorisation guestions in the
CBI Industrial Trends Survey, on the other hand, reveal some
slackening of intentions since mid-1988, though the balances are still
at historically high levels. The CBI data suggest a fairly buoyant
outlook for manufacturing investment in 1989 as a whole, but with a
neticeable slackening in the second half of 1989 and early 1930. The
CBI's own assessment of the Trends Enguiry (reported in their April
Economic Situation Report) is that manufacturing investment is likely
to grow by 8 per cent in 1389, considerably slower than the DTI
Intentions Survey.

BA. A key issue for the forecast was whether the wvery bullish DTI
survey data could be taken at face wvalue. For 1989, the forecast
projects a slow down in profits growth, a standstill in the growth of
profit margins, and a continued worsening of the financial deficit
(Chart 6.6). (The balancing item in the company sector is consistent
with an even worse financial balance in 1987 and 1988 than suggested by
income and expenditure data.) Moreover, the DTI and CBI Surveys were
both condocted before the increase in interest rates in late May.
other things being egual, these factors might point to a more sluggish

outlook than the surveys suggest.

89. On the other hand, the survey data undoubtedly indicate
something about business confidence and expectations. Industrial and
commercial companies' {ICCs) financial deficits may not be as
constraining a factor for investment as in previcus perlods. Frofits
growth (net of stock appreciation) remains strong (averaging between
10 and 15 per cent over 1989-91). And the net real rate of return,
though declining slowly after 1589, dis still high by historic
il
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aindards, agpecially relative to past cyclical slowdowns. HMoreavar,

t financial deficit of thea ICCs' sector has a counterpart in a

healthy financial surplus for the financial company sector. There

should, therefore, be plenty of scope for financing investment plans if
financial companieg believe that high rates of return will persist: it
may even be possible to cut the cost of investment by more leasing than
iz aggumed in the forecast.

90.. On balance, the outlook given by DTI Intentions for 1989 has
been shaded down slightly, giving some weight to the forecast of
activity, to company sector financial prospects, and toc the CBI survey.
Even so, manufacturing investment is forecast to rise by 124 per cent
in 1989 and non-manufacturing by 10% per cent. For 1990 and 1981,
however, the forecasts give much greater weight to the prospect of
weaker output and the sustained financial deficit. A fall is projected
in manufacturing investment through 1990 and inm 1991, consistent with
past strong cycles in investment (Chart 6.2). Non-manufacturing
investment continues to grow, but only slowly (Chart 6.3).

TABLE 6.1: GROSS DOMESTIC FIXED CAPITAL FORMATION
(percentage changes on previous year)

1987 1988 1989 1990 1951
Business* 104 15% 11 4% -1
of which:
Horth Sea =225 -3 A9 24 =-1%
Manufacturing ok 16 2 -B
Hon-manufacturing 22 20 6y 5
Private dwellings B 10 -10 -3 B
General government -k 1 19 3% 1%
Total Investment B 123 6% 3 1
* Includes public corporations




Chari 6.2 Manufacturing Investment
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91, The increased stockbuilding in late 1988 and early 1989 is likely to
havee been largely involuntary. The April CBI Economic Situation report
mad hat point explicitly, and pointed to destocking in the immediate
period ahaad. With weaker financial prospects and the rising cost of

holding stocks (associated with high interest rates) the forecast is for
some destocking through 1989%9H2 and 1990. The total stock: GDP ratio

continues its long run downward trend throughout the forecast period,
(Chart 6.4).

Chart #.4 Total stock-GDP ratio and the cost of stockhol ding
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Company sector financial position

92. MNon-North Sea ICCs profits (net of stock appreciation) are expected
to rise by 15 per cent in 1989 and by 11 per cent in 13990. This is slower
than the average 23 per cent growth over 1985-88 and reflects the
deceleration in domestic demand and an associated gradual halt in margins
growth. Het real rates of return are projected to decline in 1990 and
bayond from the high levels of 1988 and 1983, but will still be high by
the standards of the 1970s and early 19B0s. Nonetheless, non-North 5ea
ICCs saving falls in real terms in 1989 (Chart 6.5). Along with the
gtrong projected growth in investment this implies a further financial
deficit in this year (Chart 6.6). Despite much slower investment growth
in 1990 and some destocking, the deficit stays much about the same next
year. The high level of borrowing associated with company spending
reduces net liquidity to historically low lavels (Chart 6.7).

Table 6.2: COMPANIES' INCOME AND RATES OF RETURN
{a) Profit shares and rates of return

Hon-oil Rate of return
(excl-privatised) on assets, non-
(per cent) Total Non-oil companies olil ICCg**+

1986 14.5 12.3 . B.9
1987 16.3 14.0 A 18,
1588 16.8 15.3 10.
19B9 17.4 16.0 - 11.
1930 17.9 16.6 . i+
1991 168.4 17.1 . 10.2

(by Growth of profits and net income
(percent changes on a year earlier)

NHon-North Sea Industrial and Commercial Financial
Companies® _ = Companies
Gross Trading Profits++ Net Income Net Income

15.2 {15:3) 18.1 28.0
18.8 (14.5) 29.7 12.5
20.6 (20.5) 18.2 33.1
14.19 (13.8) 0.2 42.0
11.5 (6.2} 5.9 19.6
10.5 (652 9.7 16.5

Figqures in brackets show growth of profits adjusted to exclude the
effect of newly privatised companies being included in the sector.

*+ Net of stock appreciation.

t++ gxcluding companies to be privatised and British Steel.
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Chart 6.7 1CCs" liquidity ratios
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93 This outlook raises: the guestion; rehearsed in the winter
forecast report, of whether companies will adjust more strenucusly to
this financial prospect than has been allowed for in the forecast. It
would certainly be unusval for the company sector to run deficits over
a run of years. In periods of more extreme recession than are forecast
here, companies have always responded wvery quickly to avoid larger or
persistent deficits. On the other hand business confidence and
expaectations may now be much more robust following the strong
performance of the economy over the last seven years and supply side
improvements. With continued high real rates of return in prospect,
they may be more willing to run deficits te finance continued real
spanding growth than in earlier periods. But it is inevitably a risk
on the threshold of a turning point in the economy that the company
sector may react more than projected here.
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' {7) DOMESTIC DEMAND AND ACTIVITY
04. Domestic demand is expected to grow by 31 per cent between 1988 and
1989. It slows very sharply through the year; between 198804 and 158904
it grows by only X per cent. Slov growth of persconal consumption and
investment, but especially destocking by companies, account for this
sluggish prospect. Domestic demand growth picks up through 1990, though
only to about 2 per cent, well below estimated productive potential. GODF
is expected to rise 2% per cent in 1989 and 2% per cent in 1990.

Table 7.1 DOMESTIC DEMAND FORECAST: SUMMARY

1988 1989 1990 1991 |19B804 198904195004199004

Consumers® expenditure 6.4 3.5 : ' 3.6

Public authorities
consumption g.5 Oel B 5 0:1

Fixed investment 1.2 b5 3.
Stockbuilding®* 0.3 =0:5 =0 . :
Total domestic demand 6.5 3.0 8 B
Exports of goods and

services =1.
Imports of goods and

gervices
GDPF compromiSe measuro
Hon-oil GDP
Manufacturing output

* Change in stockbuilding as a percentage of GDF in the previous year.
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PRICES AND EARNINGS

(8)
L

Raecaent inflation trends

95. Inflation indicators have picked up sharply over the past year. The
all items RPI inflation rate has risen from 4% per cent in mid-1988 to
just over B% per cent by May 1989. Most of this rise is accounted for by
increased mortgage interest rates since last summer. But underlying RPI
inflation (excluding MIPs) alsc picked up over the same period, from
around 5 par cent to 6 per cent. Increases since March have been
exacerbated by rises in petrol prices, the result of an increase in world
oil prices and attempts by major UK producers' to rebuild profit margins.

96. Producer output price inflation (excluding food, drink and tobacco)
rose slowly through 1988 ending up at 5 per cent in the year to the fourth
guarter. It rose to 5.4 per cent by the end of the first quarter of 1985,
but fell back wery slightly to 5.2 per cent in May. Continued strong
growth of profit margins associated with buoyant domestic demand has
largely accounted for the rise over the past year.

TABLE 8.1: INFLATION INDICATORS
{(per cent change on year earlier)

Manufacturers|
cutput prices* All items Leoss MIPS

RPI

1987 Q3
04

1988 Jan
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April
May
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Producer Prices

7. Producer price inflation is expected to moderate slowly to 5 per cent
by the end of 198%. This is despite the fact that firms will be facing
increased cost pressure. BSustained growth in pay together with some fall
off in producrtivity growth will result in faster rising unit labour coSLS,
and import costs will rise given the recent depreciation of sterling,
which is assumed to be sustained over the next three years. But profit
margins fall from recent very high levels and this keeps price inflation
stable over 1989 despite cost pressures. Cost inflation abates thereafter
and, with profit margins staying broadly flat, producer price inflation
falls through 1590 and 1931.

TABLE 8.2 : COSTS AND PRICES IN MANUFACTURING
{ percentage changes on previous year)
OUnit Costs of Estimated Domestic
labour materials total producer
costs and fuels costs output prices®

L —

1987 04
1998 Q4
19893 Q4
1990 Q4
1991 Q4

* Excluding food, drink and tobacco.

Retall prices

98. Retalil price inflation, boosted by a succession of mortgage Iinterest
rate increases in the second half of last year, is likely to peak below
B% per cent in the next couple of months. But the underlying rate
{ie excluding MIPs) 1is still high at around B¢ per cent. This partly
reflects large nationalised industries' price increases in 1989%-30, and a
significant 4increase in local authority domestic rates (and the community
charge in Scotland) of 10 per cent. Over the forecast period RPI
inflation moderates from July as recent petrol price cuts take effect, and
more significantly from August as last year's mortgage interest rate
increases begin to drop out of the inflation rate calculation. The
forecast is for some sgueeze on retailers margins in the face of sluggish
consumor spending.

99. Retail price inflation should fall to under 7 per cent by end-1989 and
to a little under & per cent by end-19%30. Underlying retail price
inflation (excluding MIPs) should moderate to S5k per cent by end-1989 and
§ par cent by end-199%0 (Table 8.3).
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TABLE 8.3: COMPONENTS OF THE RETAIL FRICE INDEX
. 198604 198704 1988Q4 198904 159004 153104

Mainly retailed items
Food prices

NI prices

Housing costs

Petrol

Total RPI

RPI excluding
Mortgage
Interest payments

100, Table 8.4 sets out monthly RPI inflation until mid-19%90, together
with the path consistent with the FSBR forecast. Annex A has further
details on the forecast for RPI inflation. The s8light pick up in
inflation from April 1990 reflects the conventional assumpbtion on
indexation of excise duties.

TABLE B.4: MONTHLY PATH OF RPI INFLATION
(percent changes on a4 yvear earlier)

RPI excluding mortgage

All items RPL interest payments
FSER Summer FSER Summer

1989 Jan
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April
May
June
July
August
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Tha GDP deflator .

101. The market price GDP deflator rose 7.3 per cent in 1988-83,
compared with 3.2 per cent in 1986-87 and 5.2 per cent in 1587-88. (The
low figure for 19B6-87 was mainly accounted for by the collapsa in oil
prices during 1986.) Although dinflation in many of the individual
component deflators increases from 1988-89 to 1985-90 (for example the
consumere’' oxpenditure deflator rises from 5.4 toc 6.1 per cent, and the
investment deflator rises from 4.6 to 7.7 per cent), the overall GDP
deflator falls slightly to 7.1 per cent. This reflects the effect of the
changing composition of expenditure within GDP (particularly the
de-stocking which occurs +through the year). A fixed weighted GDP
daflator, on the other hand, would show a figure of 7 per cent in 1383-30
compared to &% in 1988-83.

102. The sharp fall in GDP deflator inflation in 1990-91 is largely a
statistical illusion. It reflects the natlonal accounts treatment of the
abolition of domestic rates and the introduction of the community charge.
The effect of this change is to take about 2 per cent of the growth of the
GDP deflator (and money GDP) at market prices in 1990-351. Table 8.5 shows
the figqures on a standard basis, and adjusted for the community charge

affact.

TAERLE B8.5: GDP DEFLATOR AT MAREKET PRICES
[percentage change on previcus year)
1987-88  1988-89 1989-90 1990-91 1991-92

FSEBR
Total : o . ; 1.9

non-oil
June foracast

Total F; 7:3 T.l{?.E}l 3.3{5.2) 4.6
non=-o0il : : 6.7(6.8) 3.4(5.3) 4.6

lfigures in brackets are adjusted to remove the 'Community Charge
effect’

103. Table 8.6 sete out the separate components of the GDF deflator and
their contribution to overall movements. The investment deflator rises
particularly eharply in 1989-90 both because construction prices continue
to rise faster than other prices in the face of sustained high demand and
because of the extension of VAT to new construction.
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TABLE 8.6: COMPONENTS OF GDP DEFLATOR

(a) Component deflators [Fercentage increases on pravious year)

Central
government
current
expandi ture
Consumers ' Investment on goods &
expenditure & Stocks services Export Imports Total

1387-88 - : B

1988-89 ; 7.4 : A "
1989-90 6.1t 8.8 . a7 .3)
1990-91 (5.3) : 7.4 : . .3(5.2)
1991-92 : : 6.8

lflgurEE in brackets are adjusted to remove the 'Community Charge effect’

{b) Contribution of components to total percentage increase in
deflator

1587-88
1%988-89
1989-30
1990-591
1531-92

Settlements and Earnings

104. Private gector settlements have picked up noticeably since
August 1988, though they are still less than might be expected given the
buoyant labour market and high company profits. They averaged 7% per cent
in May, about a point and a half higher than a year ago. The average
settlament fiqure for the period August 1988 to May 1989 is 7% per cent.
According to the CBI data bank the main factor underlying growth in
manufacturing settlements is the cost of living. For the service sector
it is both the cost of living and the need to recruit and retaimn labour.
Compared to the 1987-88 pay round it ie generally true that downward
pressures on settlements have weakened, though inability to Increase
prices is emerging as a possible constraint. But, against the background
of continued high company profits, this is unlikely to inhibit settlements
over the rest of this round.

105. Private sector underlying earnings growth has alsoc picked up

significantly in recent months. 1In April it stood at 9% per cent for the

private sector and 9 per cent for manufacturing. However, drift in both
53
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the manufacturing and private sector as a whola seems to have %ked
around mid-1988 and has since been trending downwards.

106. Given labour market pressures and likely RPI inflation over the
next few months, private sector settlements over the rest of the current
pay round are expected to average closer to 8 per cent. This implies
about 7% per cent for the round as a whole. The 8 per cent rate at the
celogse of the current round will probably set the tone for the opening
months of the next pay round. But with the economy slowing down over the
year; a likely squeeze on margins; moderation of inflation and an end to
falling unemployment downward pressures in settlements can be expected to

increase.

107. For the 1989-90 round as & whole settlements may average Tk per
cant again. With overtime alsc falling, earnings drift is likely to
continue edging down and private sector underlying earnings growth is

likely to moderate to 9 per cent.

TABLE B.7: PRIVATE SECTOR SETTLEMENTS AND EARNINGS
(Contributions to changes on a year earlier)

198703 1988Q3 198903 199003 199103

Settlements 5% & bk
Drift 2% 2% 1k
Increase in average earnings B8 8% Tk

108. With growing pressures for higher pay in both central and local
government the forecast 1s for earnings in these sectors to grow by
one per cent more than the private sector average in the next two pay
rounds . This produces only a modest rise in the ratioc of general
government to private sector earnings from the current very low level.
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.L'hklrt 8.1 Ratio of general government (o private sector earnings
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18387-88 7.8 it B.2
1588-89 1.1
1989-90 B.7
1990-91 g.8
1591-92 B.7

Labour costs

109. Manufacturing unit labour cost growth picked up to over 2 per cent in
1968. With continued pressure on earnings and an expectation that the
slow-down in cutput growth will reduce productivity gains, unit labour
costs are forecast to rise faster in 1989%. A similar pattern occurs in
the economy as a whole, where labour costs are increasing at a higher rate
because of lower measured productivity improvements.

&5
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TABLE B.9: LABOUR COSTS
(Percentage increases on previous year)

Manufacturing
3.9
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(9) LABOUR MAREET

lld‘.%he large upward revisions to employment statistics published just

before the Budget lowered estimates of productivity growth in the year to
March 1388, by about 2 per cent and 1.5 per cent in the manufacturing and
non-manufacturing sector respectively. MNonethelese, recent productivity
growth in the non-oil economy has remained strong, particularly in the
manufacturing sector. Productivity growth is likely to slow down sharply
in 1989 &as output growth itself moderates. However, emplocyers are
axpected to maintain pressure for better productivity performance. Thay
are assumed to shed labour in manufacturing and curtail recruitment in
the non-manufacturing sectors more quickly, relative to output, than in
previcus slowdownz in the 1960= and 1970s.

111. Againet this background and with output growth moderating, total
employment is expected to rise at & much slower rate from now on than
aver the past two years, The outlook for employees in employment is
weaker, but is partly offset by continued growth in self-employment.
Manufacturing amployment is projected to decline over the next
three years, after rising since 198702. Unemployment continues to fall
(but at a much slower rate than recently) till end 1989, but starts
rising slowly thereafter. The rise would have been faster but for
expected slow labour supply growth, reflecting demographic effects, in
1988-1992.

Chart 9.1 Labour Productivity

Percentage change om a year earlier Forecas:

Mamufactunng

%ﬁ
% MNon-manufactanng
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. {10) FINARCIAL CONDITIONS

¥Yield curve and funding

112. Over the past year short term interest rates have nearly doubled,
yet long rates have hardly changed. The currant, strongly inverted,
¥Yield curve is expected to remain a feature of the whole forecast period.
The relatively high levels of inflation and money GDP growth during the
forecast period reguire short term interest rates to be malntained well
above the inflation rate. Over the pericd 198901-199101 real short
rates as defined in Table 10.1 are projected to be around 7% per cent on
average. The only previcus period of comparable high real short rates
was from 198501 to 198701 when they averaged 6% per cent. On the other
hand, real shart rates were high - averaging just over &% per
cent - during the period of very strong growth and rising iInflation in
1987 and 1988.

TABLE 10.1 : UE SHORT AND LONG INTEREST RATES
{per cent)

3 month Yield Real short
interbank gap
(1) (2)-(1)

1586 1.0 z =1.1
1987 9.7 " -0.2
1988 1.3 2 =0.9

1589 13.7 : <#,
{June 21) (14.0) : (-4.1)
1990 13.8 3 23
1991 12.8 : =3,

* 3 month interbank rate deflated RPI inflation excluding
mortgage interest payments.
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Chart 10,1 Real & Nominal Short Term Interesi Rales
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113, The large reverse yleld gap partly reflects the shortage of long
gilts, which is forecast to become more pronounced over the next two
years. This follows from the current funding rule combined with large
predicted PSDRs. The private sector is to a large extent filling this
gap left by gilts. Total net issues of fixed rate sterling debt by
ICCs and OFIs together amounted to over €7 bn. in 1988, with almost a
further £5 bn. in 1989 so far. Both figures exceed the walue of
equities issued by ICCs over the same period. Other financial
institutions (OFIa) are forecast to continua filling the gap in their
portfolios resulting from the declining stock of gilts by increasing
their holdings of ICCs' debt and overseas assets.

114. A new feature of this forecast is the growth in personal
pensions. This will result in increased inflows to LAPFs and, in
theory, should marginally raise eguity prices as a result of the
transfer from unfunded to funded pension schemes.

PSBR and funding

115. Table 10.2 shows the financing of the PSBR. National Savings
are expected to make a negative contribution of E% bn. per year to
funding as sales fall short of redemptions.
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10.2 : PSBR AND FUNDING
(€ bn)

1988-89 1989-90 1980-91 1991-92

PSER =14.4 =12.1
Change in Reserves 1.6 -1.2
Redemptions(a) 8. o8
Total to be
financed ~4.
(= columns 1+2+3)
National savings
Other debt sales
to nbnbsps(b)
Other external
Overfunding
Debt salea to
bBba{c)
10.Buying in of gilts
(= columns 4-5-6-T+8+93)
1]1.Reduction in outstanding
stock of gilts
(= columns 3+10) ils3

(a) redemptions of market-held gilts;
(k) non-bank non-building society private sector
(c) banks and building societies

116. The £2.Z bn. forecast underfund in 1989%9-90 is required to ocifset
the £2.5 bn. overfund in 1988-89; and the cumulated underfund oif
£0.3 bn. in the period up to the end of 1387-HE. Another large PSDR
in 1989-90 suggests that the stock of outstanding gilte may fall by
around £17 bn., compared to £12 bn. in 1988-89. This increase partly
reflects changes in the assumed level of intervention, which has added
over £l bn. to the required level of buying in so far this year,

having reduced buying in by about £1% bn. last year. It is assumed

that neat intervention will be zern from now on.




SECRET

\ Foresast 200

Chart 10,2 OQutstanding Steck of Gills and National Savings
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117. The outstanding stock of money market assistance had fallen to
£3 bn. by the end of May and it Is forecast to continue shrinking over
the rest of this year, partly reflecting rising levels of bank
deposits by local authorities and public corporations and further
cales of gilts by the banks and building societies. These factors are
expected to increase banks' liquidity in 1989-30 by around £1 bn. and
E1% bn. respectively. Banks' ligquidity also rises as local
authorities are expected to repay market debt to the banks, financed
by about €3 bn. extra borrowing from the PWLB this financial year.
Overall money market influences are forecast to add to banks’
ligquidity by around £8 bn. this year. One way of maintaining control
over short-term interest rates in these circumstances is to expand the
issue of Treasury bills. It 4is assumed that this policy will be
followed and hence the outstanding stock of Treasury bills is forecast
to rise by about £5% bn. during 1989-90 and by a further £3% bn. next
year, Tha stock of assistance is assumed to be run down to a little
under £2 bn. at the end of this financial year.
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Monetary aggregatos and credit

10

118. MO growth has slowed rapidly since tha end of 1988 and is
forecast teo return within its target range before the end of this
year, and to remain at around 3% per cent over the rest of 1989. The
erratically low figure for MO in the first quarter of 1989 may result
in MO growth rising temporarily to around 4 per cent at the end of the
financial year, but it is then expected to fall immediately to well
under the upper band of the 1990-91 target, currently set at 4 per
cent. For the current financial year as a whole, MO growth is forecast
to be arcund 4% per cent, compared to 7 per cent last year. The
slowdown to date seems to have reflected mostly the lower growth of
consumers " expenditure, but the hike iIin interest ratee since last
summar has increased the opportunity cost of holding cash, and this
should further slow MO growth +through the current financial year.
Next year, MO growth is forecast to fall further, to arcund 3 per
cent, as growth of consumers®' expenditure continues to be weak. The
lower target band next year of 0-4 per cent means that MO growth is
still expected to be in the top half of its range.

Chart 11.2 : Ml Growth

——— M0 Targe! Ranges 11 month growth rates in 1988/89

1988 Apr &1
hay 6.4
June 73
Tuly 5.8
Aug T8
Sep BS
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Mlar 63
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119. The growth of liquidity and credit is likewise expected to fall

back over the forecast peried. The former largely reflects a growing

squeeze on the financial position of the personal sector, while the
61
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slower growth of cradit is the result of the high level of real
lending rates to persons and ICCs and the much slower turnover i he
housing market. M4 growth is forecast to fall from 18 per cent at the
end of 1988-83 to 15 per cent at the end of this financial year while
the growth of bank and building society lending to the private sector
falls from 24 per cent to 18% per cent over the same period.

Sectoral balances

120. The stagnation of the housing market, together with high real
rates of interest on borrowed funds; results in sleower growth of
personal sector borrowing and lower levels of mortgage equity
withdrawal. But the personal sector gross debt-income ratio continues
to rise strongly as individuals run down their net financial wealth to

maintain desired consumption levels. While the level of real short
rates encourages a switch into liquid assets by net savers, the net
debtors within the personal sector may resort to running down Lhelr
holdings of liguidity to finance consumption, so that overall the
personal sector's net liquidity ratic continues to decline over the

forecast period.

121. ICCe are forecast to move further into financial deficit in
1989, as investment is expected to remain strong, which gives rise to
another large net borrowing requirement this year. Despite their
financial deficit, companies are expected to continue building up
their gross liguidity. This combination of increased holdings of
asgets and liabilities in part reflects the observed narrowing of
spreads between borrowing and deposit rates during the 1980s.
However, companies' net liquidity is forecast to decline with their
persistent financial deficits. The reverse yield gap makes debt
finance relatively attractive to companies compared to bank borrowing,
and the growth of bank lending to ICCs is forecast te slow down
sharply compared to the very high levels of 198B. Eguity issues are
expected to recover compared to last year, but not to reach pre-crash

levels.
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122, The outturn for 1988-89 was a PSDR of £14.4 bn., 3 per cent of GDP.
The forecast is for a PSDR of E12 bn. in 1989-90 over £l% bn. below the
FSBR forecast.

TABLE 11.1 : THE PSDR
{ €bn)

1388-89 13835-90 1390-91 15991-32
PSCR 14% 12 94 6

Privatisation proceads 5
Other asset sales B &

PSDR less all
asset sales

(b} Components of the PSDR

CGDR(O)* 9(10) L IWE S 5k
LADR* 1{0) Big(1lk) 1
PCDR 2K X =k

Figures in brackets exclude the effect of grants to local aunthorities

for the capitalisation of housing loans.

Chart 11.1 Public sector borrowing requirement
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123. The s8tock of net public sector debt has fallen from 50 per cent of
money GDP at the end of 1978-79% to an estimated 31 per cent of money G at
end 1988-B9. It is forecast to fall further over the forecast period.

Chart 11.2: MNet Puhlic Sector debt

per=cend of GOP
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124. Tabla 11.2 summarises the forecast for receipts, expenditure, and the
fiscal adjustment. General Government expenditure in 13989-90 is similar to
the FSBR, The planning total is £1 bn. lower due to higher privatisation
proceeds, lower social security expenditure and an assumption that the
Electricity Council will not pay tax in 1985-890 (there is an offsetting
reduction in receipts), but debt interest and other adjustments are higher.
Receipts are alse down, despite faster growth of money GDP, because the
take-up of personal pensicons has been larger than expected, increasing the
lavel of national insurance rebates and incentive payments. Net national
insurance contributions are forecast in 1989-90 teo be El% bn. lower in cash

terms than in the Budget forecast.
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TABLE 11.2: PUBLIC SECTOR EXPENDITURE, REVENUE, AND BORROWING
& (£ bn)

1989=90 i 1990=-91 __1991-92
June June June
FSBR Fore- F5BER Fore-= FSBER Fore-
cast cast cast

Ganaral
Government
Expenditure 216 226k

General
Government
receipts 224k 235

Assumed cuts
in taxzes
[cumulative)

GGDR

PCs" ovarseas
and market debt
repayment

PSDR

(per cent of
GDP)

PSDR excluding
priv. proceads
({per cent)

125. Table 11.3 summarises the main changes since the FSBR to the forecast
for 1585-90.
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TABLE 11.3: MAIN CHANGES TO THE PSDR FORECAST FOR 1989-90 STNCE THE FSER

E bn

Lower General Government Receipts

higher income tax from higher wages and salaries;

lowar NICs from hi%har incentive payments and rebates;
partly offset by effect of higher wages and salaries

higher ACT from faster dividend growth

lowar mainstream corporation tax from revised view
of electricity industry's tax liability

lower road fuel duty reflecting a higher share of
unleaded petrol

lower stamp duty from more depressed housing and
equity markets

lowar other receipts, including removal of presentational
adjustments

TOTAL RECEIPTS

Little change in General CGovernment Expenditure overall

- lower programme spending, from lower soclal security and
lower electricity EFR, partly offset by higher local
authority expenditure;

higher privatisation proceeds
higher interest payments largely from removal of FSER
presentational adjustments

changes to other adjustments, mainly because a lowsr EFR
increases PCs' debt repayment to market

TOTAL GGE

Higher public corporations’' market debt repayment largely
from non-payment of tax by electricity

TOTAL CHANGE IN PSDR FORECAST

Public Expenditure

126. The forecast for GGE in 198%-90 is the same as the FSBR. But the
forecasts for 1990-91 and 1991-92 are well above PEWF/FSBR levels. This
partly reflects higher inflation and partly the pressure for some catch up
in real spending. In real terms however the forecast level for GGE is
scmewhat lower than earlier internal forecasts.
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TABLE 11.4: PAST AND CURRENT FORECASTS OF GGE
EXCLUDING PRIVATISATION PROCEEDS (E bn.)

Forecast

FEWFE
Jung
FPEWP
June
FPEWP
Jan

FSER
Juns
Oct

Jan

FEWE
June

1988-89

1986
1986
1987
1987
1388
1%88
1988
1988
1988
1989
1989
1989

179
186
185
190
188
188
188
187
187
186
187
187

Current BHeal

Prices Terms®

174
177
178
181
180
180
180
177
175
174
176
172

____1989-30 == 1900
Current Real Current Real
Tarms=*

181
183
183
182
182
179
176
175
178
172

1990-91

Prices

207
210
211
211
210
215

1991-92

Termsw

184
182
178
178
182
176

Current HReal
Prices Termsaw

221
232

* 1987-88 prices, adjusted to remove the effect on the measured GDP

deflator of the intreduction of the community charge ie.

figures

here adopt same approach as FSBR, treating CC as if it were rates.

127. Public expenditure has fallen in real terms over recent Yyears. GCGE
excluding privatisation proceeds is forecast to be 3% per cent lower in
real terms in 1989-90 than in 19B6-B7.
1990-91 and 1991-92 by an average 24 per cent (excluding debt
interest the forecast increase is over 3% per cent a year). This is more

than in the PEWP but frcm a much lower starting point.

It ig forecast to rTisa in real

terms in

Chart 11.3 General government expenditure excluding privatisation proceeds

et £ billiun 1987-88 poces
Log scale

é Forecast
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12B. The projected fall dn 1989-50 in the ratio of GGE excluding
privatisation proceeds is larger than in the FSBR because money GD is
higher. The figures for measured money GDP will be reduced by about imr
cent in 1990-91 by the introduction of the community charge. Other things
being egual this would increase the GGE ratio by 3 percentage point.
Adjusting for this distortion the ratio is forecast to show no further
falls in 1990-91 and 1991-92.

Chart 11.4 General government expenditure excluding privatisation proceeds
Per-cent of GLP
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129. The forecast calculates both the old and new planning totals from
individual components of expenditure. The forecast for 1989-80 is that the
old planning total outturn will be £1 bn. below the level in the 1983 PEWP,
partly due to an extra £ bn. privatisation proceeds but alse due to a
projected further shortfall on sccial security. The forecasts for 1330-31
and 1991-92 however are for levels considerably In excess of +the PEWP.
Much of the excess is on central government's own expenditure and
nationalised industries. MNot surprisingly therefore a similar pattarn is

forecast for the new planning total.
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TAELE 11.5: FORECASTS OF THE PLANNING TOTAL

I.. E bn.

1989-90 1990=-91 1991-92
0ld Planning Total

1989 PEWP 167.1 179. 191.6
Forecast Qutturn 166.0 1E4. 202.5
Forecast less PEWP el B 5 + 10.19

New Planning Total

Survey Baselinet " 187 .6
Foracast Outturn i 195.2
Forecast less baseline + 3. + 7.6

* including notional Reserves set at £7 bn. and €11 bn. in 199%0-%1 and
;?91—92 regpectively in order toc keep consistency with published GGE
igures

130. The upward pressure on central government's own expenditure arises
particularly on pay and investment. The forecast has central government
earnings rising 1 per cent a year more than the private sector average from
1990-91. Central government investment is forecast to rise in the three
years to 1991-92 by an average of 26 per cent a year in cash terms and
11 per cent a Yyear in volume terms. Such rates of increase are high by
past standards. Ewven so the level of investment forecast for 1990-91 and
1991-592 4is well below departments' aspirations. The forecast takes the
view that departments will in practice have great difficulty in increasing
the wvolume of investment as rapidly as wished. The capital projects could
well be undertaken, but the work will take longer than departmental bids
envisage. Nevertheless price increases for such projects could well be
abave the overall inflation rate. Any slippage on volume is likely to be
greater than on ecash expenditure.

131. The forecast of social security expenditure assumes that "underlying
growth" of expenditure in 1989-50 will be less than assumed in the FPEWF,
following the wvery low growth in 1988-89. This, together with lower

unemployment than assumed by PEWP, produces an underspend of €% bn. in
1589-90. Thereafter wunderlying growth is similar to that assumed in the
PEWP. But with higher upratings in 1990-91 and 1991-92, and some poclicy
increases, cash expenditure is above the PEWP.

132. ©On the assumption that local anthorities' expenditure is close to
their budgets in 1989-%0, their current expenditure is expected to have
risen in the three years to 1989-90 by an average 1% per cent a year in
real terms. Authorities in England and Wales are likely to take the
opportunity of the introduction of the community charge in 1990-%1 to raise

70
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their spending by a relatively large amount. The extent to which they do
this could be limited by a tough grant settlement. The forecast ﬂs.‘mas
that grants within AEF/AEG rise by 6% per cent in cash terms, 1% per cent
in real terms. Expenditure is forecast to rise by 3 per cent in real
terms. Taking inte account the projected buoyancy of the NNDR and an
assumption of little change in LAs' balances, a 17 per cent rise in the
community charge (over average domestic rates per head in 198%-90) is

forecast. Tha average level for the community charge in 1950-31 is £313.

133. 1989-890 ecould be the peak year for local authority capital receipts.
The new capital control regime due to start in 1390-%1 reduces tha
incentive to sell assets and the depressed state of the housing market
could reduce personal sector demand to buy council houses. The foracast
assumes therefore that the level of capital receipts falls in cash terms
from a peak in 1989-90, but still remains above the level in the 1989 PEWP.

134. The outlook for the Local Authority Borrowing Requirement (LABR) 1is
dominated by capital grants from central government for the capitalisation
of housing debt. These amount to £1 bn. in 138%-90 and an assumed £7 bn,
in 1990-91. The effect of these grants, which do not score in the new
planning total, is to reduce the LABR and increase tha CGBR({0), with no net
affect on the PSDR. (See Table 11.1.] The size of these grants is such
that net debt repayments, ie. LADRs, are forecast. But even if these
grants are excluded, LAs are forecast to be close to balance in 1989-90 and
to make small net repayments in 1990-91 and 1581-92.

135. Much of the pressure for extra public investment in future arises 1in
the nationalised industry sector. The forecast assumes that investment by
those industries remaining in the public sector throughout the forecast
period rises in 1990-91 and 1951-32 by an average l4 per cent a yeaxr in
cash terms, 10 per cent a year in volume terms. These are higher levels of
investment than in existing plans, but well below departmental aspirations.
The investment will inevitably lead to higher external finance. Public
corporations as a whole are substantial net repayers of debt at present.
The prospective rise in investment and the privatisation of the electricity
industry which has a mnegative EFR are likely to mean a return to net
borrowing by public corporations. The forecast also allows for substantial
increases in investment = 20 per cent a year in volume terms - by the water

industry after privatisation.

136. The forecast level of general government interest payments is a
little higher - less than E£4% bn. - than in the F5BR, but follows a simlilar

falling protile,
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TABLE 11.6: FORECAST ADDITIONS TO EXPERDITURE PLANS*

£ bn. I"

= 1990-51 1991-92
Survey Forecast Survey Forecast
Base- Claims Basa- Claims
line on line on
Reserve Reserve

Allocated to programmes
Social Security 49. 0.7 53.0 231

CG pay 11, 2. 33.1 37

Other CG 29. : 30.8
current

Het EC : . 1.6
CG investment : . 5.3

Other CGC own . - 15.4
expenditura

Grants to LAE ’ - 25.%8
HNDR 1 : 11.8
LA credit approvals . . 3.5

Public
corporations . . 2.0

Total programmes

Privatisation
procaeds

Expenditure met from
notional Reserve

(1) allocated to

giugrammﬂ
seline

{ii) unallocated

14. Underspend (-}
Required Addition
to Reserve (+)

15. LA self-financed
expenditure, debt
interaest etc.

16. GGE 205.

* 0On a new planning total basis
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[c) REﬁ:EiEtE
li Latest data suggests that the non-oil tax burden may have fallen by k&

¢ ¥ per cent in 1988-B9, a little more than estimated in the FEBR. A
similar fall is forecast for 1989-350 compared with no change in the FSBR.
This downward revision is mainly due teo faster money GDP growth, but alsc
reflects the assumption that the Electricity Council will not pay tax in
1989-90. The non-oil tax burden is forecast to fall slightly in 1990-91
before fiscal adjustment mainly because of the lagged effects of the 1988
and 1989 Budgets (independent taxaticon and WICs reform respectively).

TABLE 11.7 : MON-OIL TAXES AND NICs AS A PERCENTAGE OF MON-0OIL GDP*

1986-87 1987-88 19BB-89 1989-90 199D0-91 1991-92
F5BR
[(a) pre-fiscal
adjustment 36.9 36.7

(b) post-fliscal
adjustment ; : : 36.7 36.1

June Forecast
(a) pre-fiscal
adjustment 36.5

(b) post-fiscal
adjustment 37.7 37.4 a7.0 i6.6 36.3 36.2

* adjusted to remove effect of community charge - see footnote to table
11.4

Chart 11.6 Non-North Sea taxes and NICs as a percentage of Non-North Sea GDP
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The main features of the cutlook for taxes arei=

the sharp deceleration in the growth of corporation tax in
1990-91, a feature of both the Budget and internal winter
forecasts:

the slow growth of national insurance contributions in both
1989-90 and 1990-91; while this was a feature of the Budget
forecast, it is now more pronounced.

139, Corporation tax receipte in total are forecast to rise over 20 per
cent in 1989-90, the same as the average increase in tha four previous
YEears. But they are forecast to rise only 5% per cent in 19%0-51 and
2% per cent in 1991-92, The main reasons for this are much slower growth
of ICC profits, both absolutely and relative to the growth of investment,
and the build-up of writing down allowances as a result of the 1984
raeforms. The effect is that the average rate of tax paid by ICCs is
forecast to fall sharply, probably to levels not experienced since the
introduction of the reforms. Financial companies' profits however, helped
by high interest rates, are forecast to rise sharply, pushing wup their
average tax rate. But financial companies' tax bill is small relative to

ICCe. For the company sector as a whole therefore the average tax rate is

projected to fall.

TABLE 11.8 : EFFECTIVE CORPORATION TAX RATE
1588-89 1989-90 1990-91 1991-92

Industrial & commercial

companies 16 lak 12% 104
Financial companies 12 15 1B% 1B%
All companies 15 16 14% 14

140. The forecast for mnational insurance contributions in 1985-30, which
takes account of the reforms to employees' <contributions that were
announced in the 1989 Budget, has been revised up to reflect the faster
growth in the wage and salary bill. However this has been completely
overshadowed by the effects of the much higher than expected take-up of
personal pensions. At Budget time, only % million personal pensions were
projected for 1988-89, but in practice by 17 May, the closing date for such
pensions to be back-dated to 1987-86, some 3% million applications had been
received. The resulting cost in cash terms in 1989-50 is estimated to be

75
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more than £2 bn. in excess of the Budget foracast. In later years, tha
re.val of this year's incentives means that growth in the number of new

personal pensions is likely to be slower.
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i ANNEX A: THE COMPOSITION OF RPI INFLATION

This annex examines recorded and forecast RPI inflation in more
detail than in the main report. Main features to note are:

Mortgage interest payments (MIPs) underlay much of the
pick up in all-items RPI inflation over the past vyear,
and contribute esignificantly (though at a declining rate)
to the inflation prospect in 198% and 1990. Even with a
stable mortgage rate this component rises faster than
the all-items RPI because of the very strong growth in
average mortgage debt over the past three years.

Apart from MIPs, housing costs generally have risen much
faster than the RPI itself. Rates have risen
significantly over the past four years, including the
increases from April 1989. There is a particularly large
forecast increase in 1990 due both to the high initial
level of the community charge in April 1590 and to the
*index household effect" of the community charge. The
"index household effect"” arises because index households
(ile those whose expenditure is covered by the RPI)
excluda pensioners and the wealthiest 5 per cent (who
normally pay much higher domestic rates than index
households) . Index households will thus have to pay a
greater proportion of the community charge than the
proportion they paid of domestic rates. It is worth 3k
per cent on the rates/community charge component of the
FPI and up to 0.2 per cent on the all-items RPI.

Nationalised industry prices rose slowly in 1986 and
1887, falling guite markedly in real terms. They picked
up sharply in 1988, and are assumed to rise faster than
general RPI inflation over the forecast perliod; very big
increases in water charges contribute most to this
cutlook. Increases in water charges will be effective
from 1 April each year and the Increase will be
determined by the annual RPI Iinflation rate in the
previous November plus 6 per cent. This will accentuate
the real rise in water charges (ie relative to the RPI)

SECRET
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when general RPI inflation is coming down, as it j_s._n
the forecast. For example, the rise in water charges in
the year to 199004 is forecast to be 12.7 per cent, while
the all-items inflation rate is only § per cent. This
differential reflects the fact that the 12.7 per cent for
water charges is 6 per cent plus the annual inflation
rate in November 19B9 (inflation in 198304 is projected
at 6.7 per cent). (After privatisation water charges
will, with a short lag, no longer be part of the
nationalised industry component, though they will atill
be part of the all-items RPI index.)

"Retailed® price inflation (broadly goods and services
traded across the counter) also picked up through 1387
and 1988, though much 1less than housing costs or, in
1988, nationalised industries' prices. Petrol prices
have been volatile, while there has been a slowly rising
trend in food price inflation. Othaer retailed price
inflation has also picked up (though fairly slowly),
reflecting strongly rising personal consumption.
"Ratailed” price inflation comes down fairly quickly
during 1990 (petrol prices are likely to fall in the July
1989 retail price figures), with the projected slow-down
in personal demand growth.

Housing costs abate only slowly next year, with strong
increases in the community charge largely offsetting
lower growth in MIPs. And nationalised industry prices
continue to rise in real terms, especially water charges.
It is mainly the influence of “"retailed" prices that
accounts for the decline in the all-items RPI inflation
rate during 1%590.

The one point rise in underlying RPI inflation (ie
excluding MIPs) between end-1587 and end-1988 was mainly
due to nationalised industry prices, local authority
rents and rates and other housing costs (insurance, DIY
materials etc). The increase through 1989%, however, 18
largely accounted for by "retailed” prices. The fall in
underlying inflation through 1590 is primarily due to the
deceleration in retailed prices.
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Memorandum item - Qutput prices

Producer output prices also give a good indication of
"core” or underlying inflation They picked up in 1987
ag oil prices recovered from their low levels in 1986.

Cutput price inflation hovered at 4% per cent between
198704 and 198803 (faster than RPI inflation); and picked
up to 5 per cent at the end of the year and to 5.4 per
cent in the first quarter of 1389, Sustained growth in

profit marginas contributed notably to these developments.

But producer output price inflation has slipped back
slightly to 5.2 per cent in May. It is likely to go on
falling slowly to 4.9 per cent by end-198% (with a small
fall in margins) and to edge down by % per cent a year
thereafter.




EVOLUTION AND FROSPECTS FOR RPI INFLATION
(percent changes on year earlier)

Weight#*|198604 198704 198804 198904 199004 199104

RETAIL PRICES
HOUSING %
MIPs £.0 : 6.4 25.4
Rent % : b ; 9.5

Rates /[Community 4.2 : . ; 9.6

Charge
Other 3.4 7.8

Totall 16.8 : 14.7

NATIONALISED INDUSTRIES
Electricity .5
Water T
Other PR
Total? 6

MEMO ITEM:
Gas

"RETAILED" PRICES
Food

Fetrol

Othar

Total

TOTAL RPI
INFLATION

TOTAL RFPI

INFLATION
excl MIPs

OUTPUT PRICES

Producer output prices
(excluding food,
drink, and tobacco)

excluding water
excluding gas froem 1%87Q1, buses from 138901
includes 3.5 per cent for 'index household effect', worth about (.13 per

on the all-items RPI.

Weights at Jan 1988
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ANNHEX B: HNATIONAL AND SECTORAL ACCOUNTS

The inconsistencies in the national and sectoral accounte in
recent guarters remain large, though they are smaller than at the time
of the Winter forecast, when adjusted accouonte were used. Substantial

upward revisions to expenditure data, particularly investment, just
befora the Budget largely eliminated the differences between the GDP
measures in 1986 and 1987, and reduced them in 1988. NMevertheless,
growth of the expenditure measure in 198BB remained well below the other

two measures, and there was no improvement in the discrepancies in the
sectoral accounts.

-5 The CS0 press notice for GDP in the first gquarter of 198%
{published June 20) included only small revisicns to the expenditure
and income measures Iin 1988, while growth of the output measure was
revised up by % par cent to 4% per cent. CDP(E) is still esstimated to
have grown by under 2% per cent, more than 1% pointe less than the
other two measures (Table B.1).

Table B.1l: Measures of GDP at constant factor cost

1985 = 100
Cs0 HMT
(Unweighted) compromise
Expenditure Incomo avarage

1987 107.5 107.5
1988 110.3 : 111.5

1988 Q1 109.7 : 111,
Q2 111.0 : 111.
Q3 108.2 ! pitn & i
Q4 1113 5 112

1989 Q1 1107 = 1132,

Growth rates
{percent changes
on a year earlier)

1987
1988
158901




5. The cutput measure of GDP probably gives the best measure of
racent movements amd of changes over short periods. This fﬂrecast.es
a compromise measure of GDP which is the unweighted average of the
three measures while they are reasonably consistent - to the end of
1987 - and moves 1in line with GDP({0) thereafter. This wa3 the

procedure used in the F5BR.

i, Between the fourth quarter of 1988 and the first guarter of 13835
tha output measure rose slightly. However; the expenditure measure
fell % per cent while the income measure rose by 1% per cent. As a
result the compromise adjustment - the difference between compromise
GDP and the expenditure measure of GDP - widened from 2 per cent of GDP
in 1988 to 3 per cent in the first quarter of 1989 (Chart B.1l).

Chart Bl Compromise adjustment

The difference between the cappmmise and expenditure medsumes of real GIP
i cent of GLOP, seascaally adjasted)

Siandard deviadion

Standerd devialion

ol AP TR RPN | i MO PETE i " A I Pl N ST UL B

1676 1997 1978 19T 1930 1981 I9E2  1%83 I9B4 )35 1Rd6 19SS 1988 193301

5 Similarly the resideual error - the difference between the

current price income and expenditure measures - rose from 1% per cent
of GDP in 1988 to 2% per cent in the first quarter. These are very
large discrepancies, though 1less than the 4 per cent of GDP at the
time of the publication of the 198803 GDP figures last December.
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. Chart B2 Residual error as a proportion of GDP at Bacior cost

Standan] deviation
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6. At one stage it looked as if the latest estimates of the
measures of GDP would be closer than they have turned cut. Had we
known in time that the discrepancies would be as large as have been
published, we would have adjusted the data, as we did in the Winter
forecast, by allocating the compromise adjustment and the residual
arror to components of income and expenditure. The main changes would
have been upward adjustments to the expenditure components. Tha CS0
have already made very substantial upward revisicons to investment since
we last adjusted the accounts. If we had adjusted the data for this
forecast we would, therefore, probably bhave allocated less of the
remaining discrepancy to investment and more to other components -
stockbuilding, net trade and consumption.

7. On the basise of the compromise measura, growth in 19B8 is
estimated at 4% per cent but slows to 24 per cent in the year to
19890Q01. Accidents in the North Sea have depressed whole economy output
recently = non-o0il GDP is estimated to have grown by 4 per cent in the
year to 198931, and at an annual rate of 3 per cent since the third
guarter of 19388.

8. Complete sectoral accounts data for 198901 are net  yet
available; nor have the latest revisions to expenditure, income or
financial accounts data for 1988 yet been carriad through to the




Chart B3 Sector balancing items

Personal sector X Indostrial and commercial companies
Per cern of GDP Per cent of GOP
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.:::tt::rai financial surpluses/deficits or balancing items. However, on
the basis of the sectoral data consistent with the national accounts
published at Budget time, there is no sign of any improvement in the
coherence ©f the dccounts (Chart B.3). The personal sector and
overseas balancing ditems remained very large in 1988 - 6% and 3% per
cent of GDP respectively - and the ICCs balancing item rose sharply.
The latter suggests that, despite substantial upward adjustments to
investment made by the C50 (largely on the basis of their supply
estimate), company sector expenditure (including stockbuilding) may
still be under-recorded. The overseas balancing item is consistent

with some under-recording of net current account credits and more

substantial under-recording of net inward capital flows to the UK.
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B.4




CONFIDENTIAL
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"
cc Professor Griffiths

You are trying to set up a meeting with the Chancesllor and the
Treasury Knights to discuss their paper on the reduction in
inflation. When I spoke to Peter Middleton recently he was
anxious that this mesting should not only rsach agreed
conclusions on the past but should attempt to formulate agreed

descriptions of policy for the future.
On the history, I suggest the following issues:

L B Broad money - was 1t guite such a bad indicator?
Could one really afford bto lgnore it once its
growth gob over 20 per cent p.a? 1Is there any
inclination in the Treasury to rehabilitate it,
even 1f not to the sxtent Tim Congdon advocates?

Harrow money — was it a good indicator? Was the
problem that it gave good signals but we failad to
act upon them? ©Or did it behave, as many have
feared, only as a concurrent indicator, giving no

advance warning of inflationary pressuras?

Intervantion - what was the impact of sterilised

intervantion?

RPI wversus GDP deflator — when the Prime Minister
gueried the Chancellor's use of the RPI excluding
mortgage interest as an indicator of umderlying
inflation, he argued that the growth of the GDP
deflator was closer to the adjusted RPI than the
actual RPI. I am sceptical of this but we should
bz able to [ind the answer from the Treasury

forecast,

CORFIDENTILAL
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The 4 for 1 rule - was this a dangerous formula to
adopt? When the sxchange rate is showing a
tandancy to appreciata a 'balancing® cut in
intersst rates may be deemsd to sustain a glven
monetary pressures ovarall. But for the personal
gector tha two things reinforce rather than
nentralise each other. The cut in mortgage
interest rates boosts the growth in real income
from the appreciation of the exchangs rate. The
same is5 true in the downward direction though it
couzld be argued that with inflation as high as it
i3 there should be a bias towards restrictiveness.

Shadowing EM5 - the Prime Minister's interpretation
of the results of the shadowing initiative assumeas
that wa would have expressed the same output
pressures had we been inside the ERM. Iz it not
more plausible to assume that onace an upward
realignmant had taken place; eg. from a OM 3.00 to
DM 3.12, that that would have been the end of the

matter as far as the markets are concernad?

For the future, wa nead to coalesce around the Prima
Minister's latest formulation on ERM. This still lesaves a
great deal of latitude on the timing of entry. We do not want
the Chancellor and Foreign Becrebary making public statements
implying a decision will be taken sooner rather than later

and the Prime Minister the apposite,

S0 long as we are oukbtside the BERM we need to reach an agresd

anderstanding on the pricrity to be given te exchange rate
stability. There is a balance to be struck between hawkish
words which may subsequently have to be eaten, ard giving
sufficient reassurance of firmness to the markets. Is it
possible to devise a statemant with which both the Chancellor
&nd Lthe Prime Minister fesel comfortable.

i3]
ANDEEW TURNBULL
28 Juna 1989
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I attach today's Evening Report.

Sterling started to come under serious pressure in the second

nalf of the afternoon. That is continmuing this evening. The

————

latest intervention figuara I have i= some 2300 million. AE

one stage sterling had drappéd below DM3.03, bur it i=

currently (at 1915) at DM 3.032. Having besn around $1.56 for

most of the day, it is now only just over $£1.54. The current
effective rate 13 probably around 90.

Mo particuular Eactor seems to be responsibla. But sterling
is now looking vualnerable.

— L= e

The Chancellor has convensd an urgent Markets meeting with

[ S

Treasury and Bank officials first thing tomorrow morning. He

will be considering the full range of options, ingluding

another move on interest rates. If he decided he wanted to

move rates, he would obviously need to havae an urgent word

with you. I have thersfore told his office he should be in a

position to come to s=e you at 0915, before Mr. de Klerk
arrives at 0930. &Amanda or I will let you know im the morning

1f he does want to come.

You will obviogusly want to judge the position as it loocks

=i

tomorrow morning. Alan is now back in the United States for a
2 . wuchr ettt S Sk

period, but I know he would strongly oppose another interast
rate move and any machanical motion that a weakaning of

manetary conditions wvia the exchange rate reguires a
s S

tightening through interest rates. 0On the other hand, you

have been concerned hitherto not to let the exchange rate run
out of control,; with all Ehat could mesn in Ehe short term for
the EPI.

dol? WL~ ponill A 1i: it

focc T s { ~ ad. bh e ¥ il pes
PG j ;
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PRIME MINISTER

TODAY'S MAREET REPORT

- r Chaalles A

I attach today's raporkt. P ey, "l § PR Lf {u
Ly ‘EFE. N e

Bafore it arrived the Treasury had rung me to warn of

intervention entry. You will see that, bizarrely, we

B,

e,
have carried out significant intervention to hold the

dewn. This was as much a shock toc the Treasury as it

Eo you. It was apparently undertaken by the Bank without

reference to the Treasury. They rationalised it on the basis

that the market conditions were sufficiently ~=_|1:,[1i I'|:: carrcy
out the usual funding of BAOE oparations on aqﬂ;lahlu_tarms

=T e -

That does not seam Eo me - or the Treasury — in the least
convincing. Given the size of our Reserves there is no nead

at all to go cut and buy fresh foreign currency for this

purpose. As 1t happens._ﬁiaing bean gquite strong this
mornlng, sterling did slip by this afterncon at more or less
when the intervention was carried out which makes it all the

—
————

more anfortonata, —

S ———

On a lighter note, you will also see that the Spanish have
again bean gulta active - 5244 million though not on

= - e ——
vaesktarday's scale,

s p— = -._-_{ﬂ
() Mas ue el
J Bl e ~fpniink”
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NatWest Capital Markets

P-STAR AS A MONETARY INDICATOR
FOR THE UK

UK inflation has soared and base rates have risen sharply. This has
prompted active debate about the proper conduct of meanetary policy.

The mainsirgam alternatives to the current pragmatism are full EMS
membership/and a return 1o overfunding, | However,both strategies
have been d ited and the authorities claim that neither are on the
pollcy agenda at present.

This paper proposes a different approach - based on narrow money
(M0} and the P-star methodology developed recently by the US Federal
Raserve. In fact, the approach finds its roots in classical monetary
theary and the Quantity Equation analysis developed by irving Fisher
in the 1920s.

We find that the P-star approach accurately predicts long-run inflationary
trends In the UK. The main theme running through our work Is the
robusinesas of MO as a prediciive tool.

= =

Contrary to conventional wisdom, MO gave s clear warning about the
inflation take-off in the mid-'70s. More recently, our P-star approach
idantified that inflation pressures were brewing as early as 1985,

On the tace of It, the sharp deceleration in MO in recent months Is
encouraging. Fhmvu.wrhrnu,_lg!qglﬂl_ggulrghnlﬂm
problems ahead - the monetary excesses of the past have not yet basn
sufficiently unwound. Moreover, there is evidence that the recent fall
in MO growth has been exaggerated by faulty ssasonals. A further
tightening of monetary policy may therefore be required.

The P-star approach is reportedly playing an important role in Fed
thinking on the direction of US inleresi rates. Mr Greenspan, In particular,
s backing the Fed's experimental work on the measure. Our analysis
shows that the methodology can also be successiully applied to the

UK and we conclude thal P-star should be given a prominent

position in the authorities' analysis of monetary conditions.

Stephen Hannah - Head of Resaarch
Adrian James - Economic Assistant

A member of the National Westminster Bank Group &




fime for a monetary rethink

UK inflation has turned out far worse than sxpaciad
severaly undermining the autharities’ credibility, Policy
's widely parceived to be in disarray - pulling the rug from
under stering and forcing the Chancellor to raise base
ratés. After a pre-slecton “go” in 19B86-87 the econamy
now faces an almighty “stop”. Fora government that has
prded itzalf an the absence of "stop-go” policies and 3
supply-side revolution, the spectacle of a “hoombyust
economy will be deeply disappainting - it could also prove
1o be an electoral disaster. Little wonder, therefore, that
there has been active discussion about akemative policy
approaches,

Mr Lawson's favoured aiternative 1o the current
pragmatism is the EMS exchange rate mechanism.
Howaver, the experment with DM targetiing in 1587-88
dismally tailed and, as the Prime Minister has indicated.
WSS 3 reason for the inflation surge in 1988-89. Farfrom
Deing a device to stabilise prices, the Exparment with
nominal exchange rate targetiing actually diverted the
Chancellor from warrying domestic monetary signals and
so allowed dangerous inflafionary prassures fo BUId Gp.
me SiEr
alter her attituda to ERM membership ahead of the next
general election, Indeed, recent events may well have
hardened her opposition to axchange rate fixing regimes

On the international stage, too, there is Ncreasing
disillusion with the cancept of fiving nominal axchange
ratés (see the latest BIS annual raport]. Arguably the
ERM itsell might enter an unfashionable phase -
particularly when exchange controls are lifted naxt year
and volgtile pressures build up.

One altermative to fixed axchange rates -and the subject
mwmw-hammmmm&uw
broad money targetting. However, the effectiveness of
overfunding in controlling broad money growth is
questionabls. The money markat shortages created by
"excess” gilt supply in the pre-1985 regime genarated
substantial central bank demand for bills, which in tum
créated hard arbitrage opportunites (ie round-trippéing).
The broad money banefits of overfunding ware therafore
offsat (to an unknown exient) by arbitrage-related bank
lending. By the mid-1980s overfunding became a
discredited policy and we doubt there is much appatite
for its re-introduction. Mr Lawson has aiready fatly
denied plans for a change in the funding rule. Moreaver,
lfurafumtuuﬁtandfujhd}mmadaswnuidundarmine
the “palitical economy” of monetary policy.

At a more lechnical level, broad moneay targetting
remains hampered by the uncertainty surrounding
velocity trends and the possibly parverss response 1o

NatWest Capital Markets

changes in interast rates (a tightening of manetary palicy
increasing the assel demand for interast-bearing
balances). Atempis have besn made 1o weight various
companents of broad money according te their
‘moneyness” ig giving higher woights to non-interast
Beanng transactions balances. Howsaver, the difficufty
here is that the introduction of high interast chegue
8CCounts has undermined the validity of the calculations,
making the interpratation of synthetic broad money
maasures jus! as problematic as the more famikiar, plain
wanilla, originals.

In our view, namow money provides the best anchor for
monitoring inflatonary conditions and gQuiding nterast
rate decisions. As we argued a year ago (UK Financial
Bulletin - June 1988) the manetary base has played an
‘mpressive role in_waming of inflationary pressures
ahead. This paper builds on our earlier analysis - with a
longer database going back 1o the early 19605 - and
argues that, as a monetary indicator, M0 should
command a prime position.

This particular piece of research was inspired by recent
work at the Fed which developed an M2 basad measure
of equilibrium prices known as P-star’. This indicator
was developed at the suggestion of the F Chairman,
Alan Greenspan, and is stil experimental, ar the
medsura s thought to have influencad the Fed's recent
deciskon 1o "desnug” its monetary stancs. The first public
mention of the P-star indicator came in Fabruary, at Mr
Graenspan's monetary policy testimony.

The Fed's analysis showed that P-star had a useful role
in signaling kong-run i pressures but said litte
or nothing about the direction of inflation in the
short-term. A.aaum-an:lattm::limmmmnm
- the authorites could not use the P-star indicator 1o
justify economic fine tuning. Moreover, another
important aspect of the P-star work (conskstent with its
“long-termism®} is s emphasis on equilibrium leveis
rather than growth rales, Thus, relatively slow mafietary
growth may not be encugh to provide reassyurance about
inflationary trends. . if monetary growth has baen
u:%hhmﬂmﬂmyhﬂm“ﬁa
deceleration. the existing stock is axcessive in retation o
undertying transactions and could theratore stil present

an inflation threat,

1 Wmmﬂﬂwmmmmhmﬁi;;m ol
Halman, A.D. Porter and O H, Small, Fadora) Rossne Board of
Govermars, Apdl 1945,




Fisher identity and P-star

v/ Thara is nathing new about the theory underying P-star.

The idea goes back to Irving Fisher's 1520 analysis of
the purchasing powar of money. At the cantre of this
anafysis is the famous Cuantity Equaton

MV = PY

Whera the monay siock () Gmes welociy (V) equals tha value al
ransactons - raal GOFPY) Bmes i ded@ior (P

Indeed this is an ideniity, rather than an egquation, used
o define velocity. Mevertheless, on the basis of some
simplilying assumptions, the Fisher aporoach can
pravide an msight into long-run inflationary forces.

The main assumptions made in modeding P-star are

* \Velocity & not nacessarily constant (although the
Fed work found that this was the case as far as US
M2 was concerned) but changes at a steady,
prediciable rale in line with "habits® and
lechnological change.

Cuitpul has a steady, long-run equilibrium growih
path determined by real, non-monetary forcas.

*  Monetary growth is axogenous and confrollabde.

P-gtar is then determined by taking the curment money
stock and long-run rend values of welocity and output.
In other words:

Pstar=P" =MV"'/¥"

This equation identifies & clear, long-run relation
between monetary growih and mflation. The aqualion is
specified in equilibrium terms for PV, and ¥ in
acknowladgemeant that shar-run inflation is kely to be
dominated by dynamics and noisa rather than monetary
gronwih,

Out of sieady states, the P-star approach argues that
inflation will be driven by the deviation between actual
and equilibrium prices (product markel pnces are thus
assumed 1o be sticky), When the equilibrium pece is
above its actual level (because, say, of an expansionary
monetary shock) then inflation accelerates uniil P* = P.
When the equilibrium price is below its actual leval then
inflation decelerates until equality [equilibrium) is
restonad.

Economic theary cannot be specific about Ihe speed of
adjustment and thus the actual inflation rate. To give the
modal empincal value, therefors, a spéed of adjustment
equation has 1o bo added to the P-star modal. For
exampla, wa might spacily that:

NatWest Capital Markets

WFF:ﬂ{p'—pl-t INFp_y

Where ~ denotes an equilibrium/expected value and the
lower case p denotes the log of P. The @ value
represents the speed of adjustment coefficient.

The above sguation has the property that whan actual
inflation ig in line with expactations then P converges with
P-star. The steady state s also characierised by an
inflation rate which equals monetary growth plus trend
velocity growth less underying output growth. If the
sysiem is then "shocked®, the pericd of time taken to
restore equilibrium will ba determined by the lags
spacified and the relevant speed of adjustment
coatficiants.

in modelling P-star for the UK we have focussed on the
monetary base (MO) as the appropriate monay supply
measura. Unlike the broad money measures, the
velocity trend is relatively stable with its varability
explamed, {0 a significant exient, by cyclical variations in
interest rates. As our research last summer indicated,
the M measure has relatively attractive attributes as a
mornetary indicator: imeliness, a relatively stable velocity
trend, a well delermined interest rate response, and
acourate maasurement.

Our data set covers the period 1961-1988 (the final
section of this paper covers maore recant events) and
detailed definitions and sources are provided below. The
MO data were adjusted for major breaks, in particular the
1381 change in the bankers’ balances regime.

Our analysis of velocity (see chart) showed that the trend
was broadly stabla over the period, However, there was
evidence of a statistically significant break afier 1974 so
a spht time trend was incorporated into the prelerred
velocty equation. The estimations showed velocity
trend growth of just over 3% in 1961-73 and arcund
414% thereafter. These growth rales wera used in the
P-star calculations.

MO VELOCITY




Tha estimation ol underying output growth is more
comtentious. Howevaer, wa have adopled a simple
approach, taking the average growih rate se6n Sinca
1960 (around 214% per annum). Soma have argued
that Britain's underlying growth rate has increased over
tha past decade. If 5o, then our P-star measure for the
recent period would ba too high and inflationary
pressures exaggerated. Howewvar, the output data da not
suggest an upward break in the growth trend over the
past decade (in lact, the reverse) and, as our analyss of
UK inflation history shows, the P-star approach (based
on a 2va% trend) lelis a perfectly consistent slory about
the most recent take-off in prices. More detailed
analysis, such as a receni Natonal Institute study of
productivity using the new empioyment data (May 1982
Review), also questions whether thera has been a
sustainable shift in trand growth since the 1950s and
19605,

GOP

On the basis of the assumptions outfined above the level
of P-star in relation to P was calculated for the hull period
1961-88, The following sections analysa the results and
discuss how well tha P-star mathodology axpiains the
UK's infiation history. Belora moving on, it B worth
mmmﬂntmmmmhmhmm

batween aquilibrium inflation and MO growth. Focussing
on the post-74 period, the squiibrium inflation rawe is
given by

pr=m+ ¥ -y =m+2

whors lower cases represand logs of P, M, V" and ¥ mspecvely.
The dot denciss & one-penicd changs.

in other words, il a govemmenl s saeking a staady
miftation rate of, say, 5% then not only should the P*/P
ratio be unity but atso MO growth shoukd b around 3%
(the middle of the current target range). As we show i
the next section, alﬂ'mughmmmnufuﬂym
around 3% is acceptable n the short-run (temporary
velocity cycles, etc) any sustained period of MO growth
ahove 3% should, on the basis of hisiorical evidence and
the assumed 5% inflation cbjective, give cause for
CONCHIM.
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The P*/P ratio and Inflation, 1961-1588

The history of inflabon (as measured by the GDP
deflator) and the degree to which its movements are
foreshadowed by the P*/F ratio are depscted in the charts
below. By construchon the mean value of the ratic =
unity over the period analysed.ln other words the
analysis assumes that. over the long run, prices
cormverge to their equilibrum level (if wa did not assume
this then the whole P-star methodology becomes

GDP DEFLATOR YOY %

Befora analysing the charms it & worth recalling the
cormect interpretation of a unit value for P*/P. In
particular, @ unit value does not imply price stability, it
simply maans thai P* and P are growing & the same rate
[actual = expected inflation). To delermine the
equilibrium rate we nead to look al monetary growth. ¥
MO growth s high then so will the equillbrium rate of
inflation. Tha policy implcation is that the authorities can
in ng way regard a unit value of PY/P 2= a sufficlent
condition for inflation success, As well as seeking
stability in the sense of a steady rate of inflation, the
authorities also have to get monetary growth right in
order o avoid inflation setting at foo high & leval.




In order 1o describe the UK's inflaton hisiory over the
past 25 years - and the ability of the P-star approach o
snat problems ahead of ima - it is convenient to spiit the
period into varous phasas:

MDD GROWTH

Phase | : 1964-18T1

The period bagan with a reflationary budget and MO
growth picking up shamply {reaching 7% by mid-65
having been relatively flat in 1962). The P*/P ratio
moved above unity in 196403 and remained there
for much of the period. Since MO growth was
aiready nunning at around 6% atl this stage, the
authorities had a clear warning signal of inflationary
pressures ahead.

However, this pressure was nol at all evident in the
inflgtion numbers themselves for some time
Indeed, betwaen 196501 and 196704 the infiation
rate fell from 6.4% to Z.4%. Does his mean the
P-star model failed? The answer is no.

Pressures were avident In 1985-87 bul were
prevented irom baing trarsiated into actual infiation
because of price controls. A prices and incomes
freeze was in operation between July 1986 and
January 1967 followed by a six month period of
"savera resiraint®. It was the growing balance of
payments deficits which reflected excess demand
pressures and eventually led o the 13867
devaluation. Following this and the lifting of strict
price and wage contrals then inflationary pressures
were let out of the bottle and inflation reached almast
10%: by tha end of tha pariod,

Phase Il ; 1972-1978

The P-star measure was signalling through 1971
that inflationary prassures might soon stabilise and
indead there was some respite between 187104
and 197302 (when inflation fell from 9.6% 1o 5.6%).
Again, however, this deflation (as opposed o the

Phiase il
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stability imglied by P*/P) was created by artificial
forces, notably the 30 day statutory freeze on prices
and incomes imposed in November 1972, Through
1972 manetary (MO) growth picked up very sharply
and this confinued for some time (this coincided with
the foating of the steding exchange rate)

MNota thal the P-star measure was very clearfy
signalling problems as early as 1972 - disputing the
conventional wisdom that MO failed to warm about
the inflation take-off in the mid-Tls. Even though
tha 1373 oil price hike exaggerated the impact of
monetary excessas, i is clear thal there was sfill 3
policy induced inflation problem during this period,
Az inflation took oM in 1874-75 a0 P*/F bagan to fall
sharply (real MO growth tailing off). Between
1975012 and 197801 the P-star measure suggested
inflation would sase back - as it did - although with
MO growth stil at double digit levels the implied
equiibrium inflation rale was still very high by the
slandards of the 1950's and 1960's.

: 1978-1886

The P*P “undershoot® in 197578 had been
relatively modest and this, coupled with the still high
growth of the monetary base, suggested that
inflation would remain problematic. Indeed betwean
197801 and 197902 the P*/P measura rose sharmly
- shortly followed by another take-off in inflation
{again exaggerated by an o price hike). In 1978-79
MO growth was running ai around 15%.

From 197902 to 198202, the P*/P measure dipped
sharply, undershooting the unit level.
This herakded the major deflation that took place
batween 198002 and 198604 when inflation fell
from 22% 1o 3% - an impressive achievement, abeil
al a substantial output and employment cost.

Through 1986 MO growth was picking up modestly
and the P*/P measure rose towards unity (actual
prices being depressed by the collapse in
commodity prices). In the early par of 1988, with
MO growth running at around 334% and the PP
measure suggesting thal an inflation eqguilibrium was
closa Io hand, it seemed that the inflation tiger had
been tamed. Unforunately, as the post-1986
experience shows, this was not o be the case.

Phasa IV ; 1986 1o date

In the latter pant of 1986, the P*/F measure moved
above unity and this, coupled with MO growth above
5% should have rung alwm bells. As we argued
earlier, velocity and output trends suggest that
monetary base growth of more than 3% risks
inflation equilibrating at 5% or above. However, by
mid-"88, monetary base growth had virually doublad
yet interest rates were -ushad as low as 7149%.




The P*/P measure rose sharply from 198700
ormvards, signaliing inflationary problems ahead.
Howaver, the authorities failed to respond
adequately o the situation. Part of the reason was
the Chancedler's adoption of an informal DME target
which was giving a completely opposite (and, in the
avent, wrong) signal. The October 1987 “markst
braak® also gave good reason to ignore, temporarily,
the corventional indicalors n assessing the correct
monetary stance. However, by early 1988, it was
clear that the equity crash had had little discemnible
impact on activity. MO growih confinued to rse, and
with i the P*/P ratio. Yet interest rates continued to
be cut until mid-'88 by which tme a substantial
amount of inflationary pressure had been
accommodated.

Although MO growth has recently begun to
decelerate, following the sharp rise in interest rates,
the curment P*/P ratio still remains well above unity.
An imporiant conclusion from our analysis - and
one that is rather concerning for the cument
situation - Is that thera has not been asubstantial
tall in inflation without the P*/P ratlo falling balow
unity tor a prolonged period. As explained
earfier, the periods of falling inflation In 1965-67
and 1972-T3 (when PP was still greater than
ona) were because of price freezes whose
deflstionary impact was nol sustainable. This
suggests that the inflation peak in the current
cycle s stll some way off. We discuss this in
greater detail in the concluding section

P-staf forecasts and simulations

Formal anatysis was undertaken of the P-star approach
o inflation forecasting with the key statistical results
reported below. The aquations estimated performad
well according 1o conventional econometric oreda and
the simulation properties of the preferred egualion
compared favourably with that estimated by the Fed an
US data.

The model tested ook the form:

NP = E:IJWMHﬁH.H.J'FI-I 1+ P (WL - NFLy )

kog of GOP deflator
one-quaner change in p
kg of P-slar
one-quarter change in p*
pne-quarter change in INF

fee bua an dafm woueTes and Selniions ko furher detals)

' Monatary Base (MO}

| Fgal GDP [¥)
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KEY ASSUMPTIONS [N CALCULATING P-STAR

Prochuctive poterttial (Y*)  Fleal GDP is assumed 1o grow at an
undarying 214% per gnnum, Ths &
tha average growth mate seen since
1960. Wa remain sceptcal about
whether there has baen 3 significant
stap up in underyng output growth
since 1975 (see also Natonal
Institute Economic Review, May
1985),

Equatons estimated over perod
197601-138504 suggesied & bredak
in trend in 1874, Estimated veacity
rand for 196101-157304 = 3.1%
pa; for 1974071-198804 = 4 3%pa

DATA SET AND DEFINITIONS

The data ware adjusied for breaks
in Auguest 1981 and Apeil 1982 (see
Bank of England descussion paper
NoZ3, Feb 1989).
Source: Bank of England

GOP (A} # 1985 market prices.
Source: Cenral Statstical Office

GOP (&) deflator caiculated by

dhvding money GDP by real GDP
Sourca; Central Statistical Office

Prices (P

Velocity (V) Derived from the identity MO. V=P ¥

P-star (P*) Denved from the dentity

MOV =P

Thes equation has the property thal in a steady state
[DINF = O) P* = P-and INF* = INF. In other words, where
inflation is steady then the actual price level and the
nflabion rale are in fine with thelr long-run aquilibrium
values. This is important for equilibrium and simulation
analysis.

The equation was estimated from 136301 to 198604,
with gighl observations (198701-198804) retained for
parametes stability tests. The cample was also spit at
1974 as a furthar test of parameter stabiity. The resulls
are reported in the table below {the 3rd and 4th lags of
DINF wera insignificant and therelors excluded from the
preferred equation):




.49 |
194
0.043
0.209

i INFy — INF1 )

R-Squared 0.35
Standard Ervor 1.1%

Autocoemelation Tests (Lagrange Multiplier)
CHISQ{1) =  -0.02 not sgnificant
CHISQ(4) - 1.58, not significant

Farameter Stabity (atter 158604)
CHISQ () = 3,60, nat sigrdficant

Chow Test (test for structural brask afer 197904)
Fi4.88) = 220, not significant

As the results show, the equation has a reasonable "
(bearing in mind the dependent variable is defined in
changes format), there are no obwvious problems with
specification, the forecasting properies in the post
estimation pariod are acceptable and there is no clear
avidence of a structural break within the estimation
period.

The remarkable property of the equation estimated - a
finding which concurs with that of the Fed - is how well it
performs. considering the parsimonious nature of the
specificion. The equation is effectively just relating the
price level o the monatary basa. There are no oil prica
dummias, no fiscal effects, and no prices and incomes
palicy dummies. Yet, as the reported hypothesis tests
show, the squation provides a perlectly adequate
reprasentation of inflation history.

The above equation was then examined to test the
dynamic response of inflation to a monetary shock.
Specifically we set up a steady state in which inflation
was 6% and P* = P. We then "shocked” MO growth
downwands by 2% (thus reducing the equilibrivm inflation
rate to 4%). The purpose of this simulation exercise was

check the dynamic stabllity of our estimated
Bquaton

examine the implied lags in the systemn between
changes in the monetary base and inflation

The results of our simulation exercise are given in the
charts below. Claarly the aqguation is dynamically stable
and axhibits cyclical convergence 1o the new equilibrium
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P-STAR SIMULATION
INFLATION

PP AATIO

path (this "overshooling” characteristic is fairly typical of
the madel-type we have estimatad). Following the shock
1o monetary growth (which is large in proportionate
lerms) il lakes around 5 years for the system lo sattle
down (withir 14% of tha new aquilibium inflation rate).
As would be expecied the P/F ratio dips sharply after
the monetary coniraction belore returning (on a heavily
damped cycle) to its unit value.

Assessing the current monetary stance

The P-star approach developed above is admittady
simplistic. Certainly there is room for further analysis,
sensifivity checks and the like, But the purposa of this
paper has been lo demonstrate, in a reasonably
accessible form, the power of monetary effects in the

long-run inflationary process.

P-star, we stress, is not foolproof. s calculation is
sensitive to the assumptions made and is of assistance
mare in judging long-run forces rather than providing
short-run insights. Nevertheless bur view, based on the
above analysis, is that P-star is a worthy addition fo the
indicators monitored by the authorities.
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PFRIME MINISTER

CHANCELLOR'S "ON THE RECORD" INTERVIEW AND APPEARANCE BEFORE
THE TCSC

You may find it helpful to glance this evening through the

attached transcript of the Chancelleor's "DOn The Record"

interview yesterday. I think it demonstrates that there was
substance in the various reports in today's newspapers. But
the overall context of the interview was perhaps rather more
rounded .

You will also want to be aware of the coverage of the
Chancellor's comments to the Treasury and Civil Service Select

Committee this afternoon. I sat in on this session, which

lasted about one and a half hours. The majority of that time
focused on the issue of ERM membarship. It is difficult to
judge how the press will write it up. There were some usaful
points the Chancellor made, which you yourself might want to
pick up, but my guess is that the press coverage will focus on
alleqged differences of wview with Alan Walters and, in turn,
with vou.

The sesasion started with some general questioning from Terance
Higgins about Bconomic and Monetary Union (EMU). The
Chancellor responded on his well established Chatham House
lines, and this material should cause no difficulty. When
asked why the Government had signed up to the cbjective of EMU
via the Single EBuropean Act, the Chancellor said that we had
always interpreted thls as meaning closer co-operation, not
the kind of thing the Delors Report Stage 1 laid down, He
laid strass on tha objections to the transfer of soveraignty,
and said he conld not foreses us ever agreeing to a Treaty
amandmant designed to facilitate EMU. But he saw no
difficulties with the guasi-transfer implied by systems such
a8 the Gold Standard.




Another point that came up in the opening guestioning was his
attitude towards a current account deficit. The Chancellor
said this was not the most important measure; the key
variables wara inflation and ovarall esconomic performance. In
any event, exchange rate changes ware unlikely te help reduce

trade imbalances,

EEM

Most of the rest of the discussion was on the ERM.

The Chancellor said that the United Eingdom was already
embarked on most of the Delors S5tage One measures; the main
thing we had not yet done was to join the ERM. But we would
whan thea time was right. When pressed as to when that would
be, he rasponded "walt and sea®.

Gilas Radice then asked how well the Chancellor thought the
ERM had worked in its first ten years; ha guoted some of Alan
Walters' commants on it. The Chancellor responded that it was
diffioult to ascapea the conclugion that the ERM had bean
succassful, both in reducing exchange rate fluctuations within
Europe and in helping EC countries to get inflation rates
down. The EM5 as such was not a substitute for proper
monetary policy) but it was clear the EMS had not got in the
way of achieving lower inflation. Alan's comments were
difficult to reconcila with the Facts.

Radice then asked what was the case for the United Eingdom
jolning the ERM. The Chancellor said this was the same as for
pother countries, ie it could help reduce exchange rate

fluctuations and assist in the conduct of an anti-inflationary

monetary policy. But the position on sterling was different

i

Erom all the other non-DM currencies in the system; it was
mich more widely held and traded, and the practical problems
of memﬁEFﬁﬁﬁp'?E?_gg were therefore correspondingly graater.
As to when the time would ba right, the Government would of
coursa find any advice from the Committee helpfull




Radice then askad whather the Chancellor agresd with tha
Govaernor that our joining tha ERM would help us in other
aspects of bargaining in Europe. The Chancellor =zaid he
thought there was potential help here either when the time was

right and we had joined, or when it was clear that we would be

joining within a given peried; but this consideration could
not be decisive in cur taking a view on when we should join,

Terence Higgins then asked whether, if we joined now with high
inflation and high interest rates and that led to large
inflows, what action would we take? The Chanceller said he
did not want to join now. He wanted to see inflation coming

down first. The Committee needed teo have patience; the time
wonld come but not yet. As to the specific problem of dealing
with inflows, there was a role for sterilised Intervention as
a First response; but if necessary, we would then need to

ravalua.,

John Watts then took owver the guestioning. He was mach more
sceptical than soma others about the merits of joining the
gyatem. He reiteratad the Chancellor's own point about other
non=-DM currencies not baing heavily traded; the Chancellor
agreed but said the Government did not believe this factor
alone made membership impossible. Watts than asked whether
membarship would have made it sasier to resist the recant
devaluation of the Pound. The Chancellor said he would not
comment an current conditions. But in general he agreed with
the Governor's earlier evidence that membership of the ERM
would condition the market's expectations on the extent of
fluctuations. Membership provided no new instruments of
policy; we already had the power to intervene and set the
right level of interest rates. But the issus was the context
in which they were used. He accepted that market perceptlions
could be changed by the psychology of membership and the
resultant scale of concerted intervention oparations.

Watts then asked in what ways full membership would improve on
tha conditions wa operated under in 1987-88 when wa shadowed
tha ERM. The Chancellor said it would give greater




credibility within a helpful framework. As a result, currency
pressures in the markets would tend to be less., And once in
the system we could make exchange rate reallgnments with much
greater market credibility, and thereby remove the present

tendancy of the markets to overshoot.

Watts then asked whether the process of pegging exchangs rates
was a cure for inflation or only helpful in keeping it low
ocnce that state had bean achieved. The Chancellor said that
ERM membership was not a subsatitute for correct pelicy
decisions. Monetary policy was tha way to get inflation down,
but ERM membership was about how to use a framework to
buttress monetary policy; he said there were some similarities
between the Gold Standard and ERM. He believed that parieds
of free and floating exchange rates had been rare in the past

and would remain rare.

Watts then turned to the potential conflict of interest poliey
baetween internal conditiona and external commitments if we
wera mambers of the ERM. The Chancellor stressed the
flexibility in the ERM, both via the bands and the possibility
of realignment. We must be prepared to make use of both
dimensions. If there was a conflict, counter-inflation must
come first. But history showed that perlods of conflict are
few; generally there is compatibility between exchange rate
stability and getting inflation down.

Finally, thers was some guestioning from Lewis Moonie. He
again asked when the time would be right. The Chancellor =said
he was going to give no hint at all. But he then went on to
say that he thought a relevant consideration would be whether
the ERM system could survive the removal of exchange controls
by the main existing members; it was reasonable to wait for
that and see how the EMS worked out; but he could not give a
date. The second factor to consider would be when our
inflation rate was again coming down; which he said he
axpected to happen "later this year"., Moonie pressad as to

whether there were any other factors to be taken into account;
the Chancellor said "these are the two main things". Gilas




Radice then intervened to argue "therefore you are saying
wateh 19907, The Chancellor rasponded that he should not
expect the Government to enter then, but that it would be
sensible to wait until at least that date. He did not rule
out joining before then, but he thought it reasonable to wait
and sea how things went with the removal of exchange controls,
and then to Farm a view. Radice ratorted by again mentioning
1990, and saying that by then your last remaining argument
against ERM membership would have been removed,

[VJE" 6.

PAUL GRAY
12 Juna 1989
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P R C Gray Esg
Private Secretary to
Prime Minister

10 Downing Street
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Dear Faud

THE RECENT RISE IN INFLATION fffﬁ

F;f:,; Lol

As you reguested in your letter of 24 May, I attach a note on the
recent rise in inflation. I also attach some points for Prime

Minigter's Questions tomorrow. e —

Yious

A C 5 ALLAN
Principal Private Secretary
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PONTE FOR PRIME MINISTER'S QUESTIONS

Shadowing DM led to current inflation?

Economic policy is the policy of the Government as a whole.
Inflation has risen, and to an unacceptable level, and that means

that monetary policy has been too loose at times in the past, as

my rhf has stated. One such period was in the aftermath of the

stock market crash, when there were very real fears about

industrial confidence,

More complex than that?

Of course the causes of ;nflatlun{arei:ﬂmplex. but then we all

know that the rhg doesn't understand the first thing about them.

[Won't take lectures on inflation etec... {including point that
underlying rate - ie excluding MIPs - is lower than lowest

achieved under last Labour Government) ]

Agree with Walters 'EMS half-baked etc'?

Government's policy is to join when the time is right. As my rhf

has said, time is not right now. For example, will want to see

how EMS copes with abolition of exchange controls in major

countries.
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THE RECENT RISE OF INFLATION

The broad pattern of inflation through the 1980s has been similar
in the UK and the rest of the G7. Inflation fell sharply between
1980 and 1383. The trend was distorted by the collapse of oil
prices in 1586. Inflation has been rising since the beginning of

1987.

Chart 3 G6 Consumer price inflation and total RPT (quarter]y data)

Per cent change on FEAF CATUET

o
[958 1589

Inflation in tha Q7

2. The rise in inflation worldwide mainly reflects the
unexpected buoyancy of the world economy. Demand has been much
stronger than anyone expected, with rapid growth of consumer
spending and fixed investment. Both ara connected with a

strengthening in the supply performance of the G7, helped by
wvidespread deregulation. Pressure upon capacity has increased.
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3 In the event, the stance of monetary policy at the G7 lavel
turned out to be insufficiently tight to deal with the strength of
demand pressures. There are a number of possible explanations:

= the conduct of monetary policy was made much more
difficult by changes in the behaviour of the monetary
indicators, partly reflecting financial deregulation;

- =
- inflatiuni.rnﬂd ag the onca-and-for-all effects Eé lowey
0il prices worked their way through but also because the
lagged effects of lower o0il prices boosted growth more than
expected'
- Lhe world economy was surprisingly subdued in late 1986

and early 1987 which encouraged some further easing of the
policy stance;

- interest rates had begun to ris& e during the course of 1987
but this tightening of policy was aharted by the Btuck market
craﬂh in Dctnbar 1987. There was widespread cuncﬂrn about
thﬂ dﬂnQBra ‘that could ensue from a further collapse of
prices and the threat to the international financial system.
Te prevent this potential collapse of confidence, monetary
policy was eased throughout the G7 countries;

q. Since the rising pressure of inflation became evident in the
Spring of 1988, monetary policy has been tightened noticeably.
Interest rates in Germany and the US have risen by more than 3 per
cent and substantial increases have taken place elsewhers.

Inflation in the UE

L The true picture in the UE is obscured by mortgage rate
changes - which distort international comparisons. Excluding
mortgage interest payments, the similarity with developments in
the rest of the G7 is even greater. But at each stage the pattern
is more acute in the UEK; inflation fell faster in the early

CONFIDENTIAL
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1980s; it shows a more pronounced flattening between
1987; and recently has increased more sharply.

Chart 2 G6 Consumer price inflation and RPI excluding MIPs (monothly data)

L Per cent change on yeas eamiier

G Consamer
price mniflacion

The unexpected strength of demand has been particularly
striking in the UK. Some of the reasons are:

= the earlier fall in inflation was greataer;

- the supply side improvement with rising productivity,
profitability and investment, went further;

- the reduction in oil prices produced less benefit in the

UK; oil‘'s contribution to the balance of payments was
diminished and the expected decline in sterling offset some
of the gains to the general price level;
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- deregulation in the financial markets was more complete;
- developments in the housing market played a unigque role.

15 It remains surprising that consumers have adjusted their
gavings levels to the extent they have. Credit liberalisation has
had a major effect upon behaviour. In contrast to the United
States, where people have now become accustomed to a deregulated
credit regime; consumers 1in the UE have found the ready
avallability of credit a heady experience. This unfamiliarity has
produced cvershooting, and the ratio of personal sector debt to
Jhcome now exceeds that in the US. In time, consumers will adjust
to the realities of debt serviece but in the meantime it has meant
a stimulus to demand.

B. The housing market has played a special role. Mortgage
borrewing has been the main source of credit expansion. The
easing of monetary peolicy following the stock market crash was
evident in the growth of house prices and expansion of mortgage
demand from the beginning of 1988. This was compounded by the
announcement of the ending of double mortgage relief which did not

become effective wuntil the beginning of August. What was a
curbing of the tax relief on credit was seen by the public as a
gort of 'special offer': it sparked cff an intense pericd of
house purchase by potential sharers, who were then joined by other
buyers who sensed prices might run away from them.

The money supply

9. Bearing in mind the lags in monetary policy, it is clear in
retrospect that monetary policy should have been tighter on

= PR S ey e

E 3 i — 1
average throughout the last three or four years. But it is

difficult even now tuuéay by how much.

e |

10. Over the period, MO has been the best monetary indicator.
But it is a contemporaneous rather than a leading indicator of
money GDP. 5o even if policy had been axclusiu;if-gﬁsad upon MO,
the strength of the forces in operation - the falling personal
gsaving ratio and the investment boom - make it unlikely that

CONFIDENTIAL
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changes to interest rates made in response to MO developments
would have been in time to prevent excess demand pressure,

11. It has been sald that broad money growth was a useful leading
indicator between 1985 and 1988 and showed the need to tighten
monetary policy earlier. But that has to be set alongside all
those occasions, since we started our policy of financial

deregulation, when glving increased weight to broad money would
have led to the wrong response. We could not and still cannot
base policy on broad monay. ?rh{

e Wit hEnﬂaili‘?r

12. It is, moreover, impossible to beliave that the policy of not
overfunding was at the heart of the monetary expansion. This is
wrong on two counts. First, the ending of overfunding does not
explain the acceleration of broad money growth and, second, it has
not been established that the growth of broad money causes faster
growth of nominal GDP.

13. It seems inescﬂgghle that we should continue to rely on MO as
the best measure of thaﬁﬁnnEy supply. We have to IEﬂugnisE-_Ehat
we are without a reliable and reasonably long leading indicator of
money GDP. So it i not possible to prevent f£fluctuations in
inflation genserated by surprises to domestic or external demand or
capital flows. The job of monetary policy is to make sure that
these surprise%rﬂﬂ not generate sustained higher inflation. This
is what has been done. Monetary policy has been tightened sharply
and the fﬁflEEinn_EﬁrgE will subside. 3

S —

Exchange rate

14. Monetary policy has taken the exchange rate into account as
an esgential ingredient in monetary conditions for many
years - both because of its direct effects and because of the
unreliability of the monetary aggregates at a time of structural
change .

15. There is no reason to doubt this long established policy. A
higher exchange rate tightens monetary conditions and  puts
downward pressure on interest rates and vice versa. There is a
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direct effect on import prices; and exchange rate changes affect
the profitability of UK manufacturers by constraining their
ability to raise prices. There are second-round effects through
their impact on inflationary expectations and wage negotiations.
Other countries adopt this approach for the same reasons.

16. Following the Louvre Agreement in February 1987, there seemed
a strong casea for using the framework that provided, for espousing
exchange rate stability and arresting the steady decline in the
exchange rate that had been occurring up to that point. In the

event, thg—prEEEurEs'Ebnn‘prnvzﬂ‘tu-hqlthe other way, but in the
run up to the Election we held rate below 3DM, and this

continued after the Election as the Eurrent account moved into
daficit.

Tt

17. There were obvious reasons for trying to maintain greater
exchange rate stability at this time. Industrial perfhrmance and
investment would have been damaged by a sharp and unsustainable
appreciation of sterling - and this of course became particularly

important in the aftermath ;of the Stock Exchanga crash whan
business confidence was particularly fragile; other G7 countries
were trying to achieve greater stability within the framework of
the Louvre Agreement; and through a commitment to restrain the
rise of sterling i%'was hoped to increase confidence in the egual
commitment to resist any subsequent pressure for depreciation.

18. Containing the strength of sterling involved  heavy
intervention. But it is doubtful if the interventicn that took

E;*ETE&E"EEEEEEh 1987 and 1988 had any direct inflationary effect.

"4
L]

Intervention increases liquidity in the cnomy if it is not
funded and in some circumstances large-scale !!tﬂrwentlﬂn can make
monetary management more difficult. But during 1587-88, with the
public sector moving into surplus, there was no financing problem.
The intervention was fully sterilised on any basis. The operation
T T il e,
of the Exchange Egualisation Account ensured that there wag no
addition to the monetary base, and the successful full funding of
the intervention ensured that there was no addition to liguidity.
The growth of broad money was due to tha growth of private sector

lending. There was no contribution from the public sector and,

CONFIDENTIAL
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therefore, there was no monetary stimulus - either to bread or
narrow money - independent of any effect arising from keeping down
interest rates and the exchange rate.

19. So far as interest rates are concerned, base rates waere
raieed to 11 per cent as sterling weakened in Autumn 1986. As
sterling*r;ppreciated following the Louvre Agreement, interast
rates came down gradually to 9 per cent in May 1987. They were
raised to 10 per cent as policy was tightened in the Summer. They
wera reduced, in 1line with other countries, following
Black Monday - 4 per cent cuts in October, November and December.
By February 1988 they were back to 9 per cent. Over the whole
pericd interest rates came down only 2 per cent, of which 1% per
cant followed Elack Monday.

20. In retrospect, it is no doubt true that we needed a tighter
policy in the sense of higher interest rates, or a higher exchange
rate or some combination of the two, in both 1986 and 1987 and in
the early part of lBEEt.:vr:u The 3DM policy played some part in
this. But it is important not to exaggerate the part it played in
a misjudgment of monetary conditions which we shared to a
considerable extent with the rest of the world and which had many

other causes.
Conclusions
21. This analysis points to the following conclusions:

(a) inflation has risen everywhere;

&
(k) international comparisons are distorted by the inclusion

of mortgage interest payments in the RPI;
(c) excluding the effects of mortgage interest, the rise in

inflation steme primarily from the same causes as in the rest
of the world;
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(d) monetary policy in the UK has had to cope with two
linked factors which produced great strength in demand:

(i) the axtent of financial deregulation - a
once-for-all phenomenon

(11) the rise in property prices;
{e) together with booming Lnvestment, these have put
monetary policy under strain. But interest rates have been

raised to bring inflation back down:

(£) MO remains the best monetary indicator, but no indicator
is fully reliable at a time of structural change;

(g) taking the exchange rate intc account and avoiding
excess depreciation of the pound remains an aessential
ingredient in mnn&taﬁf policy.

(h) there ie no case for giving broad money a more
significant role or for returning to overfunding;

(i) Aintervention has been fully sterilised and had no effect
on aither broad or the narrow measures of money;

{j}) the 3IDM policy may have been one factor among many
contributing to what, in retrospect, were too loose monetary
conditiong over the past three years;

(k) with hindsight, the loosening of monetary conditions in
response to the Stock Market erash proved particularly
ill-judged, but it is difficult to say what would have
happened if we had not done that.

CONFIDENTIAL
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PRIME MINMIETER

TREASURY PAPER ON THE CAUSES OF THE PRESENT INFLATION

You asked me this morning to press the Treasury to speed up

the timetable for this paper, and to let you have something

tngij ig_advance of tomorrow's Questions. Their immediate

response was to offler some kind of saommary note, but after

some pressing they have now t213ﬁ] delivered the full paper.

I have not yat had time to study this, and of course Alan has
not seen it at all. I doubt if it is sensible to make use of
an;_nf the material'in the note before you have had the chance

our bilateral with him on Wednesday

afternoon. T will try to snsure that you have some briefing
on tEhe paper in tomorrow avaning's box.

4

P. 5 . (r?'l_ar. !:_.U J,-L F,._{-I 5‘1 r"u,__. e L | ;Ln:'ﬂ.-i -

e
PAUUL GRAY

12 June 1989
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SIR ALAN WALTERS

FURDING POLICY/INFLATION

There has been a lot of speculation in tha press over the last
week or so about possible changes to the datails of funding
policy and management of the money markat. This had its

origin in comments from Tim Congdon and others, including the

suggastion of a return to over-funding.

The Treasury went out of itz way at the end of last weak
formally to deny the stories that a fundamental reaview of the
conduct of policy was underway. But my understanding is that
the Chancellor has asked for a number of the technical
suggestions to be looked at. I think it would be helpful on
vour raturn 1f you could guickly take stock with Michasl
Schalar and others of what work is underway, and ensure that
you are fully involved in it. You might want to consider
letting the Prime Minister have a note, say, for next

weckend"s box.

There is also a separate Treasury exercise under way you
should be aware of. About ten days ago, the Prime Minister
told the Chancellor she thought it would be halpful to have

a note analysing the rsasons why we have made no further
prograess in reducing tha rate of inflatlon since 1983 and for
the recent acceleration in the rate. The Chancellor respondad
that he had already asked Taerry Burns to do some work on this,
I am told that Terry has now done a first draft, which facused
almost exclusively on the expsriment In shadowing the ERM.

The Chancellor has discussed this with him and asked him to
revise it, particularly by extending the analysis to cover the
1985-86 period as well. (You will be aware that Tim Congden,
amongst others, has argued that it is in that esarlier period,
not just in the 1937-88 ERM shadowing, that things started to
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go wrong,) You may like to make contact with Terry to check
progress on this exercise:; I have told the Chancellor's office
that it would be helpful to have this note available within

Ehe next wesk oOr s0.

PAUL GEAY
h June 1989

DE3ATA
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MAREKETS

Sterling opened this morning at 92.6/1.5740/3.1255. This was
little changed in effective tzrms but with theraﬁllar weak it
was 1.5 cents up but 1 pf. down. This outcome was helped by
100m. of intervention. The position remained the same until

= = - . " : . '
lunch-time when aterling weakened against both currencies

reaching, at one point, DM3.1050. Further intervention
— -

brought the total for the day to $270m. By the close the

position had stabilised at EE.EHl,ﬁ?EEEH.l}E?.

Sterling remains vulnsrable and sentiment is poor. 1In the
ilmmediate future much depends on the Bundesbank tomorrow. If
they do not raise rates (whieh the Eankrrhink is the most
likely gutcoma) gﬁé_ﬂfEHHHEH on the £€ could ease and provide a
good basis for intervention. TIf it raises rates sterling
could come under strong pressure, with the Government facing
the choice between letting the rate fall or raising interest

rates still farther.

The Chancellor is in Paris tomorrow morning until about 1800
hours and iz out of London on Friday. You are tied up with
Prasident Bush until the early afternocon. I have put a slot
in the diary Eor 1830 on vcﬁr return from Dulwich should it be
necessary For you E;_:nnfer. But this will be activated aonly

-
e

if necessary.

Andrew Turnbull

31 May 1989
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FEIME MINISTER

TODAY'S MARKETS

I had a word with Eddie George just after your return this
afternoon to chack the position in the markets.

The key points have been:

The day started with considarable dollar HtrPngth against
all currencies. The Japanese melemenred their long-
promisad plan to Ealqp tﬁﬂlr discount rate ‘but; having
bean anticipated for 30 luaq, this had LLctLe effect.
———
There was a modest round of cuncnrtad 1nfprvﬂnt1ﬂn,
including some Ifum the Garmans, which we joined in; but
the exercise was rathar half-hearted so this too had

littla effect. 1

p—— de
In the early part of the day, our crossreed against the

DM was down only a little, at around DM 3.15, but this

——

afternoon it has weakened and now (1540) stands at just
DM 3.14.

Eddie says that trading has been very thin, and the
situation does not regquire 1rqgnf-acEinh.' But he does
find things worrylng, and the Bank will be keeping a

caraful eye on the markast overnight and first thing

tamorrow morning with a view to possible intervention.

We have not done any unilateral intervention so far.
—|—'___

Thera is8 no aLgn_uf significant upward preassure on

interest fﬂteﬁ in the money markests,

e o —
e - Y

[
d-cc.

PADOL GRAY
30 May 1989
DE3ATIT SECRET




10 DOWNING STREET

; LOMDON SWIA 2AA
From ihe Privale Secrefar)

In the course of their bilateral vesterday, the FPrime
Minister asked the Chancellor whether work was being dons
in the Treasury assessing the reascns why there had been no
further progress in reducing the rate of inflation over the
last few years, and the reasons for the recent increase in
the rate. B5She had read the article in the Barclays Economic
Review by Alan Budd, and would like to see a similar assessment
by the Treasury. The Chancellor sald that he had Indeed asked
the Chief Economic Rdviser to put this work in hand. The
Frime Minister said that it would be helpful to have such
a paper avallable as soon as possible.

Alex Allan, Esqg..
HM Treasury.

SECRET




SECRET

10 DOWNING STREET

’ ’ | LOMDON SWIA ZAA
Fram the Privade Recretorn 24 May, 1989

IRTEREST RATES

Thea Chancellor came to see the Prime Minister at 0925
his morning to continue the discussion at their bilateral
yvesterday about the position in the markets.

e
L

The Chaneellor said that he had considered the position
further this morning with Treasury and Bank advisers. The
exchange rate had weakened further overnight, and the unanimous
conclusion was that interest rates should be raised by 1 per
cent. The Prime Minister agreed that, in the circumstances,
there was no choice but to take this action. It was agreed
that the Chancellor would arrange for the Bank of England
to signal the 1 par cent increase at 0945 this morning.

Alex Allan, ESdq..
HM Treasury.
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TRANSCRIPT FROM 1 O'CLOCK NEWS, BBC RADIO 4, 24 MAY 1989

PRESENTER (JAMES NAUGHTIE): Joining us now from our radio car in
Downing Street is the Chancellor, Nigel Lawson. Mr Lawson, hasn't
this latest rise in interest rates been caused by what the Prime
Minister said yesterday, perhaps ill advisedly, because the result
wase to send a jittery City running to sell the pound?

CHANCELIOR : I don't think you can attribute any one particular
causa, though there have been a number of things happening -

HAUGHTIE: But it didn't help?

CHARCELLOR = There have been a number of tThings happening;
notably the remarkable strength of the dellar in recent weeks.
What had happened, guite simply, was that the pound was under
pressure to the point where it was necessary to raise interest
rates in order to keep monetary policy sufficiently tight. I have
gaid all along that we have got to get inflation down, and that
means interest rates have to be as high as is needed for as long
as is needed, and I judged that the time had come, given what was
happening in the foreign exchange market, to raise interest rates,
and this is indeed has had a salutary affect. But what you have
to look at, as Alan Budd quite rightly said, is what is happening
to the domestic economy, and on the domestic economy things are
going just as they should do. You have seen the housing boom has
subsided, the amount of borrowing, therefore, which 1s largely
IIEEE_Htﬂ purchasing housing, that has come down, the retail
Epeﬁaing has come down, we see the :aLEITh_EElEE figures today,
that has Elowed down tremendously, and the progress of getting
inflation down takes-Ez;E: of course, but it is going according to
plan.

HAUGHTIE: But you see, the reaction of the market yesterday to
what Mrs Thatcher said was very sharp indeed, as you know, and to
make that kind of comment off the cuff at question time against
the background of the strong dollar against the background of 8%
inflation, against the background, frankly, of a long standing




dispute between you and the Prime Minister about exchange rate
policy, is surely 111 advised, and almost certainly going to
produce the kind of reaction that forced you to put up rates
higher than you would want this morning?

CHANCELLOR 1 I really wouldn't attrihut€£L£FE market, what is
happening in the foreign exchange market, to’ what the Prime
Minister said, that is absurd. What this shows is the febrile
—

natura of financial markets and the foreign exchange market in
particular. That's something we have always known about, and that
is one of the reasocns why, within the G7 major industrial nations,
we have tried to exercise a steadying influence over the years,
because the nature of markets is such that they are extremely
febrile and volatile.

MADGHTIE: The Prime Minister said last year that you could not
book the markets, you are saying that you have got to do it. Now
looking back to what the Prime Minister said on that subject last
Friday, she said that the inflationary trouble started, she said
we actually picked it up, the inflationary tendency, during a time
when we were trying to hold our pound lavel with the Deutschmark
at 3 marks. HNow that was a policy she didn't support, but you
pursued. Isn't that the beginning of all our trouble?

CHANCELLOR = No, I'm really not going to go over all that. I
think +this is absurd. What is important is that we have a very,
very strong economy, we have a highly successful economy, we have
invastment higher than it has ever been before, both in total and
in terms of business investment, and as a proportion of the
economy as a vwhole, we have productivity growing faster than it
has ever grown before, and wa have an excellently performing
economy . Now we do have inflation too high, it is necessary to

take steps to brfﬁq inflation down, those steps have been taken,

and the further measure I took today shows quite clearly that the
Government's resolve is total and absolute. Whatever is necessary

to bear down inflation, we shall take those measures, and that is
in stark contrast, if I may say so, with the Labour Farty. We
heard Mr Smith earlier, that every policy the Labour Party has
will simply put inflation higher.




HAUGHTIE: Ian't it the case that we wouldn't hawve this kind ot
problem on the foreign exchange markets 1If we had been full
membars of the Exchange Rate Mechanism of the European Monetary

System, earlier than now?

CHANCELI.OR 3 I think it is impossible to say what the position
would be if we had been members of the Buropean Monetary System.
But thera are no magic answers, no magic solutions. The answer is
that obviously there is a strong case for joining the ERM; that is
why we have said very clearly, time and time again, that we will
indeed jeoin, when as a Government we decide the time 15 right.

NATGHTIE: But economic advisers were saying the time was right in
198661 If we had gone in, we would not have this problem now.

CHANCELLOR : That is really not relevant to what we are
discussing now, which is the measures to bear down on inflation.
I mean, the underlying rate of inflation, if you strip aside
mortgage payments, the underlying rate of inflation, even now, I
think is far too high, but even now is lower than it ever was in
the very best month in the whole of the pericd the Labour Party
was in office.

NADGHTIE: Do you think the interest rate is going to have to rise

again this year?

CHANCELLOR : Well, I see no reason to say that, but as I say, I
will do whatever iz necessary at any time; but we had interest
rates steady at 13% for a period of & montha, which is the longest
period we have had without any change in interest rates for a
very, very long time, for a number of years.

MAUGHTIE: So we should not take literally what the Prime Minister
gsaid yesterday, mnamely that what you have done will control
inflation? More may be necessary? . e
D

CHANCELLOR = Inflation is already coming round, not in the sense
that the RPI figurss will yet show, that will take a little bit
longer, but it will certainly be visiEiE_Puring the course of this
year. But already, as I have said, the scale of borrowing,




particularly thﬁ borrowing to buy houses, that has fallen very
considerably, retail salegs are not growing nearly as fast, the
overheating in the economy, to use the cliche, is now on the way
to subsiding, and T think ewverybody, you heard what Alan Budd
zaid, everybody agrees that it is merely a matter of time before
inflation will be coming down again. That is what really matters.

NADGHTIE: Isn't there one clear signal that peocple are bound to
take from today's action, namely that tomorrow's trade figures are
going to ba bad?

CHANCELLOR : I am not going to talk about tomorrow's trade
figures. You will have to wait and see what they are tomorrow.

NAUGHTIE: Mr Lawson, thank you very much indeed.

N




IRN interview - 24 May 1989

Ehancellurlizare has been pressure on the pound and I have always
said that we would keep interest rates as high as needed for as
long as is needed to get on top of inflatien. And with the
pressure on the pound, with the pound slipping back a little bit,
and largely because of the Strong dollar, but nevertheless looking
back that does threaten,if nothing is done, to undermine the
strength of the anti-inflationary policy. Therefora 1 is
necassary to restore it by putting interest rates up a point.

Moffirt Although there have been occasions in tha past when tha
pound has been very weak against a strong dollar and that has not
produced the sort of imported inflatian that many outside
observers thought it would (why will it this time 7

Chancellor We've always taken the exchange rate into account,it's

very Iimportant to do so, and I'm not saying that this is going to
push inflation higher in itself. What I was Baying is that if we
had left it ,if I had left it, so that the pound was allowed to
drift down any further, then I think this would undoubtedly have
undermined the strength of the anti-inflationary discipline which
it is necessary to put in place, E;E—-EEE;EEGIE this has been
tightened by the only way posaible, which iz to raise interast

races.

Moffitt You have been trying to hold base rates at 113% despite

ey
relentless pressure from the City that you should put them up.
How big a set back is this for you personally ?

—,

Chancellor I think you can discount the relentless pressure from
the City there are always a lot of voices in the City and they say
different things. We have had interest rates at now 13% ,which was
a high level, for six months, and during that time we saw the
medicine working veF;_EEEIEEnctﬂrily‘ We saw the house price boom
subsiding, and thEI;E_EE;hnver indeed falling very considerably.
We ;::-;étuil spanding cEEIEE'dnwn 50 that is subsiding toe. And




altogether everything happened just as it should, and so wa wer:
on track and that was fine. But as 1 Eay we've now had the
developments in foreign exchange market which meant that if theu:
had been no reaction the satisfactory progress that we have beear

&

achieving so “far would have been undermined. And that I was not

prepared to allow.

Moffitt You have previously made it clear that interest rates
would stay high as long as they need to stay high in ordar tc
squeeze inflation out of the economy. This move has bean forcec
on you by external circumstances: can we assume that this latest

1% rise might be reversed earlier than we might otherwise hawe

G
axpectad?

Chancellor Mo, I don't think you can assume anything, except
this: that I will always take whatever action I judge to be right
in the interests of the eaconomy, in the interests of getting
inflation down, and also in the interests of having a stronc
SCONOMY . When [ believe it is necessary to raise interest rates,
interest rates are raised. I believe there is no point in
ﬂhEinking from unpopular action; you have to do what is right, anc
equally when the time comes for interest rates to come down, they
will come down. But of course, there is no way I can tell ¥ou
when that will ba.
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LATEST RPFI FORECAST

You might like to be aware, before your bilateral with the
Chancellor this afternoon, of the Treasury's latest internal
forecagt Eor tha profile of tha RPI over the reat of thisa

year.

I managed to extract this from the Treasury this morning,

although the Chancellor may not be aware of this. I should

therefora be grateful if you would aveid revealing to him you

know the precise figures.

The Eigures are:

May/June B.4%
July B.3%
Angust T7.4%
September = 7.5%

Dropping by Decembar to 6.8%

Ag you will recogmigs, this 15 ancother upward revision. It 183
gald to be based on present levels of interest rates and the
axchange rate, and to assume that thers will be some asquesges

in retailers' margins during the rest of the year.

As in the earlier forecasts, there is still a substantial drop
in August, when the main mortgage rate effect drops out; but
at significantly higher levels. The Budget forecast of 5.5%
for the fourth quarter now looks pretty sick.

(e,

FAUL GRAY

23 May 1989
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PRIME MINISTER

WHY DO WE HAVE 8 PER CENT INFLATION?

¥You may like bto see Professor Budd's apnalysis of what has gone
wrong with economic policy, if unfy because Terry Burns' own

> e e e o : = = T
analysis would be very similar. ©Like Tim Congdon, Alan Budd

geas the difficulties beginning in 1985-86, long bsfore the
shadowing of the DM, though that gave things an extra push by

1

causing the signals coming from MO in early 1988 to be
t——

overridden.

Although in the long run, Alan Budd is sympathetic to the ERM,

he wishes to stick with MO targts for the time being, but with
e

broad money being given greater emphasis than in the recent

past.
—

It would be helpful to ask the Chancellor for a papar giving

his own analysis of events. PFirst, this would counteract his

tgﬁdency towards secrecy and would reduce the risk that you
=
and he gek at cross purposes. Ssacondly, it would provide a

basis for discussing a number of unresolved issues, e.9.,

e

u 3
narrow e broad money targets, and whether any weight

can be put an the apparent return to trend of M3

velocity, sees Alan Budd's [lgure 7;
m——

e

the affect of intervention when sterilised.

Thirdly, it would also help bring the Chancellor to

acknowledga that mistakes have been made over a number of

years without pinning them on factors which are attributable

to him alone. Therasa have bean mistakes of Government, buat
e,

sinca you have consciously strengthened the position of the

Treasury

- by eliminating other sources of advice such as the CBD
and CPR5;




= by discouraging second guassars in the Harold Leavar

rola

the Trzasury does have to take responsibility when thiangs go

wrong a3 wall as take credit for the successes.

KA

ANDREEW TURMBULL

22 May 19389
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HOTE FOR THE RECORD

The Chancellor, who was attending the informal eco-fin meeting
in Spain, rang tha Prime Minister at around 12.30 on 20 May to
discussa the press reports of the Prime Minister's interview
the previous day with the BBC World Service.

The Prime Minister said she recognised the Chancellor would be
distresaed by the reports, as indeed she was herself. But the
actual interview did not bear the interpretation the press had
given it. &he had never said that the Chancellor had beesn to
blame for the pick-up in inflation; indeed if she blamed
anyone for it, it was harself.

Continuing sha said that, with the benefit of hindsight, when
she had been asked whether the Chancellor had been wrong to
seek to shadow the Deutbtschemark, she should have given a
direct answer - refuting that suggestion and emphasising her
support for the Chancellor. But at the time it had seemad
important to give the answer she had done, refuting the report
on the radio earlier that morning. The Prime Minister
repeated that thers was nothing in her remarks to say that she
blamed the Chancellor. Indeed, she and the Chancellor stood
together on economic policies.

The Chancellor said that, of course, he accepted evarything
the Prime Minister said. But the press reporting of her
interview presented him with the most difficult situation he
had yet faced. He was always happy to discuss policy fully
with the Prime Minister in private, but it was very difficult
if issues between them were brought out in the open. While
again stressing ha accepted everything the Prime Minister had

said, he was not surprised by the interpretation that had been

put on the interview by the press and by the Oppesition. But
his most immediate concern was that action should be taken to
corract any misinterpretation in time for the Sunday

newspapers.

The Prime Minister repeated her sarlier remarks. She said

COFIDENTIAL
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that, when the Chancellor came to give his press conference
later in the day in Spain,; she was happy for him to say that
they had spoken and for him to esmphasise her full support. As
ragards the Bunday prass, she would be content for the No. 10
Pregs Office to take action to amphasise the key points.

In further discussion it was agreed that they werae:

The policies adopted by the Chancellor were those of the
Goverpment and were [ully approved and supported by the

Prime Minister.

Those policies had brought great economic success tg the
UE; rising living standards, high employment etc.

The present pick-up in inflation was a problem, buat the
right action had been taken - in full agreement - and

would succeed.

The Chancellor repeated his request for the Ho. 10 Press
Office to take positive action with the Sunday press te get
this message over, and the Prime Minister and Chancellor asked
me to pat thie inte affect.

I then gspoke to Bernard Tngham. His judgement was that to
approach the Sunday press would be a mistake. During the
morning the press had been showing very little intereat in the

story, and for us now to approach them would have the effect

of atoking things up again. But he agreed that, 1f the press
approached us on the story, he would emphasise the three

points agreed. I also teld him that it was possible the news
would come back from Spain that a telephone conversation had

taken place.

I then reported this conversation back to the Prime Minister.
She acgepted Bernard's judgement but asked me to pass out a
Lurther message to the party in Spain, explaining the attitude

wWe were taking.

CONFIDENTIAL
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I then spoke to NWigel Wicks in the Chancellor's party and

asked him to pass on this message.

At about 1500 Wigel Wicks rang me back to say that the
Chancellor was deeply unhappy about the decision not to take
positive action to contact the Sunday press. Ewen if such
action had the effect of reviving the story, he would much
prefer the record to be put straight and for the Prime
Minister's support for him to be made absolutely clear. His
concern was that, given the publication deadlines, time was
now getting extremely short te influence the Sunday
newspapers. I undertook to discuss this further with the
Press Qffice.

As I was unable to contact Bernard Ingham I discussed the
latest developments with Terry Perks. He concurred with
Barnard's original judgement, and with the view that it was in
any event probably now too late to influence the Sundays. But
I said to him that, in view of the nature of the earlisr
conversation betwean the Prime Minister and the Chancellor

and given the Chancellor's centinuing unease, I thought he
should speak to a selection of the Sunday papers - aven if
this had no impact on the stories they ran it would enable us
to say that we had met the Chancellor's request. Terry Parks
agreed to do eo.

He rang me back at about 1600 to say he had spoken ta the
Times, Telegraph and Express. The Times had said that their
political writers were not running anything on this story, but
the economic staff were. The Telagraph and Bxpress had yet to
decide how to handle things. Terry had fed in the thras kay
points to all of them. Terry said that he felt it would ba
totally counterproductive to approach any of the other papers,
and I agreed.

At about 1700 I rang Nigel Wicks in Spain again. He was
unavailable, but I left a message for him to the effect that
"the action had baen taken®.
I subsequently reported these later events to the Prime
Minister in a telephone call at abeut 1800.

(Rt -
PRUL GHAY
20 May 1989




HOTE FOR THE RECORD

I spoke to the Prime Minister about the press interpretation
of her World Service interview. 8She confirmed that she had no
intention of criticising the Chancellor publicly. She has
agread the following press line,

(i} [t has besen recognised that monetary policy became too
loosey that is why it has now been tightened up.

Important to remember that the Chancellor was trying
to avoid a recession following the stock market crash.
In this he acted with the full support of the Prime
Minister and wasa successful.

Her interview specifically drew attention to
inflationary pressures =lsewhera; hence not
attributing current positien on inflation entirely to
UK policy.

S5he eXpresased the hope that the current stance on
monetary policy will prove well judged and that a
safe landing will be achieved.

(v} S5he has fullest confidence in the Chancellor.

She remarked to Terry Perks after the interview that she had

not rasponded when the interviewer said (page 7 of the

tranascript)
"8o the Chancellor was wrong on that point?".
This was becaunse she was already moving on to counter the

impression given by Mr. Christopher Johnston on the radio this

morning that joining the ERM provided an easy way of reducing




inflation. The fact that she declined to answer that question
ghould not, therefore, be interpreted as an acceptance of the

eriticism of the Chancellor.

I will relay thesa points to Peter Middleton and ask him to

pass them to the Chancellor in Spain.

Al

ANDREW TURNBULL
19 May 1989
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Foreign and Commonwealth Office

London SWIiA 2AH

12 May 19B9
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Guinness Mahon

Thank you for copying to me your letter of May
to Paul Gray. The Foreign Secretary agrees th the
issue should be left to the commercial judgement of the
parties.

I am sending copies of this letter to Paul Gray
(Number 10) and Neil Thornton (DTI).

{BE N Pairce]
Private Secretary

Duncan Sparkes Esg
APS/Chancellor fo the Exchequer
HM Treasury, Parliament Street SWl
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OF THE BANKING ACT 1987

10 DOWNING STREET
LONDON SW1A 244

From the Privale Secretary 10 May 19895

GUINNESSE MAHOR

Thank you for your letter of B May,
which the Prime Miniete¥ has saan. She
has noted the intention to allow the offer
from the Bank of Yokohama to proceed.

I am copyving this letter to Robert
Peirce (Foreign and Commonwealth Office)

and Neil Thornton (Department of Trade and
Industry ).

(PAUL GRAY)

Duncan Sparkes, Esg.;
HM Treasury.

CONFIDENTIAL UNDER SECTION V
OF THE BANKING ACT 1987
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CONFIDENTTIAL UNDER SECTION V OF THE BANEING ACT 1987

reasury Chambers, Parliament Street, SWI1P 3AG
O1-270 3000

P R C Gray Esq
Private Secretary to
Prime Minister

10 Downing Street
LONDON

SWl

(aen.d' lPa...ﬂ,

You will recall that Alex Allan wrote to you on 21 October about a

bid by a Jaganes® panrky;~ Tokai, for the merchant bank
E (2] ; conder

Guinness Mahon. n View Of our xrns about the access of
British firms to the Tokyo Stock Exchange, tha Chancellor had
considered whether to b the bid, but had concluded that it was
right toc allow the apanese offer toc go ahead. Your reply on
24 October said that the Prime Minister noted this.

In the event, the Tokaj bid Eqii__;hruugh, and Guinness Mahon
remained under the control of Equiticorp, a New Zealand company.
Equiticorp subsegquently fell into EF hands of the HNew EZealand
receivers, and control of Guinness Mahon passed to a consortium of

banks (led by Mgptagus) which had provided B ticorp with a loan
to purchase the?r sﬁhre of Guinness Mahon in the first place. The

congortium of banks has "0 turn  been trying to  sell
Guinness Mahon. There is now a short 1list of four possible
purchasers, one of which is a Japanese bank. This is the Bank of
Yokohama, a regional bank with a Bfanch in London since 1973. The
Bank do not have any prudential concerns about it.

The balance of arguments for and against allowing the Japanese bid

to go ahead have not chapged sigpificantly since October. On the
one hand, Guinness Mahon would obtain an owner in whom the Bank

had confidence, which was_not the case with Bguiticorp, and could
look forward to a more settled future. On the other hand, it is
necessary to consider whether to withhold agreement in order to
put pressure on the Japanese over access to Tokyo. There are,
however, more suitable levers available to apply pressure on the
Japanese., The main linkage which we Rave made in discussions with
tha™ Japanesa relates to new authorisations for Japanese regional

CONFIDENTIAL UNDER SECTION V OF THE BANEKING ACT 1987
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banks to cperate in Londen. The agreement to allow a Japanese
bank already in London to acquire Guinness Mahon would be unlikely
to weaken our bargaining position with the Japanese.

The Chancellor thersfore a 8 with the nggﬁnnr that the right

course 18 LO allow The Jaga @ offer to go anead. Lord Young has
indicated that he ed n W15 ntervene.

[

I am sending copies of this letter to Robert Peirce (FCO) and
Heil Thornton (DTI).

jﬁu“ .
f’Eap;_chﬁq

DUNCAN SPAREES
Asgistant Private Secretary

CONFIDENTIAL UNDER SECTION V OF THE BANKING ACT 1987
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FRIME MINISTER

=

You will see from the attached Evening Report that the markets

MAREET REPORT

were in a slightly rocky mood this afternoon. This reflected

—y

a combination of:

— e

adverse reaction to the money supply - and in particular

—

the bank lending - figures;

il

a surprise move by the Germans to push their interest

—_—

rates up by % per cent:
i

——

reaction to the news that the latest North Sea accident
could have a significant balance of pavments effeck.

— —

In the equity market, all this caused gquite a sharp reversal,
with the FT-S5E 100 moving to some 30 points down on the day,

—

having started the day up.

On the foreign exchanges, the DM strengthened and sterling
initially held with it. But then after a period, with growing

reports of the possible need for a further UK interest rate
increase, we weakenad a bit to under DM 3.17. But we remained

e

stronger of the day against the dollar. The overall effective

drop was only about 0.3.

i

Tomorrow's figures on consumers esxpenditure in the first

quarter (reported in a separate note in the box) may help to
ease the stories of pressures for a UK interest rate rise. We

have also had good news today of a reduction in the earlier

estimate of imports and the trade deficit in March: sees

sEparate note in the hot box.

lcs

PAUL GRAY
20 April 1989
EL3DMP

SECRET
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PRIME MINISTER

TOMORROW' S BCONCMIC FIGURES

Figures for consumer expenditure for the first
guarter (flag A) and the latest cyclical indicators
(flag B) ara published tomorrow. Given the

differsnces of measurement we cannot place

_——

too much reliance on the Consumer expenditure

figuresg, but they do suggest some degree of

el = =it

sTow down. As usual the cyelical indicators

o = Pt e

tell us virtually nothing.

(4e6.

PAUL GRAY
£0 April 1989

CONFIDENTIAL
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PRIME MINISTER

THE MAREETS AND THE LATEST ECONOMIC FIGURES

You may like to have a brief resumé of developments in the

markets this week,; the reaction to the week's economic [igures

and the figures coming out next wesk.

Tha Markets

Things have turned out rather better than we might have feared

in the light of tha trade [igi?ﬁﬁ published on Wednesday. On

—

Tuesday, in advance of publication, sterling was weak and

dropped about one per cent on the effective rate. But it was
-\_\_‘—|_
pretty Steady, slipping only marginally, on Wednesday and

ThEradayT' And today, Friday, sterling has E:rehgtﬂéneﬂ a
little - see Lthe markef report at Flag A.

e ——————

Interyvention has hepn light - a little under 5100 million on

both Tuesday and Wednesdav. but wirtually nathlng in tha last

two davys.

Relative guietness in the exchange markets has owed a good
deal to the fact that the G7 meeting is coming up this

weekend; although there have been sustained bouts of deollar

strength the markets have generally been adopting a wait and

gee attitude. It may ba that, with the markets focussing on
il

ﬂrDEpF:tE for the dollar, judgement has been reserved an

sterllng. . That said, there has been evidence of increased

nervousness about the prospects for sterling; and the latest

trade figures got a very critical reception in the press on

Thursday. Onece the G7 is ont of the way, we could be in for a

more lively time in the markets.

Thea other main featura of the week has beean the strengthaning
pil prica. As you will see from Flai A Spot Brent topped 520

today. I have included separately in the box a note by the

Policy Unit on the impact of the Alaska oil ggillage.

SECRET




SECRET
o

Latest Economic Figures

The main news has of courze been the trade figures. But wa
have also had figures Eor personal disposable income and
-— — — -

industrial and commercial companies - summarised in the weakly

ﬁﬁ['nutg_at Flag B.

The main press attention on the personal disposable income
figures centred on the 1988 savings ratio being the lowest
33 years. But what most of the pr&ﬂs 1gnnrwﬂ was that the

latest savings figures have basan huhqtanf1allv revised upwards

-rﬁm t1e garlier estimatea. Wher=as the earller estimate for

1388 Q3 was 1.3 per cent that has now risen to 3.1 per cent,
with 4.1 per cent in Q4. That is of course still a lot lower

P

than we want to see; but the revisions underline the fragility

of the figures we are dealing with.

I also attach at Flag C the latest wpnk]y MO figur=es. Thesa

——

are continuing to sdge down sluwly, with Ehe lateaE‘IE manth

S — —

s

Fate at E l par cant .

Hext Weck;s Figures

Next week is fairly quiet, but we do have on Monday the final
Fabruary flgureu Eur ratail EalEE (Flag D) and February credit

——

business (Flag E EJ*

the retail sales have been revised uggards, a0 February
is now slightly above the previous peak in October. The

DTI note argues that the underlying trend is STiTl
broadly flat over the last six months or so, and that may

well ba right. HBat thn_figur;s remain'FEry difficnlt o

intarpret, and the markets may well be disappointed by

the upward revision; s

—_—

credit business shows only a modest increase.

The only other significant figure next week will be the March

SECRET
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reserves on Tuesday. These will reveal the significant scale

of intervention over the month as a whole = see the figure in

the market report at Flag A.

Qe

PAUL GRAY

311 March 1989

DALABR

SECRET
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5 BROOES
21 March 1989

Economic Secretary
Sir P Middleton
Sir T Burns

Mr Wicks

Mr Scholar

Mr Peretz

Mr Sedgwick

Mr Gieve

Mr Grice

Mis=s O'Mara

Ms Ryding

Mr EKerley

PROVISIONAL MONEY FIGURES - FEBRUARY 19389

You asked whether declining NIBM1 just reflects the introduction
of the new interest bearing current accounts (Mr Sparkes minute of
20 March).

2. The twelve month growth rate of NIBM1 declined to 7.3 par
cant in January and 5.3 per cent in February after being in the
10-15 per cent range (with little sign of any trend within this
ranga) for the previous eleven months. Over the longer term
NIBEMl's growth has been erratic, as the chart below shows; we
believe it to be very interest rate sensitive. HNIBM1 fell sharply
in January, by E1.6 billion, seasonally adjusted. Half this fall
was accounted for by lower holdings of notes and coin - presumably
a run down after tha Christmas build up. The other half reflected
an unusually large fall in NIB sight deposits. While we cannot be
sure of the reasons for this, it seems likely that four factors
played a part:

- a correction following an unusually large rise in NIB sight
deposits in December;

- @ reduction of deposite to pay taxes;
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- switching out of non-interest bearing deposits following
the risa in banks' retail deposit rates at the turn of the
y¥y2ar (the banks delayed their reaction to HNovember's base
rate rise):

- switching into the interest bearing current account already
operated by Lloyds.

¥s In February, banks' NIB sight deposits fell slightly after
seasonal adjustment. As they had risen strongly in February last
year, this was reflected in a decline in NIBMl's twelve month
growth rate. An increase in banks®' total retail deposits in
February was to be expected as deposits were rebullt following the
payment of taxes in January. In the event retail deposits
increagsed by £1.6 billion, after seasonal adjustment, one of the
largest increases of the pﬂsEﬁgear. But with non interest bearing
deposits falling the increase more than accounted for by rises in
interest bearing deposits. This could suggest that the rebuilding
of deposits was combined with switching into the new interest
bearing c¢urrent accounts (operated by three of the big four
clearing banks in February). The Bank of England reckon that the
new accounts increased by around £1 billion in February [(FIGURE

NOT FOR USE) as & result of switching out of other M4 accounts.

conclusion

4. The slowdown in NIBM1 growth in the last two months may be
explicable in terms of a number of special factors, though no
doubt the higher interest rates have played a part. The effect of
switching inte the new accounts may well persist for several
months yet, leading to low figures for NIBM1 growth. But if, as
we believe, there is little wider macroeconomic significance in
these developments and that the growth rate may rise again when
the special factors cease to operate, then our advice would be not
to highlight the slower NIBM1 growth in the briefing.

5 BROOEKS
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Department of Employment
Caxion Howse, Tothill Strest, London SWI1H 9NF
5803
Tnl:-phnn:' 05273 h
Telex 915564 Fax 01-273 5821

Secretary of State

Paul Gray Esg

10 Downing Street

LONDON -

SW1A OAA 15 Mareh 1989

-H-\'.
| : "
ey

I enclase” our standard revised brief for unit wage and salary
oosts and productivity, which are to be issued on Thursday.
The figures are personal and confidential until 11.30 am
Thursday 16 Marcoh.

I am copying this to Alex Allan (Treasury), 83ir Peter Middleton
{Treasury), Mr Hibbert (CS50), Mr Footman (Bank of England),
Neil Thornton (DTI), Sir Brian Hayes (DTL), and Andrew Dunlop
(No.10 Poliey Unit).

il i
e (0 20025

“%MHQWQ{;:_

ANGELA WILKINS
Private Searetary

Eitepliny il |!||:.|,'\.-|.|I NERT - Lriaiieng Agenty
Healtls amd ®afery Exccutive - A0UAS
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FRIME MINISTER

EVEMING REPORT

Tonight's BEvening Report (attached) confirmz the continuing

1 _ : . 0 EEm—————— o,
strangth of sterling today in the light of the Budget.

You may howevar be surprised to see market intervention of

. . _————— s ! -
$111 million recorded. I have enguired inte the background to

this. Apparently, this was action undertaken by the Bank

without reference to the Treasury. It is said not to have

baan any sort of attempt bto hold the rate down. The Bank say

they were approached by market operators wishing to sell them

dollars in order to close out some conptracts that remained

open following the intervention ten days ago when the Bank

';;;L selling dollars. Glven the movement of the rate since
then, this presented the Bank with an opportunity to close out
their earlier position at a significant profit. They decided
to take this opportunity, both to make a trading profit and to
use it as the opportunity to acquire part of the regular

300 million buying programma to Einance our German defence

—

cbligations.

Thig sounds more or less plausible, and the operation does not

=,

saeam t5 have become known to the market.
—l-'_.-.

Voat oo
d’ PAUL GRAY % Cloake .

15 March 1989
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FRIME MINISTER

BILATERAL WITH ALAN WALTERS: 15 MARCH

We have allewed an hour tomorrow afternoon for voua to talk to

Alan.

Tha Budget package 1s fairly closely 1n line with the approachn

Alan saggested when yvou last talked to him in Jamaary. S0 I

imagina he will hawve no great worries on that score.

Wwill also bka content with tha firm words aboat the stanca
atary policy in the Budgat Spesach. But you might like

with him his views on the present level of interest

e ——

it right to plan to stick at 13% over the coming

i

PAUL GRAY

14 March 1389
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PRIME MINISTER

POSITION IN THE MAREKETS

As I menticoned on your return, today has besn a rather rocky

T e TR AR
day in the markets. The market report attached summarises the
u—'—'-_"_-'__-

N n e ey
positlon.

¥You will obviously want to take stock of the position whan you

see the Chancellor for your bilateral ﬁ;h%eﬁﬂéﬁﬂafhgfternﬂun‘

That will be after the publication of the trade figures at
ey

1130 on Wednesday morning, and it will ba possible to assess

then the immediate impact on the markets. As of now,

howaver, the markets do not seem to be anticipating that the
trade deficit will be guite as high as it is.

i———
- = — e—

Meantime, I thought you would find it helpful to know how

Eddie George views the position. I have, therefore, had a
private conversation with him; you should not rewsl your

knowledge of Eddie's views to the Chancellor.

Eddie says that the markets are currently taking a more
e
jaundiced view of the poaition of those countries with large

external deficits protected by high interest rates. That
covers Australians and Canadians as well as us. The change of

sentiment is influenced by increasing interest rates
elsewhere, for example, the Fed's increase in the discount

rate of J per cent on Friday, and talk of a further German
interest rate inorease later this week.

In this mood of nervousness, the markets will be paying

particylar regard to Wednesday's trade figures.

You will see that total intervention today has been of the

order of 5200 million. Eddie tells me this was carried out in

three separate waves. He was slightly doubtful about the

merits of this operation, fearing that it would have little

——
holding the & 5T rate higher than it would otherwise have

SECRET AND PERSONAL

effect. In the ??ent, he thinks it has had some effect in
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been .

Looking ahead; Eddie thinks there will be further nervousness

when the trade figures come out, with the DM 3.15 level baing
tested. The pressure will be greater if it then saems likely

a— e ———

that the Garmans will ha increaaing their rates. Eddie

himself hopes to get a clear indication from the Garmans of

their intentions on Wednesday: but we may not have any

advance notice bheforea they announce thelr decision on Thursday
e ————

morning.

Subject to developments later in the week, Eddie does not
} e i - d ——
think that we should be contemplating a further interest rate
s —
increase immediately after the trade figures announcement. He
considers that, 1f there iz downward pressiure on the rate

then, we should try a heavy bout of intervention - by which he

means a figure of up to §1 billion over a 1-2 day pericd. But

e
if that does not work, he would then favour an interest rate

lnpcreass,

Assessment

My own view is that, if downward pressure on the exchange rate
continues, now is the time to contemplate heavy intervention.

The ResServes are very hiEh, and are there to be used in

e

conditiong like this. The monetary effect of running down the

Resarves is helEfuli And the last thing we want to see at the
moment 18 a 2liding exchange rate.
=

At the same time we should if possible try to auni&ﬂgfzurth@r
interast rate increase at this stage. The political and other

difficulties of such a move in the run-up to the Budget speak
for themselves, and on the underlying merits the balance of

tha present evidence is that 13 per cent intereat rates
T e
probably are high ennugh to produce the desired slow-down 1in

eaconomic activity. B further increase could easily produce

over-killy particularly as, if the skids really get under the
intarast rate;, a 1 per cent interest rate increase may not be

—

enough to calm the markets.

SECRET AND PERSOMNAL
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Obviously, we need to judge the position day by day.

If you agres with this analysis, you mayv want to take the

opportunity on Wednesday of pressing the Chanceller to

authorise substantial short=-term intervention. If 1t works,

all well and good, and if 1t doesn't, we have lost very

little: the Reserves will still be far higher than they werea

in mid=-l1387.

'?i'-x s,

PG

27 Pebruarvy, 1989,

SECRET AND PERSOUMNAL
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| reasury Chambers, Parliament Street, aWIF 3AG
N -=-27C AO00
17 January 1989

P R C Gray Esqg
Private Becretary to
Prime Minister

10 Downing Street
LONDON

SWl

Further to my letter of vyesterday enclosing the information
underlying the tables at Annexes 4 to 7 of Section L of the
Treasury Weekly Brief, the Chancellor has asked me to point out
that the slight increase in the total tax burden for the man on
average earnings between 1978-79 and 1988-B9

{i) reflects the sharp rise in average earnings in real terms:
for someone on unchanged real earnings the total tax
burden has fallen;

is made up of a slight reduction in the burden of income
tax and NICs which has been more than offset by an
increase in taxes on spending (affected by decline 1n
personal =savings ratio) and rates (affected by local
authority spending decisions).

sl ;ILLerci?l

s

DUNCAN SPAREES
Assistant Private
Secretary




chex.ps/ds/53

-‘.
]

Treasury Chambers, Parliament Street, SWIP 3AG
(=200 AL

16 January 1989

P R C Gray Esg
Private Sacretary to
Prime Minister

10 Downing Street
LONDOR

5Wl

4

You asked for the information underlying the tables at Annexes 4
to 7 of Section L of the Treasury Weekly Brief. I attach figures

Qan

(i) earnings, (Annex 1)
(ii) amount paid in income tax,
(iii) amount paid in NICs, ] (Annex 2)
(iv) amount paid in indirect taxes,
(v} changes in real take-home pay, (Annex 3)

all at 1988-B9 priceas for people on half, three-quarters and
average earnings, from 1978-79 to 1988-89. The RFI has been used

throughout to adjust to 198B-89 prices.

Annex ? is an edited version of a Writtemn Answer (OR Vol 144
No.25, 10 January 1989, cols 633-656) which in ite original form

gives figures up to 2,000 per cent of average sarnings.

“The ;|_'_.'|'-|E"-;.-.--.I-' kai not yeb bee "|1:...r5|
| |

“E#ﬁﬁvﬂfEﬂJHFﬁlwwrhf' P :
i '.._'.lu-‘”"" ;IT..-;-.'rI-:pJ
|
DUNCAN SFPAREES
flsst . Private Secretary
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ANNEX 1

AVERAGE ADULT MALE EARNINGS AT 198BB-89 PRICES
(E PER WEEK)

1378-79 197 .22
19759-80 200.51
1980-81 207.41
1981-82 20E.31
1582-83 207.95
1983-84 215.94
1984-85 222:25
19B5-86 225,26
19B6=87 235.01
19B7-E8 247 .02
1988=-89 254,10 (assuming growth of B% per
cent on 1987-88)




AMOUNT OF EARNINGS TAKEN IN INCOME TAX, NICS AND INDIRECT TAXES
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Income tax paymenis are calculated on the assumption
that the tax units have no other tax reliefs apart from the
standard allowances. Earners, including working wives,
iwre. assumed to pay Class | NI contribofions at the
comtracted in rate, The figurss for NI contributions are
financial year averuges,

2. Average carnings are 1aken 10 be the average gross
weekly earnings of all full-time males on adult rates with
pay unaffected by absence. The levels of average carnings
i each year arc given below:

£ per week

3-8
[0
13]-a)
145-50
15740
i 71k
15500
15851

97H-70
1979-ED
19E0-E1
18 1-62
10%3-83
1981-E4
1O84-B5
|4 =K
1986-87 13-4l
1987-ER Ti6
1958k = O

Y Asaming growth of 22 per cent, on [997-34

3. The two carner marmied couple is assumed 16 have
Jownt earnings of the various multiples of avérage earnings.

In cakulaing disposable income it 15 assumed that the
pint earnings are split between husband and wife in the
ratics 6 - 46)

4 For the marmed couple with two children, chald
benefit s treated a3 @ negative income tax. For this
purpose, financiil year averages are used for child benefit,

5. The estimates of indirect taxes are derived from the
1985 family expenditure survey and aré based on the
Ulastratve assumplion that 10 per cent. of disposable
income s saved, Estimates cannod reliably be made oulside
the income range for which Aguses are shown. There ane
abeo quite wide vanations in spending patterns between
houscholds with aimilar incomes and composition and,
because of sampling variation, there can be substantial
differences between the cotimates obtained from different
family expendilurs surveys.
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INCREASE IN REAL TAKE-HOME PAY 1978-79 TO 1988-89
(E PER WEEK IN 1988-89 PRICES)

Multiple of average male earnings

20% 75% 100%

Single person

Take-home pay 1978-79 105.24 135.06
Take-home pay 1988-89 138.30 180.23
Increase 33.06 45.17

Married couple, no children

Take-home pay 1978-79 112.66
Take-home pay 1988-89 145,46
Increase 32.80

Married couple, 1 child

Take-home pay 1978-79
Take-home pay 1988-89
Increase

Married couple, 2 children

Take-home pay 1978-=79
Take-home pay 1988-B9
Increase

Note: "take-home pay* is gross earnings minus income tax and
NICs, plws clild ‘baafil.




SECRET

PRIME MINISTER

HM TREASURY'S MONTHLY MONETARY ASSESSMENT

You may wish to glance through the attached Treasury Monthly
Agsessment. As usual, it gives a wvery hﬂlpful Summary of the
[atest indicaturs, not just for the monetary pnsltlnn but also

the economy more generally.

I have highlighted key passages. Particular points to note
ares:

The evidence on whether consumer spending has started to

slow down is stlll contradictory. The annex on

indicators of consumers expenditure is worth leoking at.

But the hoosing market clearly has now slowed down.
T T | § P

Paragraphs 50—52 also highlight the deceleration in

mortgage ianﬁ uther consumer credit) lending.

e —_—
e

MO has yet to show any signifiecant slow down on a twelve

monthly basis. But paragraphs 41-42 indicate that the
iatest figures for notes and coin have shown very L;ttlp
growth. Table 26 at the back of the reports shows “the

Treasury expect a very rapid deceleration in the twelve

monthly growth rate during the course of 19489/90. But we

know from earlier this vear the fragility of forecasts in

e

2 . T _B
this area. I would certainly not regard any of the

latest evidence as firm enough to indicate the scope far
any early reduction of interest rates. Indeed, we cannot

¥yet rule out the possibility that market conditions could

dictate the need fﬂr a further tightening - but hopefully

— ———— el

o.cc

PAUL GRAY
13 December 1988

DS 2AMB
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PRIME MINISTER B Dacember 1988

THE ECONOMY: CONFUBING SIGHNALS

m—

The effects of higher interest rates on the economy are not
easy to assess. Consamer confidence (BC/Gallup survey) has
falIEE;ELtther and there is strong evidence of a slowdown in
the hﬂu?iﬂﬂ_gﬂrk&t (despite large regional differences). On
the other hand, the October retail sales figure was VEery
strong (a rise of nearly 2%), producer confidence has held
up, money GDP is expected to be a little above the 11%
Treasury forecast in October (the upward revision is due to
faster real growth) and money supply growth (MO) is still
running at 7.6%.

Intervention Tactics in the Exchange Markets

Against this background, the government must not give
confusing signals.

= e

It 1s important that inflation is brought down to 3% or less
by 1990 and that the real economy, having suffered some

—

setback as inflation i3 reduced, is growing again in a
healthy way before the next election. Far better to take
the medicine now, than delay. However, this means high

interest rates for some time. It also means a gtrong pound.
.’: a B x 1 -

Current interventlion in small amounts is difficult to

: ——

“understand in this context. One also suspects it has little
—— —

effect in keeping the pound down.

I am nervous that either the Chancellor or the Bank might

suggest that a "final' major assault on market expectations
e ——— .

is needed if the exchange rate is to be prevented from

rigsing further. 1 believe such a step should be resisted.

It is a confusing signal to the market. It undermines

EECRET
1
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directly the effect which higher interest rates have in
reducing the demand for money because it provides extra cash
to the market. Sterilisation then produces further adverse
side effects - not least on the pound itselfll

BEecommendat ion

Allow the pound to continue rising to say 3.35 DM or 82

effective rate before being worried about overkill.

e MHM

BRIAN GRIFFITHS

SECRET
2
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SECRET AND FPERSONAL

10 DOWNING STREET
LONDON SWIA ZAA

Frounn fie PAhvple Necrerary 7 Decempbar 1988

AN INDEFENDEHT CENTRAL BANK
The Frime Minister and the Chancellor
dirscussad yesterday - the Chancellor's minute
of 25 Hovember. Thev concluded that the

tima was not right to consider further

the possibility of an i1ndependent Central

Bank .

PAUL GRAY

A: Co Si-Rllan: Esg.;
HM Treasury.

SECRET AND PERSONAL




HOTE FOR RECORD

AN IHDEFENDENT CENTRAL BANK

At their bilateral meeting on 6 December the Prime Minister

and the Chancellor discussed the proposal in the Chancellor's

minute of 25 November for an independent Central Bank.

The Chancellor said that, after careful consideration, he

had concluded it would be a better arrangement to change to

the sort of independent Central Bank model operated in the
United States and in Germany. This weuld assist in establishing
the credibility in the markets of the commitment to bear down

on inflation.

The FPrime Minister responded that she had given the idea of

an independent Central Bank serious consideration in the late
19708, But she had concluded then that it would not be appropriate.
In the present circumstances she was even more firmly of this
view. ‘There conld be no guestion of the Government being

seen to hand over responsibility for counter- inflationary

policy onlesg the Government had established firm control.

At the moment we were encountering a temporary increase 1n

the rate of inflation. It was ane of the Government's fundamental
duties to maintain the stability of the currency, and the

pricrity for Covernmeant must be to ansure that inflation was

got down. The poseibility of an indepandent Central Bank

could only begin to be contemplated if, say, the inflation

rate had bean raduced to 2% and held at that rate for 2 or

3 years. In any event,; it would be essential for ultimate

control for maintaining the stabality of the currency to rest
with the Government rather than with Parliament. The Frime
Minister alsc guesticned the suitability of an independent
Central Bank for the British system; it was arguable that

this was & more appropriate approach in Federalist countries.




SECRET

Following further discussion the Prime Minlister summed up
by saying that the i1dea of an independent Ceniral Bank should

not be considered further at this time. If, as she sincerely

hoped, inflation was got down to a very low level and held

there, it might be appropriate to reconsider the idea in,

gay, 4 years time.

December




Frivy Counciy DFFIcCE

WHITEHALL. LONDON SWIlA ZAT

Z December | 988

INCREASES IN MONETARY LIMITS ON LOTTERIES
UNDER THE LOTTERIES AND AMUSEMENTS ACT 1976 E
iy

i Y
a--‘i‘-.ﬁ‘”{‘t )
Thank you for your letter of 7 November seeking H Committee's agreement to your
initiating consultations on proposals to increase the monetary limits for individual
lotteries.

The Prime Minister, Nicholas Ridley, Tom King, Malcolm Rifkind, Nerman Lamont and
Eichard Luce indicated that they were content for consulfations to proceed on the basis
you proposed, but the latter indicated that he would prefer to see larger increases (n the
menetary limits and that the view of the Arts Council and Museums and Galleries
Commission should be canvassed in the course of the consultation exercise. Malcelm
Rifkind said that, subject 1o the outcome of the consultation process, he would be
content for identical increases to those you proposed for England and Wales to apply in
Scotland; and Tom King indicated that he would wish to review the position in Northern
[reland in the light of the final decisions reached for Great Britain. Norman Lamont
confirmed that the Commissioners of Customs and Excise were willing to make a parallel
increase in the pool betting duty exemption limits; and | understand that he is satisfied
that your proposals will not give rise to any problems of public expenditure control.

Mo other colleague commented and you may take it that you have H Committee's
agreement to go out to consultation on the basis you proposed, subject 1o the bodies
mentioned by Richard Luce being included in that exercise.

[ am copying this letter to the Prime Minister, colleagues on H, Patrick Mayhew, Richard
Luce and Sir Robin Butler.

.._:L_..-.--._:J

JOHN WAKEHAM

The Rt Hon Douglas Hurd CBE MP
Home Secretary




PRIME MINISTER

MEETING WITH SIR ALAN WALTERS

Tou are seeing Alan Walters tomorrow after Cabinet.,

=

o, i

I imagine you will want to talk to him abount the latest
e:unﬂmic position. When I saw Alan two or three weeks agoc he

said he was qu1re content with the stance of pnllcy. Ha

*hnughr 1r was too early to judge the effect of 1ntere5: rates
at 12 per cent, but tﬁaagﬁiﬁthe early signs were this would be
enough. You will want to ask him now whether, in the light of
the latest trade figures and other evidence, he thinks 13 par

cent is about right. ——
e i

Az general background you may liks to glance at the enclosed
note Alan sent me the other day about sterillaed intervention.

-

This repeats Alan's familiar argngnt that sterilised

intervention is lanfECFlvE; gxcept perhaps in the wery short

R —_— —

ane.

o T

'

You will want to judge whether to mention to Alan the play

that Gordon Brown made in yvesterday's debate about some of his
= e B
earlier comments. There may be no harm in reminding him of

the potential sensitivity of anything he saye in public or to
the press.

PADL GRAY

310 November 1988

PM2ZAIF
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SIR PETER MIDDLETON'S NIESR JUBILEE LECTURE
MONDAY 28 NOVEMBER 19%H8

ECONOMIC POLICY FORMULATION IN THE TREASURY IN THE POST-WAR PERIOD

Introdoction

o It is a great honour to be invited to deliver this lecture to
mark the National Institute‘'s Jubilee. The Treasury and the
National Institute have been neighbours since the Institute moved
to Westminster during the war. We have benefitted from the
exchange of staff and ideas. And I am delighted that the present
Directer is a former colleague from the Treasury.

25 The Dialogus, in 1177, said that:

"The institution of the Treasury is confirmed well by
its antiquity and also by the authority of the great
men that sit therse."

Robert Hall, whose Memorial Service took place earlier today, was
one of those great men. He made a notable contribution to
Government over many Yyears and followed that by eqgually
distinguished guidance tc the National Institute after he retired.

3. My objective in this lecture is not to conduct a detailed
examination of how the Treasury has approached economic licy
gince the war, still less to compare the pearformance of dif%grent
administrations. Rather I want to give a personal view of the way
in which the policy-making environment has changed and the main
reagons for those changes.

4. I Jjoined the Civil Service in 1960, 15 years after the war.
GDP was rising at about 5 per cent but slowing down. Unemployment
was under 2 per cent and falling. The current account deficit was
about 1 per cent of GDP and diminishing. Inflation was about
3 per cent but rising. Wages were growing by over 5 per cent.

5. It was a periocd of confidence and consensus in the Treasury.
A post-war deflation had been avoided. The commitment in the war-
time White Paper on Employment Policy to maintain a high and
stable level of employment had been achieved to an extent greater
than anyone expected - and was reiterated both in the 1956 White
Paper on the Economic Implications of Full Employment and in the
Radcliffe Report in 1959. We had lived within the Bretton Woods
arrangements - a little precariously at times but successfully.

6. Though the late A J Brown baptized the years 1939-51 as the
period of “The Great Inflation® = a period when price increases
averaged about 6 per cent a year - inflation was not regarded as a
serious problem. Tight fiscal policy and price control during the
war had suppressed inflation, and though it rose in the UE as it
did elsewhere in the world following the Korean War in the early
19508, it fell again quite quickly. If inflation was a worry, it
was more  because of its implications for international

i




compatitiveness and confidence in sterling than for its own sake.

Indeed the low lewvels of inflation that we experienced were

generally regarded as a bit of lubrication in the economic

process. People were broadly content to think in terms of money

valuas and a gently rising price level was thought to be good for

Egntidence in industry and certainly good for the Government's
nances.

T There were three instruments of policy: fiscal policy, direct
controls and monetary policy. The first two, fiscal policy and
direct controls including hire purchase controls, deployed in
conjunction with increasingly sophisticated forecasting from 1947
onwards, were thought to be sufficient for stabilisation policy.
Monetary policy was not seen as important in this context.

8. Indead ona of my earliest memories in the Treasury was being
told that Mr Thorneycroft when Chancellor of the Exchegquer had the
accentric notion that controlling the supply of money or the level
of expenditure in money terms might have a part to play in
economic management. But this line of reasoning did not survive
his resignation in 1958. It had influenced policy neither before
nor asince and was of purely historical interast. The report of
the Radcliffe Committee in 1959 fully supported this view. While
not regarding the supply of money as unimportant, it was seen as
Eart of the wider structure of liquidity which might be influenced
¥ the structure rather than the level of interest rates.

9. Micro-economic policy was still heavily influenced by the

pre-war and wartime legacy of controls. At its height this had

involved rationing affecting a third of consumption expenditure,

ceontrol of investment by licensing, control of imports and

controle owver thea currency and banking. Building licanaing was
a

still in place until the end of 1954 and it was some time ter
that imports were fully decontrolled. Markets were freer but they
wara regarded with suspicion. Government stood ready to step in
to set things right and would probably need to do so.

10. The role of Government more generally had certainly
increased, but appeared to be in a fairly stable state. General
government expenditure as a percentage of GDP had been in the low
teens before the First World War, in the mid-twentiea betwean the
H;Iﬂ and since the Second World War had settled down in the mid-
thirties.

3 55 Yet 15 years later this confidence in policy making had
evaporated. The UK which had entered the 1960s as a relatively
low inflation country had been transformed intec a high inflation
country. Thera was no improvement in other aspects of UK
industrial performance. Policy swung  between  expansionary
measures to reduce unemployment and contractionary measures to
correct the ecurrent balance. Devaluation was tried in 1967 in an
attempt to create mora room for expansionary measures by easing
the perceived balance of payments constraint. But, after each
episoda the economy emerged in worse shape, By the esarly 13708 we
had both rising unemployment and rising inflation.

12. Something had clearly gone badly wrong. How, instead of
creating a record of stability building on the 15508, did we

2




manage to establish a reputation for profligacy and an inability
to compete which is still remembered?

What went wrong?

13. 1 think we must start with one legacy of the 1950s that did
great damage: the inference, based on the Phillipe curve, that a
long-term trade off oxisted between inflation and unemployment.
You could have less unemployment if you were prepared to put up
with more inflation.

14. Second, was the increasing dissatisfaction, quite rightly in
my view, with the United Kingdom's poor growth record relative to
its competitors.

15. Put these two factors together in the prevailing climate and
it is easy to sea what happened. If macro-economic policy could
be set free it might not only support employment but also increase
output by maintaining high levels of demand. Something else was
needed to deal with inflation. That new instrument was prices and
incomes policy.

16. There was of course some concern about the effect of these
policies on the flexibility of the economy, but a move in this
direction was guite in line with the general suspicion of markets.
gnd Eny disadvantages could be compensated for by tha boost to
emand.

17. Prices and incomes policies did not, however, do the main job
they were intended to do. They did not control inflation - even
of the "wage push* wvariety about which it was so0 fashionable to
speak. Wages may have been held down by controls for a year or

two, but they then caught up again. And with macro economic
policy aiming to maintain a high level of demand, it is not
surprising that inflation rose over tima.

18. Moreover, as the Government regarded it as part of its
natural role to intervene in markets to set things right it faced
@ daunting task. The economy was clearly not responding as it was
axpected te do, So there was an increase in intervention
throughout the 1960s and 1970s8. This ls not in my view because we
waere unaware of what was happening in other countries, but because
we looked rather myopically and imitated them selectively. We
asked what governments were doing, not what markets were doing.
And institutions were set up on foreign models such as NEDC,
inspired by France, and the Industrial Re-organisation
corporation, inspired by Italy.

19. Too much industrial policy ended wup as support for the
inefficient. While it is easy for a consideration of short term
costs and benefits to justify individual cases of intervention,
cunulatively this process had all sorts of harmful effects, It
slowed down the natural process of industrial adjustment, under
which some industries expand and others decline according to
changes in the UK's comparative advantage,. It gave the wrong
incentives +to management and unions: government help, rather than
bankruptcy and redundancy, might be the reward of incompetence and
intransigence. And, of course, the cost of government support vas
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borne out of the profits esarned and wages paid by other firms,
their successiul competitors.

20. The large nationalised industry sector meant that Ministers
and civil servants found themselves involved in business decisions
in some of the largest enterprises in the country. Governments
were tempted into using their power in this area to further other
policy objectives. Nationalised industry pricing decisions became
part of counter inflation policy; they ceased to be taken so that
ragources involved in the industries were allocated efficiently.
The result was low profitability and low morale in the industries
dffected - and some very strange pricing policies. One recalls,
for example, the decision to freeze domestic gas prices in 1974
following the first oil shock.

21. By the mid-1970s there was little sign of the economy having
benefitted from all this intervention. Indeed it had clearly
become less competitive. Productivity grew only slightly quicker
than in the 19508, and well below the rate in other major
eountries - except for the United States. Productivity growth was
also lower than the growth of real wages, so profits' share in
national income fell and profitability with it. The UK slowed
down with the other countries after 1973 and cutput per head fell
further below that in leading countries. UK exports continued to
lose share in world markets.

22. New ideas - or rather old ideas - began to arrive in the
1960s. Friedman, Brunner and others, by a combination of
economics and presentational skills restored interest in the idea
that inflation - which is after all a fall in the value of monsy -
might in some way be related to the guantity of money put Iinto
circulation. Harry Johnson played a seminal part in extending

thase ideas to open economies such as the UK. But they did net
really interest the Treasury, despite their obvious relevance to
the way financial markets behaved and hence to policy.

23. In retrospect, it is clear that the Bretton Woods exchange
rate arrangements acted as a powerful financial discipline. The
UK had inflated broadly in line with the United States except
when, predictably, we inflated faster following the 1949 and 1967
devaluations. But that was noL how 1L was seen by mainstream
opinion at the time. Instead, as in the 19608 when devaluation
was thought by many to be the key which would open the door to
continental growth rates, the exchange rate was still seen as a
constraint. If it could be eased, tried policies of demand
management and direct intervention in the economy would enable us
to rise above our difficulties.

24. It was thus that the breakdown of Bretton Woods was regarded
not 2o much as a source of regret but as an opportunity to achieve
the growth we so much needed. Prices and incomes policy was still
expected to deal with inflation; fiscal and monetary policy to
maintain demand, and a declining exchange rate could take care of
competlitivenass.

25. One only has to ask how these policles would appear to anyone
without a deep sense of post-war UK thinking to see that trouble
would result. And our fortunes were increasingly bound up with
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such people. The UK's position in the world had become guite
different from what it was in the 1950s. Foreign trade in goods
grew rapidly, the production and sale of goods and serviceas was
increasingly organised on multilateral lines. Capital flows grew
even more rapidly than trade. Foreign banks became an Iincreasing
influence in London. The Eurcomarkets began what has been a
spectacular development. And of course we joined the EEC in 1973.

26. Though exchange controls remained in force, the relative
power of +the Govermnment and that of the foreign exchange markets
began to change noticeably. Leads and lags in trade payments and
capital transactions other than by Government made adversa
extarnal %ﬂrcsptinns increasingly difficult to combat. And the
eaging of the exchange rate constraint without the application of
some other nominal discipline simply let inflation loose.

27. The UK response to the oil shock at the end of 1973 is wery
instructive against this background. The UK, unlike most other
Western countries, decided to respond to what was a sharp relative
price increase by offsetting its deflationary effects and allowing
most of the strain to be taken eventually on the general price
level. Both fiscal and monetary policy were used. The PSBER rose
sharply, from 3% per cent of GDP in 19?1—?3 to 9 per cent in 1974-
75 and 1975=76.

£28. Other countries to a greater or lesser degree applied
restrictive policies in order to prevent the rise in the relative
Price ok oil from feeding into prices 1in general. The
gsignificance of this episode was not so much whether we were right
or wrong - the recicling of the surpluses of the oil producers
raised interesting theoretical possibilities - but that wWe
imagined our position could possibly seem tenable in the financial
markets who could clearly see others taking a much toughar stand
against inflation.

29. Mot surprisingly the Government's credit began to crumble.
We found it easier to borrow via the nationalised industries than
on the Government's own c¢redit. Eventually we could borrow no
mgrg, and the IMF arrived for a prolonged stay in the autumn of
1976,

Policy changes from the mid-1970s

30. Though we have & vast amount to be grateful to the IMF for,
the turning point in macro-economic policy thinking had, I
believe, already happened. From the mid-1970s attempts were made
to put counter-inflation policy under some sort of monetary
umbrella. The words began to change - a bit too subtly perhaps -
towards giving fiscal and monetary policy an Iincreasing role in
restraining inflation, while rices and incomes policy had the
very different emphasis of securing a high level of employment
through the control of costs and stimmlating efficiency.

3l. Among the influences werea two changes in the theoretical
conventional wisdom. First, the ability of changee In fiscal or
monetary policy to alter the level of output or employment for
more than a temporary period was increasingly gquastioned.
Secondly, tha belief in a long-run trade-off between unemployment
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and inflation - the Phillips curve = broke down. Thare ware no
long-run gains in terms of lower unemployment to be had from
tolerating & higher level of inflation.

j32. But in the minds of the markets, and probably alsec in terms
of publie perceptions within the UK, the IMF agreement marked a
decisive point. What exactly was decisive about it?

33. First, in my view, was the explicit embracing of monetary
policy. This enabled us to join those other countries which
established monetary targets a8 A way of imposing financial
discipline in a world of floating exchange rates and differential
inflation. Monetary targets are intermediate objectives which
enable countries to establish programmes to reduce inflation in
line with their own particular circumstances. It further
demonstration was needed that things were different, the choice
was made in 1977 to stick to the monetary policy by allowing
sterling to float wupwards - something which would have been
impossible 5 years earliar.

d4. The importance of this episode is nothing to do with text
book monetarism, though there was quite an industry at the tima to
work out who was a dedicated monetarist, who was a reluctant
monetarist and who went along with it because the markets beliewved
it although they didn't [(the disbelieving monetarist). It was the
first step in acknowledging that we really were part of the world
system and that we could no longer ignore financial markets or
treat them as enemies, We became prepared to espouse what
everyone else - both markets and governments - regarded as
essential priorities.

35. BSecond, we succeaded because the IMF insisted on ceilinga for

public borrowing as well as domestic credit expansion, in getting
all the instruments of macro-economic poliey - fiscal and monetary
- pointing in the same direction: the direction of lower
inflation.

6. This had one other important benefit for the Treasury. It
created a climate in which it was possible to implement an
effective system of cash control of public expenditure. Sinca the
Plowden report in 1961 public expenditure control had become an
esoteric and to a considerable extent an incomprehensible process,
aven in the Treasury.

37. Much of what Plowden said was entirely sensible and remains
tha basis o©of the public expenditure planning system - looking at
the whole of expenditure annually and reviewing forward plans.
And it was absolutely right to stress the importance of this
system in providing a basis on which departments and others could
improve management and produce good value for money - their will
and enthusiasm determine the efficiency of the public sector.

38. Unfortunately, the way in which Plowden was implemented
aeffectively meant that public expenditure went out of control for
a decade and a half. Planning was in terms of specific volumes of
sarvices, so departments could expect their spending to be
preserved irrespective of the rate of inflation. And planned
volumes were based on assumptions about GDP growth which were
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often over optimistic, becaunse of course it was imagined that we
could achieve the necessary growth in GDP through demand
management supported by intervention. The frontiers of the state
waera therefore expanded almost by accident and rises in inflation
were accommodated. Feneral government expenditure rose from
36 per cant of GDP in the mid-1960s to 41 per cent in the early
19708 and then to a peak of 4B per cent in the mid-1970s.

3%, But it is easier 10 insetall such a system than to corraect it.
And though public expenditure was gradually transformed to a cash
bagis, the process was not completed till 1981. Value for money
in public expenditure at the same time was pursued much more
thoroughly and comprehensively.

40. The third major advance was that the IMF agreement introduced
the principle of setting fiscal and monetary policy cbjectives for
a number of years ahead. This was to demonstrate the commitment
to a progressive improvement in the balance of payments and
inflation.

41. The Medium Term Financial Strategy, introduced - without
external pressure - 1n 1380, marked a further advance in setting
policy in a medium term nominal framework. Medium term horizons
are important in three respects. They give policy a sense of
purpose which can be presented with simplicity, co Bnce
clarity. Becond, i1t implies the intention to eschew measures
WHICTH might bring short-term benefits but with long term costs.
Third, the medium term dimension to policy itself adds greatly to
market credibility and the chances of success.

42, The international developments to which I referred earlier
have 8since I1ncreased 1in pace. Direct investment has grown at
twice the speed of world trade. The wvalua of foreign exchange
transactions is 40 times greater than visible trade. Turnover in
the PEuromarkets 13 twice the wvalue of world exports, And
financial markets trade around the world 24 hours a day. Cleosing
the markets - something I was instructed to arrange on a number of
occasions in my early days in the Treasury - would now be a
completaely futile gesture.

43. This is a hard world to live in for everyone. For business,
it is fiercely competitive and cost conscious. For governments it
can seem equally brutal. Huge amounts of money flow in and out of
countries, sometimes on the basis of half truths and
misconceptions. Minor tranesgressions in the eyes of the market
can bring huge nalties. Covernments, much like business, are
competing with sach other in these markets.

44. Credibility and sxpectations in financial markets are crucial
to policy making in today's world of global markets. It is no use
thinking that those involved in financial transactione will take
the trouble to understand the nuances of domestic economic policy.
They are not interested in economic theories, political
strategems, or social considerations. They are concerned with
much cruder things: confidence in the authorities, confidence in
the country and the broad priorities of economic policy. They are
certainly not likely to suffer from money illusion when faced with
differential inflation prospects between countries. Track record

7
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iz by far the most important tChing = consistent, ocohecent,
credible policies are of the essence. Without these the economy
is likely to be subject to massive pressures whenever thera is a
temporary shock. Effective policy-making becomes much more
difficult, if not impossible.

45. Confidence in the authorities has a peculiar dimension in the
UK. Oureg is a eystem without checks and balances. The Government
hag all the levers of macro-economic power at its disposgal. It is
dabla to tackle problems with the full panoply of instruments. The
economy is also able to go completely off the rails wvery quickly.
So it is especially important for the UK to demonstrate its
commitment to the right things in order to secure the increased
prosperity which comes with trade and integration. But egually it
is in a very good position to establish thi= commitment and so to
secure the advantages - which no one disputes - from the growth in
world trade.

46. Building up a track record takes time and careful
presentation at home and abroad. It depends on achieved results
more than words or philosophy. It can be helped by certain things
- medium term approaches, constant vigilance against inflation,
supply side policies which are outward rather than inward looking.
But achievement in terms of inflation and the dynamism of the
economy count most.

47. Against this background, I see policy since the mid-1970s as
painfully establishing the sort of macro-economic track record
with the rest of the world that will enable us to enjoy to the
full the benefits of the world market while staying resilient to
shocks. Policy is now firmly within a medium term umbrella based
on money wvalues, Its precise expression has changed as events
have changed. Fiscal policy, monetary policy and the exchange
rate have received different emphases at different times. There
i8 no reason why they should not be adjusted intelligently to
changing circumstances. But the objective of having them move
ccmpgtigly in support of a counter-inflation approach has
remained.

48. Fiscal policy has been given more of a structural role in the
UK, a8 in most countries. The international community, with the
UK alongside, has resisted attempts to design policy on the
assumption that because we have forecasts we are clairvoyant. We
have tried to dewvelop an approach which is robust to different
cutcomes. The actual deficit will of course vary with the cycle;
discretionary tax and expenditure changes have to be sustainable -
and seen as such - to be effective. The dangers of using {fiscal
action to deal with unexpected changes in activity are acutely
falt. There are long lags, volatile tax and expenditure changes
are extremaly damaging, and of course it is always easier to
reduce taxes and raise expenditure than vice versa. Deficits are
easy Lo increase and incredibly difficult to reduce.

49. Monetary policy, also set in a medium term framework, has
assumed the role for which it is best suited: the achievement of
whatever goals are set for nominal demand. Interest rates can
adjust guickly and affect all components of spending to some
dagree.




50. Direct controls have mora or less dropped out of the armoury
of economic policy instruments. Restrictions on financial
Intermediaries are likely to causa them to take their business
elsewhere, something which they can all do to a greater or lessaer
extent with the greatest ease. And when faced with the present
multiplicity of instruments and organisations it isa difficult to
envisage a set of controls which would have much effect, quite
apart from the coste in terms of lost efficiency in the financial
system and distortions caused in the rest of the economy.

521. The international context of macro-economic policy is
important. Policy here is inevitably affected by policy in other
countries and, as I have said, the behaviour of financial markets
and other economies. This means that Governments need to agree
and support rules for international trade and monetary systems so
as to provide a framework within which the private sector can
trade and invest with confidence. They also need to co-operate in
seaking compatible policies - policies which avoid excessive
divergencies and the disturbances to which they lead. In this way
it is possible to reap the rewards of economic interdependence
while achieving economic stability.

52. It will be pretty obvious from the comments which I have made
on the 19608 and 19708 that thera is much more to economic policy-
making than macro-economic policy. Indeed that should be the eas
part. The difficult problems lie with the supply performance n¥
the economy. Only if this is successful will the real banefits of
expanded world markets arise, and resilience be built up against
unpleasant surprises.

53. Quick results on the supply side are hard to come by.
Policies have tc be long term. They bring few immediate benefits,
political or otherwise. There are gainers and losers - and losers
complain loudly while thanks are thin on the ground. And the
international dimension is wery difficult to handle, as we are
only now beginning to understand.

54 . Despite the shift in macro-economic priorities in 1975, the
twin pillare of the government's strategy, endorsed by the INF,
were the incomas policy and the industrial strategy. My view at
that time was that there were not many options for macro-economic
strategy 1f we wanted to re-establish our reputation in the world.
But the choice between a controlled approach and a free market
approach to the supply side of the economy was very much a matter
of preference. Really it was an empirical guesticn : which worked
beet in the circumstances of this country?

23. There is no doubt about the direction in which the world has
been trying to go. It is in the direction of guestioning policies
long taken for granted, accepting that policies are most likely to
be effective when their limitations are recognised. The tendency
has been towards less government but more efficient government;
towards freer markets and increased competition; and towards
forcing managers to survive in a highly competitive world
environment, =o that the economy becomes more flexible and
responsive to change. International organisations - such as OECD




- now spend at least as much of their time on these issues as on
the broad sunny uplands of macro-economic policy.

56. There are considerable advantages from going in this
direction. It 4is an economical use of government itself. I am
quite sure of one thing. Covermment is a finite resource. There
18 not an unlimited supply of any sort of government and there
certainly fis not an unlimited supply of good government .
Governments like other organisations have to choose, if they are
to provide valua for money and allocate their own resources
efficiently.

57. There are some things which governments have to do. However
successful a government is in its public expenditure aspirations,
there 1is a huge chunk of resources to manage and taxes to raise,
Carrying out these functions efficiently is important in its own
right, gquite apart from thelr role in stimulating efficiency
elsewhere in the economy. The present emphasis on value for money
in the public sector through policy review, considering new forms
of organisation, tight contrel over costs and performance related
pay, seems to me to be wholly desirable.

58. This, together with maintaining credible macro policies and
dealing with the internaticnal aspects of economic policy, is a
massive task. Arguably it is enough. Even if you have a badly
functioning economy - which in many ways we still do = it is
always possible to make it worse by government initiatives unless
they are very delicately honed. So it is not surprising that the
present international climate is based on allowing the private
sector - imperfect though it is in practice - to get on with its
own job with a minimum of regqulation.

59. The =signs are that the British economy has become more
flexible and competitive in tha 1980s. Supply performance has
lmproved and productivity - where it can be measured - is growing
more rapidly than in any country except Japan. Our share of world
trade 1is no longer declining. But there is still a long way to
go. And it will be for the lecturer on your next anniversary to
comment on the all important guestion: whether the improvement has
been sustained and become part of the British way of lifa.

Conclusions

60. Let me end by drawing together the main themes of the
lecture. And then offer a postscript

61. Economic policy is heavily constrained by the nature of the
world we live in. Policy-makers have to be sensitive to changes
in the enviromment and ready teo adjust their policies as
appropriate. With global financial markets, the main effort must
be directed towards maintaining the credibility and reputation of
macro-economic policy so that financial markets behave in a way
which generally supports it. It is not possible to intervens in

financial markets to produce directly the results the government
wants.

62. More generally, the power of governments to influence the
economy is limited. Even in the confident days of the 1960s it

10




was more limited thamn was believed at the tima, as the
difficulties of the 19708 revealed. The key to good government is
to recognise the limits of the government's ability to influence
the economy, to resist pressure to do something about problems
which govermnment cannot solve, and to make sure that those things
for which the government is directly responsible - macro-seconomic
policy, taxation and the provision of public services - are done
as afficiently as possible.

63. The postscript is this. My time in the Treasury has been
dominated by the problems of inflation. But so in reality has the
whole of the period since the National Tnatitute was created. In
the half century up to 1938 the annual price increase averaged
1% per cent; prices had not guite doubled. Going back further, in
the 50 year period to 1888 prices actually fell by around a
gquarter.

64. In the 50 years as a whole since 1938, inflation has avaraged
some 6% per cent: prices on average are now 23 times higher than
they were when the Institute was founded. Over the last 20 years
as a whole it had averaged virtually 10 per cent.

65. During the last 5 years we have been more successful but,
even so, inflation has averaged about 4 3/4 per cent. This is=s
still significantly higher than the inflation rate of 1% per cent
in the 5 years up to the Ifoundation of the Institute in 1938. T
hope that the recent improvement will continue during the
Instictute's next 50 years, as it should do if the lessons we have
so painfully learned over the first 50 years are not forgotten.
You can then all hope to celebrate an Inflation performance even
better than when the Institute was founded.







.H'_EP‘{JHT ON MIDDLETON NATIONAL INSTITUTE LECTURE

Transcript from: BBC Radio 4, Financial World Tonight,

Hovember 1988

PRESENTER: (Johnathan Charles) Good evening, tonight the top
civil servant at the Treasury implies the Chancellor has to do
more than just talk about getting the economy back on course. The
£ rises sharply on the foreign exchanges, although the 3§
strengthens as Americans' banks increase their prime rates. And
Lonro sells its EBEuropean drinks business to Brent Walker for E£1B0
million. According to one Conservative MP this evening the jury is
out on the Chancellor of the Exchequer, Nigel Lawson. He's on
pelitical trial after Friday's bad trade figures and the rise 1in
bank base rates. Tomorrow he'll defend himself at the end of the
debate on the Queen's Speech. And in the past few hours ha's
recelved both praise and implied criticism from an unusual
source. The National Institute of Bconomic and Soeial Research's
golden jubilee lecture was given by the Permanent Secretary to the
Treasury, Sir Peter Middleton, and he said that confidence that
economic policy is right is the highest priority for the

financial markets.

MIDDLETOM: "... Credibility and expectations are crucial to
policy making in today's world of global markets. It is no use
thinking that those involved In financial transactions will take
the trouble to understand the nuances of domestic economic policy.
They're not interested in economic theories, political strategems,
social considerations. They are interested in much cruder things,
confidence in the authorities, confidence in the country and the

broad principles and priorities of economic pelicy.




PRESENTER: And Sir Peter went on to tell the audience that
effective policy making was reliant on building up a track record
of success. He said that depended on actually achieving results
rather than on simply espousing words or philosophy. Those lines
seemed to imply criticism of the Chancellor and a warning of what

happens when economic forecasts go wrong.

MIDDLETON : "... Track record is by far the most important thing.
Consistent, coharent, cradible policies are of the essence.
Without these the economy is likely to be subject to massive

pressures whenever there is a temporary shock. iele

PRESENTER: &nd in a comment about the dangers of badly timed
Government intervention Sir Peter emphasised the need for a

cautious approach in correcting problems.

MIDDLETOM : «v. If you have a badly functioning economy, which

in many ways we still do, it is always possible to make it worse

by Government initiatives unless they are very delicately honed.

PRESENTER: The Permanent Secretary to the Treasury, Sir Peter

Middleton.




‘QEPDRT ON HIDDLETON HATIOHRAL INSTITUTE LECTURE

Transcript from: BBC Radio 4; Today,BUSINESE HEWS

PRESENTER: (Peter Day) Top civil servants at the Treasury are
not renowned for saying things in public. 5o the Permanent
Secretary to the Treasury must have kicked himself just a little
when he realised that his lecture to celebrate the golden jubilee
of the Hational Institute last night happened to fall on the eve
of the Commons debate on the economy when the Chancellor will be
fighting to retain his political credibility. Sir Peter
Middleton told the National Institute audience that crude
confidence is what financial markets are seeking not subtle

economic policies.

MIDDLETOM = "+++ Track record ie by far the most important thing.
Consistent, coherent, credible policies are of the essence.
Without these the economy is likely to be subject to massive

pressures whenever there is a temporary shock. ...

PRESENTER: And Sir Peter also had a warning for the incautious

and the over-ambltious.

MIDDLETON: "... If you have a badly functioning economy, which
in many ways we still do, it is always possible to make it worse

by Government initiatives unless they are very delicately honed.

PRESENTER: Sir Peter Middleton, the top civil servant at the

Treasury.
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One of the most important achievements of this Government has been

i T e R

to Elace the defeat of inflation at the very heart of our economic
L " T —
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poliey. Although we are still only part of the way there, we have
unequivocally reversed the rake's progress of the 'seventies and

brought about a major cultural change.
o
@F = ib I have beean giving a great deal of thought teo how we can best
ﬂ;ﬂd entrench that hard-won change, and make it a permanent feature of
’EE’EEEnumlc policy, while at the same time assisting us in the
completion of our present task. I have reached the view that the
best way to do this would be o give statutory independence to the
RBank of England, charging it with the statutory duty to preserve
the value of the currency, along the lines already in place and of
proven effectiveness for the US Federal Reserve, the National Bank
of Switzerland, and the Bundesbank. - Q_Lk.-upq .;#;']JPdaA Bl
L i s i Therts!,
- o guch a move would enhance the market credibility of our
. Bnti-inflationary stance, both nationally and internaticnally. It

would make it absolutely c¢lear that the fight against inflation

i
' @J; remalins our top pricrity: it would do something to help
_l'il- i

dﬂwpfﬂéEﬁﬁﬁfﬂJlﬁifrESt raEE“Fhangﬂs - though thet can never be
W+ W completely achieved; above all there would be the longer term
advantage that we would be seen to be locking a permanent
anti-inflationary force in to the system, as a counter-weight to

the strong inflationary pressures which are always lurking.




SECRET AND PERSONAL

It would mleso; incidentally, make clear that we ses a vVary
different role for tha Bank of England than absorption into soma
European central banking federation.

Clearly, since wa have no written constitution, it would in theory
be open for any future Government to repeal the legislation. But
in practice there would be a powerful market sanction against
that: the mere anncuncement of the intention to do so would in
itself be so damaging to market confidence that any Government
would be extremaly reluctant to attempt it. And of course the
longer tha independent central bank had been in place, the more
effective that sanction would be.

I have had some work done on this propeosal by a very small, high
level group in the Treasury (I have not mentioned any of this to
the Bank of England at this astage). It is clear that the move
would be perfectly feasible. The heart of the schems would
consaist of the following division of responaibilities:

~ (a) , The Bank would assume sole responsibility ifor the

operation of monetary policy, with a statutory duty to
protect and maintain the walue of the cyrrency. It
—_— - —

——
would thus ba responsibla for setting short Larm

interest rates and monatary ctargets.

The Government would remain responsible for determining
the eaxchange rate ffiggyﬂrk - for example, whether we
were part of any international agreement, of whatever
kind, formal or informal. The Bank would then ba

respongible for the conduct of exchange rate policy

e

[

within that framework.

I have set out in an annex a number of other points which would
probably be necessary to define the new arrangement and ensure 1t

worked successfully.




SECRET AND PERSONAL

Whila there was of course a time, in the ara of the gold standard,
when the Bank of England possessed more independence than it
enjoys today, there is no doubt that what I am proposing would
constitute a radical change. But I believe it has substantial
merits it would provide a beneficial Jelt to inflationary
w o axpec?_a};gns and would help to lock into th;_h-:d—]r ]_;H:rli'l;i_;:; of H}ia

1
r‘—""-l
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|4~ country a permanent anti-inflationary force. If you are content,

' tJf*’“EE; next step would be to bring the Bank of England into this
i o

. ;";Lr#-discusaian, My plan would be to publish a White Paper on Budget

e

b1 ... Day, with the necessary legislation introduced in November 13B5.
vt S s
! ’Hf"":l-r-l.'r?

I should be happy to discuss this when we next meet.

25 Hovember 1988
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Farther characteristics of an independent Bank of England

(i)

The Bank would be obliged, as is the Bundesbank, to
conduct monetary policy within the framework of the
Government's economic policy as a whole; but only so far
a8 that is consistent with its primary function of
safeguarding the currency. There would also, and within
this context, be a joint obligation on the Government
and the Bank to work closely together in the conduct of

of economic policy.

The Treasury would be responsible for funding the
Government's borrowing reguirement (or for buying in
debt when the Government was in surplus). But it would
not be permitted to do this in a way which added to
money or ligquidity - ie it would have to sell longer
term instruments. This is the arrangement followed in

Cermany.

A portion of the reserves would be available to the Bank
for use in Iintervention, but the Government would be
able to set limits on total intervention (in either
direction) and the Bank would hawve to obtain the
Government 's agreements before those limits wera
excesded.

The Bank would, at least for the time being, retain

responsibility for supervising the banking system and

the wholesale and gilt-edged markets. It would, of
course; continue to discharge traditional central bank
functions such as issuing notes and acting as the
bankars’' bank.




i

We shculd probakb | Mip j 5 make the Bank of England
W o7

answarable to Pasl 'Jyfﬂ in the sense that the Governor

would appear reqularly before a guitable Select

Committee. But we would want this to be set up in a way

which did not subject tha Bank O unwarranted
Farliamentary preassure.

The Court would be made up, as now, of a Governor,
Daputy Governor, Executive Directors and non-Executive
Directors. They would be appointed by the Government,
though there might well be a case for making the
appointments of all but the Governor himself subject to
the approval of the Select Committee. Members of the
Court would be appointed for a long period, toc ensure
their independence - probably for a term of 8 years.
The appointments could be arranged so that one new
non-Executive member came up for appointment each year.

We should also take the opportunity of a new Bank of
England Act to put the Bank's finances on a proper

statutory footing.
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One of the most important achievements of this Government has been
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to E}ace_th@_ﬂ?fng.th;ef{§tinn at the very heart of our economic
FGllEF Although we are still only part of the way there, we have
unequivocally reversed the rake's progressa of the 'seventies and

brought about a major cultural change,
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|r i Ff I have been glving a great deal of thought to how we can best
Jyfﬂ antrench that hard-won change, and make it a permanent feature of
UK é&ﬂnﬂmi: policy, while at the same time assisting us in the
completion of our present task. I have reached the view that the
bast way to do this would be go give statutory independence to the
Bank of England, charging it with the statutory duty to preserve
the value of the currency, along the lines already in place and of
proven effectiveness for the US Federal Reserve,; the Hatiﬂnal Bank

of Switzerland, and the Bundesbank.- . & At 7] e P = -
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] ?u:h a move would enhance the market credibility of our
J=anti-inflaticnary stance, both nationally and internaticmnally. It
would make it absclutely clear that the fight against inflation
"*;;remﬂina our top priority; it would do something to help
?ﬁigﬂéifiFiaf,iﬁF%f?sE_EEEE_FhangEs - though that can never be
W~ completely achieved; above all there would be the longer term
advantage that we would be seen to be locking a permanent
anti-inflationary force in to the system, as a counter-weight to

the strong inflationary pressures which are always lurking.




SECRET AND PERSOMAL

It would also, incidentally, make clear that we BSé8 a Very
different role for the Bank of England than absorption into some

EBuropean central banking federation.

Clearly, since we have no written constitution, it would in theory
be open for any future Government to repeal the legislation. But
in practice there would bea a powerful market sanction against
that: the mere announcement of the intention to do so would in
itself be so damaging to market confidence that any Government
would be extremely reluctant to attempt it. And of coursae the
longer the independent central bank had been in place, the more
effective that sanction would be,

I have had some work done on this proposal by a very small, high
level group in the Treasury (I have not menticned any of this to
the Bank of England at this stage). It is clear that the move
would be perfectly feasible. The heart of the scheme would
coneist of the following division of responsibilities:

~ (&) , The Bank would assume geole responsibility for the
i RO

f{ﬁ¢ ~ operation of monetary policy, with a statutory duty to
i

protect and maintain the :Eg;uu of the cyrrency. It
e—— — ] ’ — 2 —_—
would thus be responsible for setting short tarm

interast ratez and monetary targets.

The Government would remain responsible for determining
the exchange rate fEEEFFGrk - for example, whether we
were part of any international agreement, of whatever
kind, formal or informal. The Bank would then be
regponsible for the conduct of exchange rate policy

e
within that framework.

I have set out in an annex a number of other points which would
probably be necessary to define the new arrangement and ensurs it
worked successfully.




SECRET AND PERSOHAL

While there was of course a time; in the era of the gold standard,
when the Bank of England possessed more independence than it
enjoys today, there is no doubt that what T am proposing would
constitute a radical change. But I believe it has substantial
merits it would provide a beneficial jolt to inflationary
expectations and would help to lock into thE“BEdy politic of this
c:c:i_[_n{;j:'jr a permanent anti=-inflationary force. 1If you are content,
'fhe next step would be to bring the Bank of England into this
discussion. My plan would be to publish a Wwhite FPaper on Budget
Day, with the necessary legislation introduced in November 1989.
2
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I should be happy to discuss this when we next meet.

oo

N

|
H\l{‘*‘\] |

i

25 HMovember 1988




~chex.md/aa/74 SECRET AND PERSONAL

Further characteristics of an independent Bank of England

(1) The Bank would bs obliged, as is the Bundesbank, to
conduct monetary policy within the framework of the
Govarnment's economic policy as a whole,;, but only so far
ag that ig consistent with its primary function of
safegquarding the currency. There would also, and within
this context, be a joint obligation on the Government
and the Bank to work closely together in the conduct of

of economic policy.

Tha Treasury would be responsiblea for funding the
Government's borrowing requirement (or for buying in
debt when the Government was in surplus). But it would
not be permitted to do this in a way which added to
monay or liquidity - ie it would have to sell longer
term instruments. Thies iz the arrangement followed in
Germany .

A portion of the reserves would be available to the Bank
for use in intervention, but the Government would be
able to set limits on total Intervention (in either
diraction) and the Bank would have to obtain the
Governmaent's agreements before those limits were
axceaded.

The PBank would, at least for the time being, retain
responsibility for supervising the banking system and
the wholesale and gilt-edged markets. It would, ot
course, continue to discharge traditional central bank
functions such as issuing notes and acting as the

bankers' bank.




We should pruhatll w the Bank of England
answarabla to E;Ex_

J;fc in the sense that the Governor
would appear regqularly before é gsuitable Select
Committee. But we would want this to be set up in a way
which did not subject the Bank to unwarranted

Parliamentary pressure.

The Court would be made wup, a8 now, of a Governor,
Deputy Governor, Exscutive Directorg and non-Executive
Directors. They would be appointed by the Government,
though there might well be a case for making the
appointments of all but the Governor himself subject to
the approval of tha Select Committee. Members of the
Court would be appointed for a long period, to ensure
their independence - probably for a term of B8 years.
The appointments could be arranged so that one new

non-Executive member came up for appointment each year.

We should also take the opportunity of a new Bank of
England Act to put the Bank's {finances on a proper

statutory footing.




SECRET AND PERSONAL

PRIME MINISTER

AN INDEPEMDENT CENTRAL BANE

The Chancellor of the Exchequer's minute below puts forward
the mﬂst radical prcpﬁsal ko come from the Treasurr during

——

Your timF Ln GG?FIHMLHL. It is:

to give ataLutﬂry 1ndependenc9 ta the Bank of England,
charging with it thn Etatatnry ﬂutf to preserve the value
of the corrency.

-

He wants to announce this proposal in a White Paper at Budgat
time with legislation next Session. :

My first reaction and Paul's is that the Chancellor's
objective - to entrench a non-inflationary psychology seamee -
is abviously right. We believe too that technically the

proposad scheme iz feasible in the sense tHEE it wonld permit
a ] l-'-_-— ‘ »

the implementation of Government's economic policy, though

thera are some formidable technical issues which would need to

be solwved. But the real issues are not technical economic

ones. They are:

phil 1 et

-

(i) Folitical -
(44} Congtitutional -

{114 Presentational

(1) Political

This Government has made control of inflation the cornerstone
of its economic policy. You have consistently argued that
inflation is a monetary phenomenon and it is the Goygroment's
regponsibility to control inflation. There is surely some
inconsistency in a decision whereby Ministers surrender

responsibility for this cornerstons of economic policy. Why,

SECRET AND PERSONAL
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it will be asked, if you attach so much importance to the
control of inflation, do not Ministera themselves continue to

take responsibility for contrelling it? The cbvious

implication bshind the Chancellor's proposals is either that a
Conssrvative Government E@EEEE ba trusted to keep inflation
down or that the Government needs to plan for circumstances in
which it could lose an election. WMeither are comfortable

e

propositions.

There must be some doubt too about gﬂglﬁf the assumptions
underlying the Chancellor's wview of the effectiveness of the
scheme - ie a future Government would be inhibited from
repealing legislation because the mere announcement of any
such attention would damage market confidence. Maybe. But
Mr. Kinnock might on the announcement of legislation give a
commitment to repeal it and use any chaos caused at the time
oL the repeal Eo int;EQEEc_gggn_mnzﬂnggggpnian controls.

{11} Censtitutional

It would be unprecedented under our (non-Federal) Constitution

For responsibility for such a fundamental Governmental
e ey

objective, the control of inflation, and for the exercise of

such an important function, interest rate policy, to be moved

outside Ministerial control. Certainly our Constitutional

structure might be adapted to accommodate such a scheme, Bat

such adaptation would reguire

making the Bank accountablsa to the Courts through a

i

judicial review procedure

making the Bank accountable to some body other than

Ministers - which can only be Parliament.
——

The first route - accountable to the Courts through judicial
review — seems inconceivable. Courts would be asked
—eee

effectively to arbitrate on economic policy. That is not what

SECRET AND PERSOMAL
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the Courts are for. The second route - accountability to
Parliament - seems, according to points v and vi of the note

e
attached toe tha Chancellor's minate, to ba the route chosen by

the Chancellor: in point v therse is a reference to the Bank

being "answerable to Parliament"; and in point vi to the

possibility of the appointment of the Directors to the Bank
being "subject to the approval of the Selact Committee".
'-_.H. -

[ P -
- o -

= = — ———

B T N T, - e

Such an arrangement amounts to a form of oversight by
Parliament and would be the first time, I think, that
Parliament had been given direct (without Ministerial
intermediation) powers over such an important function. You
will want to conslder the EEEEEQUEHEEE aof such a

Constitutional step and whether there would be pressures for
it to be extended.

(iii}) Presentational

The Chancellor wishes to announce the proposal at Budget time.
Then inflation could be over 7 per cent, perhaps a little
more, if today's base rate puts up the mortgage rate. This is

hardly a good backdrop for the scheme's presentation.

The political, constitutional and presentational issues are
formidable, But I do not think they are necessarily
{neuparable., The crucial judgment, and it has to be a
political one, is whether the prospect of the bensfits of an
independent Central Bank - entrenching the fight against

inflation — are worth the costs outlined above.

You need to decide whether:

(a) the scheme is so fundamentally unattractive that you
would not wigh it to be discussed with the Bank as the
Chancellor wants

SECRET AND PERSONAL
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you do not nscessarily rule out the scheme and, while
reserving judgment on its principles, are willing for it
to be considered with the Bank.

Paul and I would welcome a word. When we have your reaction,

Wwe Ccan prepare a more detailed brief for your talk with the

Chancellor.

N.L.W.

M. L. WICKES

25 Novembeaer 1988

SECRET AND PERSONAL
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DETERMINATION OF COMPOSITE RATE FOR 1%89/90

: b This note seeks your approval

S

a. to a determination of the 19B9/90 composite rate for
ibuilathngisocieties, banks and local authorities ot 21.95% (a

drop of 1.5% from the current rate), and

——mi—

s
b. for laying a Treasury Order to that effect (with

e ——

accompanying Press Release) in the near future,

=1

e
Background

iy The composite rate is the rate at which tax has normally to
be accounted for on interest paid to individual investors by
building societies, banks and local authorities. It is a final
tax 3nd cannot be repaid to those who are not otherwise liable.

It has to be statutorily fixed each year, It is determined on

Chanceller Mr Isaac
Chief Secretary Mr Corlett
Economic Secretary Mr Davenport
S1F P Middleton Mr Calder
Hr Culpin Mr O'Connor
Hr FPerets Mr Dearman
Mr Gilhooly Mr Straatar
Mr Gieve Miss Baland
Mrs Chaplin Mr Willmer
Mr Tyrie Mr MecCarney
Mr Green
PS/IR
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the basis of data for the preceding rather than the current year,
and has to be, az nearly as maybe, revenue neutral (ie it should

yield the =same amount of tax as would be raised if those

e

investors who were liable at basiec rate Ea}fered tax at that

rata, and those who were not liable suffered no tax).
--—"'_.-.-\'

3. It is announced by Treasury Order, before, at the latest, 31
l—-_-___-'-_-

E:EE!gg; preceding the relevant tax vear starting the following 6
April. Thus the rate for 1989/90 has to be determined bafure-zih_

e

December 1988, The normal practice is to lay the Order earlier.

Last year the Order was laid on B December and it is desirable to
.

work to a similar timetable this year so0 that the institutions

have as much advance ﬁslice ag possible.

—

—— —— = ___\_j

Parliamentary Procedure

1. The Order falls to be made by statutory instrument which is
subject to the negative ressclution procedure. It remains subject

te this procedure for farty sitting days and under a House
ey g

practice rule statutory instruments should, where practicable,

not come into force before 21 calendar days after they have been

laid.
Recommendation on 1989/90 rate

L When banks were brought into the composite rate scheme in
1385 followed by local authorities in 1986, no data was
— ————

available =showing the ratio of taxpaying and non-taxpaying
depositors in these institutions. Transitional rules were
therefore included in the Pinance Act 1984 which provided that

e
the composite rate for the four years 1985786, 198687, 1987/B8

and 1388/8% should be calculated by reference to data relating
——

—— -
only to-building societies.

 —




6. For 1989/90 and subseguent years the tax status of
e ——-
depositors in all the institutions covered by the scheme must be

taken dinto account. Our Statisties Division has therefore

extended the normal 4-yearly examination of building society
accounts to innludé—_;_ﬁgzﬁﬁle of accounts held by other
deposit-takers. The evidence supports a composite rate of 21.75
per cent for 1989/30 (a drop of 1.5 per cent from the IHEE?EE

I"-'_._._- 2
rate of 23.25 per cent). Purther iﬂfaila of the calculation are
ineluded in Annex A.

Court action by the Woolwich Eguitable Building Society

T Last year we warned that the Order determining the rate for

1987/88 might be challenged in the Courtsa. Following the
———
SuCREEETH]T challenge by the Woolwich Eguitable Building Society

of the FRegulations which govern compesite rate tax paid by

S me—

bullding societies we assessed the possibility of a challenge to

T — ——
last wvear's Order as remote. The decisgicn in favour of the

Woolwich is subject to appeal by the Revenue., The possibility of

a challenge against this vyear's Order remains but has not
increased. S

e —

Summary
B. We seek your approval for

a. composite rate for 1989/90 to be set at 21.75%
— - e el

T B

{paragraph & and Annex A):

yii e —

bra the laving of a Treasury Order as soon as possible
{paragraphs 3 and 4):

the issue of the draft Press Release.

[

J R STREETER
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Press Release

INLAND REVENUE PRESE OFFICE, BOMERSET HOUSE, STRAND, LONDON WCTR 1LE
PHONE: 01432 88532 OR 6708

Hovember 19EB

COMPOSITE RATE FOR BUILDING SOCIETIES, BANKS AND LOCAL
AUTHORITIES ETC FOR 1989-90

A Statutory Instrument was laid before the House of Commons today
fixing at 21.75 per cent the rate at which building societies,
banks, local aufhorities and other deposit-takers will account
tfor tax on interest paid in 1989%-90 to individuals resident in
the United Kingdom.

The Statutory Instrument, which has the title "The Income Tax
(Reduced and Composite Rate) Order 1988" will be published on

T

Copies wWwill be obtainable from HMSO.

Notes for Editors

The composite rate is a fixed rate of tax on interest which is
not repayable. It is5 set (on the basis of a periodic statistical
survey of depositors) at a level which will achieve revenue
neutrality - that is, a rate which will result in the same amount
of tax in total becoming payable as would be payable if tax were
charged on investors accerding to their own individual tax rates.

The 21.75 per cent rate now determined for 1989-90 is a reduction
of 1.5 per cent from that for 19B8-89.




a TATUTORY INSTRUNENTS

1988 HMo.
INCOME TAX

The Income Tax (Reduced and Composite Rate) Order

1388

Laid before the House of Commons 19BA8

Coming inte force ... 6th April 1989

The Treasury, in exercise of the powers conferred on them by
section 483 of the Income and Corporation Taxes Act 1988(a),
hereby make the following Order: e

1. This Order may be cited as the Income Tax (Reduced and
Composite Rate) Order 198E and shall come into force on 6th
April 1989,

2. The Treasury hereby determine that the rate which,
under the provisions of the said section 483, shall for the
Year 13B89-90 be the reduced rate (for building societies)
and the composite rate (for deposit-takers) shall be 21.75
PE&C cenkt.

1988 Two of the Lords Commissioners of Her Majesty's Treasury




EXPLANATORY HNOTE

(This note is not part of the Order)

By virtue of the Income Tax (Building Societies) Regulations
1986 (5.I. 19B6/4B2; amended by 5.I. 1987/844 and 5.1.
138B/1011) a building society is required to pay to the Inland
Revenue in respect of payments of dividends and interest an
amount representing income tax on certain sums calculated in

part at the basic rate and in part at "the reduced rate®”.

Under the provisions of section 479 of the Income and
Corporation Taxes Act 19B8 ("the Act") a deposit-taker on
making payments of interest in respect of a relevant deposit is
liable to account for and pay an amount representing income tax
on such paymenta., The amount is calculated by applying "the
composite rate" determined in accordance with section 483 of
the Act.

Section 483 of the Act provides that the Treasury shall by
order made by statutory instrument determine a rate in each
year of assessment which for the following year of assessment
shall be the reduced rate (for building societies) and the
composite ratd (for deposit-takers). This Order determines the
rate at 21.75 per cent. for the year 1989-90. The rate for the
years 1985-EE and 1986~-8B7 was 25.25 per cent. (S.I1. 19B4/1674
and 5.T. 19B5/1836), for the year 1987-88 Z4.75 per cent.

(5.I. 1986/2147) and for the year 1988-89 23.25 per cent. (S.I.
1987/72075).




ANNEX A

CONFIDENTIAL

EVIDENCE ON A REVENUE-NEUTRAL RATE FOR COMPOSITE INTEREST

Assembly of New Evidence

: The rate to be set for 1989-30 is the first one which is not
exempted (by ICTA Section 48 3(4)) from having to take account of
the inclusion of bank depositors within the scope of composite
rate, which toek effect from 1985-86.

2 To enable bank composite rate interest to be included in the
calculation of what level of composite rate produces
revenue-neutrality, a Composite Rate Statistical Investigation
has been carried out. Thevsavingsvinstitutions; including banks,
drew a sample of their composite rate accounts, and supplied to
the Inland Revenue the names and addresses of the account
holders, and the amount of interest paid and credited in the Year
to April 5 1987. Most of them managed to meet the due date for
doing so, the end of June 1987. By the end of January of this
year, almost all the details of sampled investors had been
supplied; the tax district most likely to deal with their affairs
had been identified and had been asked to provide tax or income
information relevant to the calculation of what proportion of
their interest would be liable fo tax in the absence of a
composite rate system.

3 The sample of accounts with which tax districts were asked
to deal numbered about 86,000. They responded well, supplying
details for about twe thirds of account-holders by the end of
July. However, locating the right tax district from the name and
address supplied by the savings institutions was not
straightforward in the case of a substantial minority of

account-holders. Por many, no record was traceable. BSuch

account-helders could not be assumed to be non-taxpayers simply

because no tax record could be traced, and they were, if
necessary, asked to complete a return of income.




. 4. Gathering the necessary information about a large minority
of account-holders was thus rather time-consuming, and by
mid-October it was still not available for about 15 per cent of
the sampled account-holders. Assumptions about the liability to
tax of their interest have therefore had to be made. The
assumptions are backed by the use of indications about the stage
to which the action in tax districts had progressed (for example,
in some cases the final stage of awalting a return of income from
the investor had been reached). But the need to use those
assumptions does introduce an additional degree of uncertainty

into caleulating a revenue-neutral rate for 1989-90.

The change to the level of composite rate resulting from the new

avidence

=g The inclusion of banks and other deposit takers within the
scope of the caleolations has exerted a slight downward pressure
oen the rate. A rate calculated on the assumption that composite
rate applied to bank depositors alone is about 3/4 percentage
point lower than a rate calculated on the assumption that it
still applied only to building society investors. However about
four-fifths of composite rate interest is paid out by building
societies, so the effect, on the rate, of the lower liability of
bank depositors is less than 0.2 percentage points.

6. A more substantial, and upﬁl:d, impact on the rate has
arisen from changes made to methods of tracing an
account-holder's tax record and to the way of treating the
interest where no tax record could bes traced, Though it is
difficult precisely to astablish the impact of each change,
because of the way they interacted, the two changes in order of

importance were as follows:

i) An extra wmeans of locating the investar's tax
district was available for this statistical
investigation. Thiz was the computerised
National Index, which held the name and an
address for all individuals with a PAYE

':' i | r. & L ra b il
s il b ; i i j.'.-..-.|I b iy PR X oAb -d'-'l::l-l-\.-n"‘t ﬁ] sl
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record, and the tax district dealing with their
affairs. 1In the previous statistical investigation,
paper records, held by the tax district in whose
area the investor lived, very often failed to show
which tax district was responsible. A letter had

to be sent to the investor seeking the information,
to which there was often no response. Such letters
were much less freguently needed in the new

statistical investigation.

Where these letters did need to be sent in the new

investigation, but were not responded to, one or

in many cases two, further steps were taken. The
electoral roll was examined to obtain an indication
of whether the investor was likely to be a minor,

or te have moved away from the address provided by
the savings institutien. If go, an appropriate
assumption about tax liability could bea made. But

1f neither of these indications was present, the
investor was reguired to complete a return of income.
The liability to tax of the investor's income was
calculated from the return, or if no reply was
received, it was assumed to be as likely to be liable
to tax as the interest of those who did respond. By
contrast, in the previous investigation, neither of
these steps was taken. Instead, a relatively low
likelihood of liability to tax was assumed. These
assumptions dated from the time composite rate was
negotiated with the Building Societies Association.
They continued to be used during the time when the rate

was determined, as there was nothing better te put

in their place until a new statistical investigation

could be completed.




. The level of composite rate for 1989-90

Ta The table below shows the various factors affecting the
level of composite rate since the rate of 23.25 Per cent was

determined a year agoc.

—

L. Composite rate for 1988-8%

al effect of lower liability

to tax of bank depositors

other effects of extending

scope beyond building societies

better methods of eztablishing
liability to tax

Growth in taxable incomes
between 1987-88 and 1988-B0

Raising of personal allowances

Reduction in basic rate from
27% to 25%

Total change (lines 2 to §5)

Calculated revenue-neutral rate
for 1%8%=90 21.82

8. In the past, composite rate has been varied in steps of not =

less than { percentage point. Though the information iz now
better than it was, it would not be Justifiable to regard it as

_—




. being sufficiently precise to enable smaller changea than %

percentage point to be calculated with confidence. This is
particularly true this year, for the reasen given in paragraph 4
of this Annex.

9. We would therefore recommend that to the nearest $
percentage peint, 21.75 per cent is the rate most likely to

FEEEE

achieve revenue-neutrality.

STATISTICS DIVISION
NCVEMEBER 1988




I have written the attached ane-page note on

{Apologies for the American spelling
4 iink it contains the eseence of my argument that

sterviszed anktervention I8 ineffective,; wnoeplt perbaps L

Ere fﬂf? ghort run = and 1 meEan a matter of days rather than

OIS

know that the Prinm has been bombarded
gumnent that J e 1 Interyention 11
oRary hat i S E "LIE but intervention
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vEBAtLon and 1Z&T1 00N

The Clair

Tnerﬁ i no disputing the fact that monetary policy
will have gn effect on exchangs rates. Thus i ¥ 'BFTraTT
[okeErs 1TATEREST rates and 1NCREBEasss The maney '-‘.l:.|'|F|.'-..'..
relative to the United States, the dollar walue of sterling
Wwill decline. This increase in the quantity of 4tprling can

nducesd by sxchange rate opperations, that is by creating
ut ~lipgg deoggits in order to buy dollars (which are then
deposited in the official reservesT.' , The increase in
sterling depositg, cet par wWill lead to inflagionary
nressures 1n the UE. "Wt
L

It is claimed, however, that, although intervention
to =upport the  dollar will increase the amount of
money and so generate inflationary pressures, this can be
gvborged if the Hank simultaneously sells long gilts to map
up Ene st brllni‘nenerated by the purchase ot the collars.
Thus, the story QuUES, We Can increasse the sterling value of
ERe dal lar wlthout B at i rig & dommatic monetary
edipanzlon. Thi=®s 1% Ehe "sterilizgd™ LinEErYyELHtion" process.

e — —._._____-_-—
Thiez Raality

But the argument should be pursu=sd furthar. Im
order i3 asll long gilts the price must bs reduced, that is
to say vielos MIEr DE 1ncreased. he increase in British
i pterest rates, relative to thoss of Ehe United Btates, will
then attract +oreign rgpita1 to Britain and so driwve up the
sterling walue of the dollar. Clearly this will off=et Lthe
initial 8Fffects oOfF one 1ncervenption. There will be & call
for more intervention...and so the authorities may well be
rFuﬂﬁ“ﬂ in FEElT-perpetuating proceas.

erafipl &, Lhe “”tdLlUE sxchanae rate muxﬂﬂEﬂLE are dus
entirely to trafisitary pc rt*l__l_lltl shiftts - 4or example a
transient demand ftor sterling and & switch out of daollarFs
then it makes sense for Lhe authorities to infervene in a

sterlized operation. But, in practice; it is guite

impogsible to identify such portfolioc shifts, as distinct
A i A L e

from more permanent and fundamental movemants in exchange

rates.

The uwupshot 1s that sterilized intervention 18
virtually always an unsuitable policy optign. fAnd
unsterilized interventiaon is simply a mutant of monetary
policys =

—

=1
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NORTHERN IRELAND OFFICE®
WHITEHALI

LONDON SWLA 2AX

SECRETARY OF STATH
FOR
NORTUHERN IRELAND

The Rt Hon Douglas Hurd CBE MP
Homa Secretarcy

Home Office

50 Quesan Anna's Gate

LOMDON

SW1H BAT Hovember 1988

el e

INCREASES IN MONETARY LIMITS ON LOTTERIES UNDER THE LOTTERIES AND
AMUSEMENTS ACT 1976
44

Thank you for copying to me your letter of 7 Hu?emher to John

Wakeham on this subject. \7

A you know I had previously indicated my support in principle to a
raigsing of the Great Britain lottery limits. Having now seen the
daetails of vour proposals vyou may take it that I have no objection
to any aspect of these from a Northern Iraland standpoint.

I should manticn that the Northarn Ireland law, which has been in
operation for little over a year, allows only onea typa of sociaty's
lottery and no society may hold more than one lottery in any periocd
of 7 days. Here there is a limit of £80,000 on the turnover of any
one lottery and El million on the total turnover of all lotteries
run by any society in a year. MNo prize can exceed 10 per cent of
the proceeds; ie EB,000. As in Great Britain, the maximum price of
a ticket or chance is 50p.

JB 17289




In due coursa, I shall be re-examining these levels in the light of

the developments on your side to see whether any revision might be

necessary.
I am copying this lekter te the Prime Minister, other members of K,

tha Attorney General, the Minizster for Artz anmd Libraries,; the Chief
Whips in both Houges and Eir Robin Butler.

JB 17289







A

I saw Alan Walters today about his contract for returning to
S il

Mo.1l0. Ho prnhLeEEHEEEE.

PRIME MINISTER

He will be seeing you early in December. But he asked me to
pass you two messages.

(1) ©On the =sconomy, he was satisfied about its progress. The
higher interest rates appearad to be working faster than many
had expected. It was too =arly to come E;_EEEEEEhtE about tha
Budget, but he thought that the priority area for action would

be capital taxation. He belileved that, despite the

theoretical arguments for unifying the income and capital
gains tax (CGT) rates, a CGT rate of 40 per cent was too high.

|[It was affectively a ktax on savings; and we needed more

incentivas to save, not disincentives. Moreover, a 40 per

cent CGT would not, in Alan's view, raise as much revenue as a
lowar rate. This was because with the rate at 40 per cent,
taxpayers would do their best to find capital losses to offset

e

against their capital gains and so reduce their tax bills. If

e ———

the CGT rate was lower, tax payers would huvé_lesﬁ incentive
to do that and the working of the Laffer curve would produce

higher net revenue.

Whatever the economic merits of Alan's point, the politics of
divorcing the CGT and income tax rates only one year after so
much credit has been taken for their unification, would bhe
very difficalt indeed.

{2) Alan thought that Mr. Bush would want to begin his
Pragidency with a dramatic economic gesture. His guess for

that gesture was an oil import tax, which would be bad news.
e ——— e ——— ——

N.LW.

N. L. WICKS

11 November 1988

PMZAHC




TMARSHAM STREET
LOMDONSWIPFIES

G1-276 3000

Miw raf:

Youir ref:
The Et Hon Douglas Hurd

Home Cffice

Quesan Annea's Gabe

LONDOH

sWl Il November 13BE

B Bonge

Thank you for cepying to me your léfter of 7 November to John
Wakeham outlining your proposals to increase the monetary limits
an letteries undéer the Lotteries and Amusements Act 13976,

I am writing to say that I am content to agree the action proposad
in the penultimate paragraph of your letter.

I am copying this letter to the Prime Minister, other members of H
Committea, the Attorney General, the Minister for Arts and
Libraries and the Chief Whips in both Houses and to Sir Robln
Butler.

‘\._'__.fEm_ﬁrﬂ_
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M\l SCOTTISH OFFICE
WHITEHALL, LONDON SWIA AL
b

e 1

The Rt Hon Douglas Hurd CBE MP
Secratary of State for Home Affairs
50 Queen Anne's Gate

LONDON

SWIH 9AT ! November 1988

el J

INCREASES IN MONETARY LIMITS ON LOTTERIES UNDER THE
LOTTERIES AND AMIISEMENTS ACT 1976

; .Jll"f~ L A
In your letiter to John Wakeham uf,?ﬂ:wemh;r. which you Kindly copled
to me, you asked whether | would be ready to make the same incresses in

monetary limits for lolteries in Scotland as you propose for England and
Wales.

Ags yvou know, I have earlier expressed support in principle for such
increases and, having congidered wyour detailed proposals, 1 am content
for identical increases to apply in Scotland. Subject to a satisfactory
oulcome to consultation, a separate Scottish Order will be prepared to
effect increased lmits In Scotland. Copies of this letter go to the
recipionts of yours.

EML31EFG







IO DOWNING STREET
LONDON SWIA ZAA

From the Private Secretary 11 November 1988

INCREASES IN MONETARY LIMITS ON LOTTERIES
UHDER THE LOTTERTES AKD AMUSEMENTS ACT 1976

The Prime Minister has seen a copy of
the Home Secretary's letter of 7 Hovember
to the Lord President. She is content with
the proposal summarised in the Home Secretarv's

latter.

I am copying this letter to the Private
Secretaries the members of H Committee, the
Attorney General, the Minister for Arts and
Libraries and the Chief Whips in both Houses
and to Sir Robin Butler.

P s

Srweaees

(D. C. B. MOREIS)

Fhilip Mawer, Esg.,
Home Difice.




i Ifﬁ

OFFICE OF ARTS AND LIBRARIES
Horse Guards Boad

London SWIP 3AL

Telephone 01-270 5929

Frinm the Miniver for the Arts

cB8/5528

Et Hon Douglas Hurd CBE MP

Home Of fice

Queen Anne's Gate

LONDON SWl 10 Npovember 1988

Logar:

INCREASES IN THE MONETARY LIMITS ON LOTTERIES

I have been most interested to see the proposals attached to your
letter of 7 NHovember to John Wakeham.

I was particularly struck by the figures showing the decline in
sales of lottery tickets since 1979/80 from £92 million to E£21.5
milliom. A&As you know, I believe that there iz a substantial
amount of extra funding for charitable causes that could be
unlocked by appealing to the lottery instinct, now that many
people have more cash in their pocket. But it is clear that a
very substantial increase in the maximum for prizes will be
needed to tap this source of funds., I am disappointed both that
you are not considering a higher maximum for prizes and that you
do not propose to raise that for proceeds. This can only mean
that the profits to an arts body would be reduced if it seeks to
eEncourage more support by increasing its prizes. I do not follow
the Gaming Beoard argument that there would be too great a risk of
Apbuse 1f the proceeds limit were ralsed. Surely the question of
management and accountability arises just as much at €120 000 as
{say) E250,0007

I would have liked to see bigger stakes all round, in order to
favour fund-raising as part of our owerall strategy of
encouraging the private sector. However, I would be content for
vou to consult the professional bodies in the gaming and
charitable fieldzs on the proposals as they stand, I would also
ask vou to invite the views of the Arts Council of Great Britain
and the Museums and Gal leries Commission at the same time, since
they have responsibility for many of the bodies which would
ultimately benefit from a revitalised lottery system.

I am copying this letter to those who received yours.

-
e
RICHARD LUCE Quﬂ-‘-}
..4"""’.’.'
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PRIME MINISTER 7 WOVEMBER 1988

INCREASES IN MONETARY LIMITS ON LOTTERIES UNDER THE
LOTTERIES AND AMUSEMENTS ACT 1976

You have said that you do not want a Green Paper on the
general issue of lotteries. But you have agreed that the
Home Secretary should make regulations:-

rendering multiple lotteries unlawful: and

— ——
—_—,

increasing the prasent financial limits on lawful

lotteries - these are run by charities, sports

——

—_—

urganisatiﬁna and local authorities in the main.

—

Douglas Hurd has circulated a draft consultation paper on
{E30"= he is already consulting on (i).

Propoged new limits on lotteries

ta) Maximam prizes will be increased thus:

Current maximum prize New maximum

Short term lottery £3,000 £7,500
Medium term lottery £4,500 £11,250

Any other lottery £6 ,000 €15,000

Only schemes registered with the Gaming Board will be
able to benefit from the new limits on prizes.

The limits on the proceeds of lotteries will not be
increased.




(c) The maximom price for a ticket will be increazsed from S50p
Lo--£1.

Commen t
These proposals seem sensible for the following reasons:

Local charitable lotteries appear ko be in decline.
This is certainly the case with lotteries supervised by

the Gaming Board - figures for other lotteries are not

F— - —_

availai:le1

An increase in prizes may give them a new lease of life.

— =

Lotteries continue to throw up examples of poor
administratlon and fraud. It is therefore wise not to

increase the limits on the proceeds of lotteries.

Retaining the limits on proceeds also prevents local

lotteries from getting entangled in the debate about NHS
funding. It should remove the Treasury worry about

successful lotteries leading to back door increases in
public axpenditura.

The modest nature of the proposed changes should help to
make them more acceptable to the Gaming Board. The
latter are still likely to grumble at any increases in
the limits - the Board's Report for 1987/88 argued that

the present system of controls on local lotteries was
not adegquate.

Conclusion

Douglas Hurd's proposals should give a small fillip to local
and charitable lotteries. This fits with the Covernment's

general support Ffor voluntary action In many social Fields.




But given the doubts of the Gaming Board, and the damage
which-stories of fragd can do to charitable activities, it

is senaible teo proceed cautiously.

Recommendat ion

Agree with the Home Secretary's proposals.

e

CAROLYN SINCLAIR
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INCREASES IN MONETARY LIMITS ON LOTTERIES UNDER
THE LOTTERIES AND AMUSEMENTS ACT 1976

‘I November 1988

i '!.1 47 A -

I was grateful to colleagues for their swift agreement te the
proposals in my letter of 28 September to you, that I should
guickly announce an intention by regulation under the Lotteries
and Amusements Act 1976 to prohibit "multiple" lotteries and, at
the same time, by Order to increase monetary limits on individual
lotteries under the Act. As you know, I made that announcement
on 5 October. The statutory consultations about the regulation
are under way.

In my letter T 'said that, as collesagues had asked, I would

put any detailed proposals for modest increases in the monetary
linits on singla IGtteries to them before eeding te ocutside
onsultatian. Wy broposal

consu - zals are contained in the enclosed paper,
Monetary limite on lotteries under the Lotteries and Amusements
Act 1976. You and colleagues may not necassarily wish to digest
this lengthy paper in full. It provides a comprehensive account
of the factors which determine the scope for increases, which may
ba of interest to some.

The specific proposals, recorded in paragraphs 35-42 of the
paper, are that:

(i) the limits on maximum prizes for societies’
and lﬁEEl_;EtIE es promoted under schemes
registered with the Gaming Board for Great
Britain should be increased by 150%;

i =

the limits cn the proceeds of such lotteries
should not be increased:;

the maximum price of a ticket or chance should
be increased by 100%;

A e
there should be no increase in the limits on
the maximum prize or proceeds in a society's
lottery not promoted under a scheme registered
with the Gaming Board.

JSAs the paper

Ihe Rt Hon John Wakeham, MP
Pard President of the Council




As the paper explainszs, these proposals takg account of the
views, where they are known or can reasonably be Forecast, of

those active in the lotteries field. The essential aim of the
proposal is to provida scope fof a modest revival in lotteries
promocted under schemes registered with the Gaming Beard, without
stimulating activity in sccieties' lotteries which are subject
only to vestigial leocal authority controel. By raising the maxima
on individual prizes in "Board registered" lotteries, but keeping
their proceeds limits as they are, such lotteries should be made
more attractive and their operators should be able to sell their
tickets more certainly and gquieckly up to the current proceeds
maxima, without our putting lotteries into a bigger gambling
league.

In earlier correspondence Norman Lamont asked for the
cpportunity to comment on whether the proposals for increasad
monetary limits would be likely to increase the scala of
lotterias to an extent which might significantly exacerbate the
difficulties of public expenditure control. This is addresszed in
paragraphs 30 and 31 of the attached paper. Norman may wish to
gay 1f he is content with the analysis there that, as far as can
be estimated, increases in limits of the order proposed would

seem most unlikely to stimulate lotteries activity to a level

which should =auvse concern.

It would be helpful 1f Norman could also respond on the
question of continuing to exempt lotteries from pool betting duty
(paragraph 32 of the paper).

As the paper also explains, increases in limits on lotteries
in Scotland will reguire a separate Order. I hope that Malcolm
Rifkind would be ready to make the same increases in maonetary
limits for lotteries in Scotland as I make for those in England
and Wales.

Outside consultations on the regulation to prohibit
"multiple” lotteries began last month. I should like to add
propesals on increases 1in monetary limits teo those consultations
quickly. I should therefore be grateful to know if colleagues
are content with the proposals summarised in this lettar by
Friday 11 November.

I am copying this letter and the enclosed paper to the Prime
Minister, other members of H Committee, the Attorney General, the
Minister for Arts and Libraries and the chief Whips in both
Houses and to Sir Robin Butler.

\

/waﬂcv(f"‘};




MOEETARY LIMITS ON LOTTERIES UNDER THE LOTTERIES AND
AMISEMENTS ACT 1976

INTRODUCTION
The purpose of this paper is to explain proposals for increases in certain
monetary limits on lotteries promoted under the Lotteries and Bmusements

Act 1976. The paper is in six sections:

A: Relevant provisions of the 1976 Act and history of limits
{paragraphs 2-12)

B: Decline in lotteries activity/aims of encouragement
{paragraghs 13-16)

C: Wishes of the lotteries 'industry' (paragrapghs 17-23)

D: Constraints on increases in monetary limits (paragraghs 25-29)

E: Treasury/Customs ard Excise considerations (paragraghs 30-32)

F: Proposals (paragraphs 33-42)

A: RELEVANT FPROVISICNS OF THE 1976 ACT MND HISTORY OF LIMITS

Societies' lotteries and local lotteries

2. Under section 18 of the 1976 Act the Secretary of State may by Order vary
certain monetary limits on societies' lotteries and local lotteries. A
society's lottery is a lottery promoted on behalf of a society which is
established and conducted wholly or mainly for one or more of the purposes of:
(a) charity; (b) participation in or suppur: of athletic sports or games or
cultural activities; or {c) neither (a) (b) but neither private gain nor
any commercial undertaking. A 'soclety' isjdefined as including any elib,
institution, organisation or association of] persons, by whatever name called,
and any separate branch or section of such 4 club, imstitution, organisation
or association. FExamples of societies inclade football supporters' clubs, and
Friends of hospitals, : \




@
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4. Local lotteries are those promoted by local anthorities. A local anthority

may promocte a local lottery for any puarpose for which it has power to incur

expenditure vnder arny enactment.

Mometary limits and their history

4. A society or loeal lottery promoted under a scheme registered with the

Gaming Board for Creat Britain is subject to limits on its maximm prize and

proceeds,. The limits were increased in 1981 apd 1985,

their predecesscrs are as follow:

(a) Short-tarm lottery
{eg one held weskly)

Medium term lottery
(eg one held
ronthly)

Any other lottery

{eg quarterly or
annially)

Maximm Prize

£3,000 (set in 1285;
increased in 1981 to
£2,000 from original
£1,000)

£4,500 (set in 1985;
increased in 1981 to
£3,000 from original
£1,500)

£6,000 (set in 1985;
increased in 1981 to
£4,000 from original
£2,000)

The current limits and

Maximm Proceads

£30,000 (set in 1945:
increased in 1981 to
£20,000 from original
£10,000)

£60,000 (set in 1985;
increased in 1981 to
£40,000 from original
£20,000)

- £120,000 (set in 1985;

increassd in 198l to
480,000 from original
£40,000)

3. The 1976 Act also provides for societies to run smaller lotteries, the
schemes for which do not have to be registered with the Gaming Board. Only
registration of the society with a local authority is required. The

limits are: £

Lottery by society
registerad with a
local authority

Maximm Prize

£2,000 (as increased in

1981 from original

£1,000: no lncreage in

1985) -

- Maximm Proceeds

£10,000 (as increased
in 1981 from original
5,000 no increase in
1985)




Yy Mo more than half of the proceeds of any society's or local lotteries may
be devoted to prizes, and this proportion is not variable by Order. Az to
expenses, whera the procesds do not exceed an amount set by Order, up to 25%
may be appropriated for expenses. The current amcunt is £10,000, ie the same
as the maximum proceeds of a lottery not under a scheme registered with the
Gaming Board, and similarly set in 1981. Where the proceads excead £10,000,
the percentage of them which may be appropriated for expenses is 15%, or such
larger percentage as the Board may authorise within a ceiling of 25%.

7. HNo soclety or local authority may hold more than 52 lotteries in any peried
of 12 months, but when the date of two or more lotteries promoted on behalf of
one society or local authority is the same, the lotteries may be treated as one
provided that the total proceads of the lotteries does not exceed a figure
capable of variation by Order. The current figure ie £30,000 (a figure set in
1985; in 1981 it had been increased ko £20,000 frem £10,000].

8. There is also a limit on the maximm price of a ticket or chance to be sold
in either a society's or local lottery. That limit is currently 50p (increased
to that amount in 1981 from the original 25p).

9. Thus all the limits described above were increased in 1981 by 100%. This

was mostly to take accomnt of inflation, which had been 90% since 1976.

10, In 1985, the limits on maximm prizes and proceeds in lotteries promoted
uncer schemes registered with the Gaming Board (and also the procesds limits on
two or more 'small’ lotteries, of paragraph 7 abeve) were increased by 50%, in
part because of inflation since 1981 (which had been 25%) but principally
following representations from the commercial interests in the lotteries
industry, whose ambitions were for greater increases, generally of 100%.

11. It will be noted that the limits on the maximm prize and proceeds in a
society's lottery not required to be registered with the Gaming Board were not
increased in 1985, This was to avoid a repetition of what had happened when
these limits had been increased in 1981. Following the 1981 increases there
had been a noticeable decline in the number of schemes registersd with the
Gaming Board (who have greater supervisory powers), apparently as a result of &
enift to the promoticn of lotteries requiring only registration of societies
with local authorities (who have minimal supervising powers).

12. The maximm price of a ticket or chance was not increased in 1981 in the
absence of representations fram the industry. =
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g: DECLIME IN LOTTERIES ACTIVITY/AIMS OF ENMCOURNGEMEMNT

13. The 1976 Act provides cnly for modest lotteries. But at the time of the
legislaticn societies, firms of pramoters and local authorities had high hopes
of the capacity of lotteries to generate reliable, contimuous income, and
considerable efforts were made to =ell tickets and chances. For example, the
booth in the high street selling 'instant' tickets (where the pnter discowers
if he has won by rubbing off an cpaque film covering mmbers of symbols) becams
a comon feature. The impetus has not been maintained. Information about
societies' lotteries not registered with the Gaming Board is not collected
centrally. Bukt attached at A is a graph of the annual sales of tickets in
lotteries promoted under schemes registered with the Board between 1977 and
early 1988. From a peak of some £92 million in sales in 1979/80 (totalled from
some £61 million in societies' lotteries and some £32 million in loml
lotteries} there has been a decline to a 1987/8B total of some £21.5 million in
sales (some £18.5 million for societies’ lotteries and some £3 million for
local lotteries). The decline would be expressed more sharply if inflation
were taken into account.

14. The reduced popularity and success of lotteries have not only diminished
lotteries’ income. They are reported alsc to have exacerbated difficulties in
complying with the requirements, umaltersble by Order, that at the most no more
than 25% of the proceads may be appropriated for expenses. The bulk of

expendi ture on expenses is likely to be incurred at the start of a lottery, on
printing and pramotion. To comply with the law, the proceeds from sales of
tickets or chances need to be at least four times the cost of expenses. If
sales are worse than expected, either the lagal limit on the proportion
allemable for expenses is breached, or the expenses have to be subsidised from
other inoome.

15, It does not follow that the aim of increases in monetary limits should or
can be an attempt to restore ticket sales to thelr peak. The 1976 Act has been
criticised for weaknesses in its provision for financial and other controls
over lotteries virtvally since its inception (for example in the 1978 reports
of the Rothschild Boyal Commission on Gambling and of the Gaming Board). In
past years there have been lotteries scandals, some resulting in conwvictions
and sentences of imprisorment. The radoced populafity of lotteries has had the
incidental benefit of making them less attractive the frandulently minded.
As is noted in section D below, the Gaming Board theless remain concerned
about the potential for fraud and mismanagement. amy event, as also noted
in section D, the power by Order to vary monetary limits cannot be used o
alter the purpose or effects of the prma_t"_‘rl' legislation (ie to make "big'
lotteries cut of 'small'). 3 :




%. But the promotion of lotteries remains a proper and potentially useful
means of legitimate fund-raising. As is explained more fully in section C
belcw, the depression in lotteries activity is principally attributed to the
current limits on maximum prizes. If that is right, increases in prizes in
particular (within the scope of the Order-meking power and taking accomt of
the cautionary history of the Act) could revive lotteries to a wortlwhile if
modest extent. This would be timely when the Govermment is encouraging
citizens to parsuve the charitable and other social causes which 1976 Act
lotteries are intended to benefit. The rest of this paper considers the scope
for increages which might moet usefully be made.

C: WISHES OF THE LOTTERIES INDUSTEY

Lotteries Comncil

17, The Lotteries Council represents the commercial element of the lotteries
industry (firms of pramoters amd ticket printers) amd some societies. On their
own initiative representatives of the Council have recently put their current

views to Home Office officials. The Council's principal ambitions are for
incresses in maximm prizes in lotteries under schemes regigtered with the

Gaming Board. They would like to 9o up to £25,000 as the maximm prize for
long-term lotteries, with the cther prize maxima increased pro-rata {ie‘
increases of some 400%). But their minimm immedjate ambition is to get into
five figures, eg poseibly a scale of £5,000, £7,500 and £10,000 to replace the
current £3,000, £4,500 and £6,000.

18. The Council also want an increase in the maximm permitted stake, from
S0p to £l to endble punters more readily to chance more for the prospect of a
higher prize.

19. The Council representatives did not seek an increase in the limite on
proceeds, because of the current difficulties cf achieving ticket/chance sales
even up to those limits. Their belief is that Higher maximum prizes, for the
chance for which punters might be ready to pay e, would enabla them to
increase their profits, and the income of their jelients, by attracting punters
to smbscribe fully and quickly within the curr proceeds maxima.
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20. The Council specifically advised that there should be no increase in the
limits on maximum prizes and proceeds for societies' lotteries not promotaed
under schemes reqistered with tha Gaming Board (ie those currently of £2,000
and £10,000 respectively].

Local Authorities

2l. The principal lotteries organisation of the local authorities in England
ard Wales is the Lotteries Action Group (LAG), representing the Associaticn of
District Councils. There has been no recent Home Office or Gaming Board
contact with the IAG on the question of monetary limits. Historically the
LAZ's concerns have been for changes in the 1976 Act which would require
primary legislation (tighter controls on societies' lotteries nct registered
with the Gaming Board, and an increase in the proportion of lotteries proceeds
which may be taken for expenses). The LAG's response to proposed increases in
monetary limits on lotteries micht be equivocal. As is shown in the attached
graph, the decline in lottery ticket sales has hit local asthorities hardaer
than societies {on the most recent information awailsble to the Gaming Board,
in the 12 months ending 31 August 1988 average turnover per local lottery was
sape £8,500 compared to nearly £20,000 for each society's lottery promoted
under Board registration). BSome in the IAG might be fearful that substantial
increases in limits could lead to larger societies swamping the market and
effectively further squeezing out the small gperator. Egqumlly, others in the
LAG might see advantage in some increase in the prize limits as a means of
boosting turnover and thus easing pressure on expenses.

22, In a recent letter about lotteries to the Home Office, the Association of
Metropolitan Authorities (AMA) did not refer directly to the monetary limits
and focussed on changes requiring primary legislation. But intsrestingly the
AMA appear to be under the misapprehension that domated prizes are to be
counted wimi:n the 50% maximm proportion of proceeds allowsble for prizes. In
fact, the limit on any donated prize is that it must not exceed in value

the limit asit-:: the maximmm prize. A benefit of increasing the prize maxima is

that greatergiving of prizes could be encouraged and allowed. There is
evidence from the latest report of the Gaming Beard that some potential donors,
for example ::}f new motor cars, have been frustrated bg..r the current limits.
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23. The views of charities will be tested by consulting bodies such as the
Institute of Charity Fundraising Managers. Individual charities may have
different views, according to their size (ie the larger charities capable of
taking readier advantage of increasad limits might be more enthusiastic).
Coincidentally, the Institute is issuing a Code of Practice on lottaries for
their members, which should be useful to charities wishing to enter or expand
in the lotteries fleld following increases in mmetary limits.

D: (OONSTRAINTS CN INCRERSES IN MONETARY LIMITS

Scope of the Order-making power

24. Bection 18 of the 1976 Act does not give the Secretary of State an
unfettered discretion to vary monetary limits. There could be challenge,
including from the Joint Cosmittee on Statutory Instrnments, to proposed
increases which threatened to vary the purposes or effects of the primary
legislation. As has been noted, the 100% increases in the 1976 limits in 1981
wera largely accounted for by inflation of 20% in the intervening period, and
by the time the 1985 increases of 508 tock effect more than half of that
percentage was also coverad by inflation. It is not possible to say precisely
what order of increase would be seen as altering the intention of the statute,
but a maltiple of four or five could run a serious risk of challenge and it
could well be prudent to aim lower. '

Likely views of the Gaming Board for Great Britain

25. Proposals for increases have yet formally to be put to the Gaming Board.

“ Informal soundings of Board officials suggest that the Board would feel chliged
to enter reservations about any proposed increases at all. In correspondence
at the turn of 1987/88, the Chalrman of the Board explained that, following a
sample programme of inspections of societies' lotteries by his Inspectorate,
without further statutory powers the Board could give no assurances that the
lotteries they seek to supervise were being conducted in accordance with the
law.

26. But the Board might also be expected to recognise the force of the
arguments for some increases, following the interest in lotteries stimulated by
the Mational Hospitals Trust/Loto schemes. In that context, the Board might be
less concerned about increases in the limits on maximum prizes in schemes
required to be registered with them.
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27. The Board might have stronger reservations about increases in the limits

on proceeds in such lotteries, since their worry is about the management and
accomnting of the flow of lotteries finds.

Z8. The Board could also be expected to argue (like the Lotteries Couneil)
that there should be no increase in the prize or proceeds limits for societies’
lotteries promoted under schemes not reguired to be registered with them.
Their reason would be to prevent societies switching fram Gaming Board
registration to local authority registration, in avoidance of the more
stringent Board controls.

2%, The Board might see some advantage in inereaging the maximm stake, if
that eased the administrative problems for societies not fully gearsd to
promoting lotteries with very large mmbers of tickets on sale and also hel ped
the full sale of the tickets on offer. The Board could, however, enter
reservations of prineiple about taking lotteries into a bigger ganbling league,
although the sharper focus of that concern could be on prize and procesds
limits.

E: TREASURY/CUSTOMS AND EXCISE OONSICERATIONS

Public Expenditure Control

30. In a letter of 31 Rugust to the Home Secretary the Financial Secretary to
the Treasury asked that proposals for inereases in monetary limits should be
considered by H Committee before they were put to outside consultation, to
enable consideration of whather the proposed new limits would be likely to
increase the scale of lotteries to an extent which might significantly
exacerbate the difficulties of public experditure control.

3l. It is understood that questions of public expenditure control eould arise
were lotteries' cash income to be donated to bodies (for example NES hespdtals)
which benefit from public expenditure, since such donations would be cointed as
additions to piblic expenditure. (Donmations in kird,- for example hospital
equipment, would not be so comted). There is no information available to the
Hore Office about the amonmt of monies fram lotteries which may have been
donated to bodies supported by public expenditure. Nor s it possible
acorately to estimate the extent to which such denati might increase if
lotteries’ income grows ae a result of increases now in E:neta.r:}_r_limits.— But




Y

it would seem inlikely that any increases in limits which can be made would
return lotteries' twrnover in real terms to the levels reached in the initial
years following the 1976 Act. The best quess, therefore, might be that even
with increases in monetary limits the flow of lotteries fimds to public
expenditure supported bodies could well be less and nearly certainly not more
than contemplated when the legislation was enacted.

Pool betting duty

32. (ustoms and Excise regard lotteries as a form of ol betting. Depandi ng
on the form of pool betting imvolved, the amount of stake money paid and the
expenses and profits of the promoter are normally subject to a duty of 33 1/3%
or 424%, Socleties and local lokteries cperated within the current, 1985
monetary limits under the Lotteries and Pmusemernts Act 1976 are exempted from
pocl betting duty by a parallel, 1985 Order under the Betting, Gaming and
Duties Act 1981. The Home Office would hope that the Camissioners of Customs
and Excise would be prepared to continue the ememption of lawful lotteries,
with higher monstary limits, fram the duty. Otherwise, the benefits and
paurpose of increasing monetary limits would be negated.

F: FROPOSALS

33. The Secretary of State is not required by the 1976 Act to consult outside
bodies before increasing monetary limits. But the earlier increases were the
subject of consultation and on 5 October the Heome Ematfrymﬂntm
 would follow that precedent. Those to be consulted on his behalf include the
Gaming Board for Great Britain, the Lotteries Council, the Lotteries Action
Group and the Institute of Charity Fund-Raising Managers. An Order by the Home
Secretary will apply to England and Wales and a similar Order is also to be
made by the Secretary of State for Scotland making identiral increases.

34, The Home Secretary amnounced that the aim is to increase monetary limits
in the same timetable asja regulation to prohibit 'multiple’ lotteries. That
requlation is recuired i ickly, and has already bean put out to consultation.
The proposals as to incrhms in monetary limits might, therefore, seek as far
as is reascnable to antigipate the wishes and reservations of those to be
cansulted to try to achidve their swift acceptance.

u
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35. Taking into account the considerations set out in this paper, the
proposals about which consultations are ervisaged are as follows:

Maximm prizes in societies' and local lotteries proncted under schemes
registerad with the Gaming Board (sectien 11(7) of the 1976 Act)

36. The limits on these prizes should be increased by 150%, that is:

Corrent maximm prize New maximum

Ehort term lottery £3,000 £7.,500
Malium term lottery £4,500 £11,280
Any other lottery £6,000 £15,000

37. Such increases, which fall within the middle of the range sought by the
Lotteries Council, are probably sbout the highest which could be Justified
urder the Order-meking power. That justification weuld be that the increases
are internded not to alter the intention of the imary legislation, but rather
to meet that intention by enabling the promoters of lotteries to sell their
tickets more certainly and quickly up to the current proceeds maxima (see

paragraphs 38-39 below).

Maximm procesds in societies' and local lotteries promoted under schemes
reqistered with the Gaming Board (section 11(9) of the 1976 Bot )

38, The limits on procesds should not be ircreased.

39, With the lotteries involved, it is on the proceeds limits that the
principal concern about potential mismanagement ard fraud focusses. As to
mismanagement, the legislation expresses the amcunts of a lottery which may be
appropriated for prizes in total, and for experses, as proportions of the
proceeds. Promoters already sometimes fail to achieve sales of tickets up to
the current proceeds limits, so inadvertently - or deliberately - breaching the
related progportions, particularly as to expenses. Higher proceeds limits could
exacertate their difficulties, by tempting promoters to over-reach themselves
in their ambitions and -asamptiuna about ticket sales. As to fraud, higher
Frocesds limits would potentially produce bigger individual letteries. The
chance of putting their fingers in these bigger ples could tempt the
fraudently-minded. This could include the return to the lotteries world of

: dubious gperators who exploited the enthusiasm for lotteries in the early days




of the 1976 Act. - It is for these reasons that the Gaming Board weould be likely
to advise against increases in proceeds limits. Their concerns should be taken
sericusly. In addition, the Lotteries Council, who might be expected to argue
for increases, have explicitly said they do not seek them. It would seem right
tacitly to welcome their acceptance that the current legislation provides for,
ard can only cope with, essentially modest lotteries.

Maximm price of ticket or chance (section 11(2) of the 1976 Act)

40. The maximm price of a ticket or chance sheuld be increased by 100%, from
50p to £1.

4l. This increase should be unexceptionsble. Punters may already risk more in
a lottery (by buying a mmber of S0p tickets) and the limit has not been
increased since 198l. The Lotteries Council contend that it will be sasiar to
sell one £1 ticket than two at 50p and, whilst this is notiomally argueble
(since the more the tickets, the more the number of chances) it seems
reasonable to give the Coumcil the cpportunity to put their commercial
agsessment to the test.

Maximm prize and proceeds in a society's lottery not required to be promoted
under a scheme registered with the Gaming Beard (sections 5(3)(d)(i), 11(5) and
11(13)(a) and (b) of the 1976 Act)

42. Mo increase in the limits of £2,000 on the maximim prize and £10,000 on
the proceeds of societies' lotteries which do not come within the supervision
of the Gaming Board will be proposed. Those to be consulted will be given the
_opportunity to comment on this, but any who wanted increases would be expected
to adduce weighty argquments, sufficient to overcame the likely reservations of
the Gaming Board, local authorities and even the Lotteries Council.
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CONFIDENTIAL

PRIME MINISTER

ECONOMIC STATISTICSE MEXT WEEE

It iz a relatively thin week for figures next week.

———

Dn Monday we have retail sales (Flag A) and credit business

(Flag B). The retall sales figures are mnderiEély_Eﬁcuuraqinq

L —

in suggesting there has been some slowdown in SeptemEEf_*

——

albeit from a very high level in July and August. Similarly,

cradit business has also slowed down in Septembsr to the

e

-— - F
avarage levels sean over the last year rather than the

exceptionally high August figure.

The only other significant economic publication next week will

be the Bank of England guarterly bulletin on Thursday. i o= <o

— —— lel'—'E"

I also attach (Flag C) the latest weakly MD f{gggggf Theas ,
S ] e

too, are moving in the right direction, although there is a

very long way to go.

2 e
e ——

All in all, it is as satisfactory a picture as we could hope

for at the moment.

B
10,

PAUL GRAY
4 Movember 1988
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