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GRIFFITHS, BURNS, ROSE AND FLEMMINO 


I attach a s e r i e s of notes on the conversations I was i n s t r u c t e d to 

arrange. That with John Flemming was of necessity very short, but 

the others were f a i r l y exhaustive. In each case I managed to cover 

most of the c h i e f issues but not a l l , p a r t l y because to have r a i s e d 

too many questions on my side v/ould have been i n d e l i c a t e . 


2 . There i s a c l e a r unanimity about almost a l l i s s u e s , apart from 
gauging what has happened to money supply and why and where i t will 
go h e r e a f t e r . These are matters about which people are understand
ably very cautious. But t h i s caution does not diminish the firmness 
of views about the need f o r a c t i o n or the general agreement about 
the form i t should take. 

ADAM RIDLEY 
9 November 1979 
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BRIAN GRIFFITHS 


The determinants of and prospects for- Bank lending 


It i s not s u r p r i s i n g that money supply and bank lending should be 

so v o l a t i l e i n the short term, given the many f a c t o r s which a f f e c t 

them. But one can expect stabl e r e l a t i o n s h i p s over periods of 6 

months to a year. 


2. Bank lending i t s e l f , or rather i t s t r e n d , w i l l r e f l e c t the 
recession and high i n t e r e s t r a t e s . But one cannot know p r e c i s e l y 
when. 

Interest rates 


3. A sharp and s u b s t a n t i a l increase now a fundamental pre

r e q u i s i t e of monetary p o l i c y , and p o s s i b l y the only t h i n g one can 

do. I t i s a l l the more necessary now that E u r o - s t e r l i n g has 

become, with the a b o l i t i o n of exchange c o n t r o l s , part of the de fact< 

money supply, since i n t e r e s t rates are the only way one can c o n t r o l 

i t . One must e r r on the side of caution by a c t i n g e a r l y and b o l d l y . 

To do the opposite would threaten a c r i s i s i n monetary p o l i c y . 


h. An MLR increase would probably set o f f the g i l t s market, and 
the rate could be brought down a b i t before long. Once rec e s s i o n 
had set i n f i r m l y , rates could be expected to tumble very sharply 
over a short period - say roughly 6 months hence. 

F i n a n c i a l Plan 


5. To take an i n i t i a t i v e over i t before the short term a n x i e t i e s 
over trends i n and p o l i c i e s f o r money supply were resolved would be 
doubly dangerous. It would be deemed a f o o l i s h attempt to 
mask those short-term d i f f i c u l t i e s . And the plan i t s e l f would be 
thought to be worthless since the existence of unresolved short-term 
d i f f i c u l t i e s would make it appear unattainable. 
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Monetary Base Control 


6. I t i s v i t a l not to have a r e p e t i t i o n of the Competition and 
C r e d i t Control f i a s c o . C&C took 4 months between announcement 
and i n t r o d u c t i o n , and that process was too hasty. MBC would 
requir e more. In p a r t i c u l a r , i f one were con s i d e r i n g i n t r o d u c i n g 
i t now, one would need to consider very c a r e f u l l y the r o l e of Euro
s t e r l i n g , which might otherwise cause broadly analogous problems to 
the discount houses i n 1972/73. 

Conventional Controls 


7. S p e c i a l deposits^Reserve Ratios, Q u a n t i t a t i v e c o n t r o l s and the 
l i k e would a l l be u s e l e s s , since there i s an easy f o r e i g n escape 
route from each. A l l a bank need do i s d i s c r e e t l y ask i t s 
customers to steer t r a n s a c t i o n s to an overseas branch. 

G i l t s 


8. The present system i s n e c e s s a r i l y g i l t - s t r i k e prone and 

spasmodic In operation. Since the Bank of England cannot i n 

the short-run knov; a great deal about demand, they w i l l p e r i o d i c 

a l l y choose to s e l l stock at what turns out to be the wrong p r i c e . 


9. The system i s wrong. Tap p r i c e s are kept s t i l  l f a r too long, 

and should be changed more q u i c k l y . There i s a very strong case 

f o r an open rather than minimum p r i c e tender when s e l l i n g long

dated stock. 


10. At the short end of the money markets, more assets are needed; 

and i n t e r e s t rates should change more frequently and by smaller 

amounts, though not of course p a s s i v e l y . They could s t i l  l be used 

to lead the market. This i s e s s e n t i a l to keep fund managers on 

t h e i r toes, create a measure of uncertainty and thus a two way 

market. I f one decided to do t h i s , i t would be v i t a l to warn the 

market i n advance. 


A t t i t u d e s 


11. No one has woken up to the nature of the a u t h o r i t i e s * monetary 
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p o l i c y t i l  l very r e c e n t l y i f at a l l . Both the banking system 

and the company sector expect or at l e a s t f e e l that they will 

be " b a i l e d out" i f things get d i f f i c u l t . 


Exchange rate 


12. I f Iran or ether f a c t o r s promote an inflow, t h i s could be 

t r i c k y and one should consider now how one v/ould mop i t up. To 

the extent one cannot do so, i t would be f a r b e t t e r to endure 

a temporary r i s e i n the exchange rate than take i n a l o t of f o r e i g n 

money. 
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Recent trends i n bank lending ajjd money supply 


1. On the prospects i n the Summer, and assuming no unexpected 
s u r p r i s e s , the Government's p o l i c y had seemed a l i t t l e r i s k y 
but not unacceptably so. An IQ.H b i l l i o n PSBR and lk% MLR should 
have been enough to bring down the money supply growth wit h i n the 
target range. Nov;, a f t e r the event, i t i s not d i f f i c u l t to see 
some reasons why things have gone wrong: 

output has, up t i l  l now, been more buoyant tban expected; 

p r i c e i n f l a t i o n , and expectations of i t s future have, too. 

Both w i l l have b o l s t e r e d the demand f o r money and boosted 

bank lending. 


i n t e r e s t rates have r i s e n unexpectedly high and quickly 

overseas, thus reducing the in c e n t i v e to borrow overseas 

and, by the same token, i n c r e a s i n g the i n c e n t i v e to 
borrow at home; 


-	 exchange c o n t r o l a b o l i t i o n has probably meant that domestic 

i n t e r e s t rates have to be r a i s e d by more r e l a t i v e to 

overseas to achieve a given degree of monetary stringency. 


Sentiment 


2. There have r e c e n t l y been sudden but quite unambiguous signs 
of a g i l t s s t r i k e . In the short-run t h i s i s at l e a s t i n part 
because an increase i n MLR i s seen as i n e v i t a b l e , and no one i n h i s 
r i g h t mind would buy g i l t s t i l l i t has happened. But i n part t h i s 
i s because there i s a growing anxiety about the i n c o m p a t i b i l i t y 
between the PSBR and the monetary t a r g e t s . 

PSBR 


3. Published date on the CGBR cause much anxiety, and imply a 

79/80 PSBR well above the FSBR p r o j e c t i o n . Burns' own a n x i e t i e s on 

t h i s f r o n t are now very marked too, and he suspects act i o n i s needed. 
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Controls? 


l\. D i r e c t i n t e r v e n t i o n of any kind would be undesirable, since 
they would j u s t hide the problem, and would be seen to. People 
know exchange co n t r o l s have made a nonsense of them. I f there 
i s an imbalance between revenue/expenditure and money supply, i t 
must be dealt with d i r e c t l y . 

5. Furthermore, a n x i e t i e s about the Government's p o s s i b l e 
w i l l i n g n e s s to i n t e n s i f y c o n t r o l s are already a serious problem, 
and have aggravated the a u t h o r i t i e s ' problems. The s t o r i e s 
i n d i c a t i n g a desire to r e s t r a i n mortgage i n t e r e s t are the c h i e f 
problem. The PM's recent statement at Question Time (Thursday 6) ? 

accepting that i n t e r e s t rates might have to r i s e a f t e r a l l i n the 
New Year had not been noted g e n e r a l l y . People are saying that 
j u s t as p e t r o l p r i c e s were the Americans' A c h i l l e s h e e l , mortgages 
were the B r i t i s h Governments. A p o s i t i v e a f f i r m a t i o n that the 
B u i l d i n g S o c i e t i e s would not be i n t e r f e r e d with i s urgently needed. 

Monetary Base? 


6. Not d e s i r a b l e i n a hurry whatever i t s merits. Memories of 
Competition and Credit c o n t r o l have become obsessive. But the 
issue i s more fundamental. Monetary c o n t r o l , g i l t s e l l i n g and so 
on are only operable e f f e c t i v e l y and r e l i a b l y when monetary p o l i c y 
i s r i g h t and create very high i n t e r e s t r a t e s , r a t i o n i n g , and 
d i s t o r t i o n when they are wrong. 

7. This i s not to say that i t would be f o o l i s h to announce some 

moves or other on c o n s u l t a t i o n over monetary base. But t h a t , though 

s e n s i b l e , i s no s u b s t i t u t e f o r the c e n t r a l measures needed, 

p a r t i c u l a r l y an e a r l y increase i n i n t e r e s t r a t e s . 


G i l t s 


8. It i s not easy to be o b j e c t i v e about s e l l i n g methods when 

respected observers and commentators - most, however, with axes 

to grind - bend one's ear t h i s way and that. However, i t would 
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seem s e n s i b l e to s e l l g i l t s by tender and ensure one mopped 

up one's target of l i q u i d i t y , month by month. To h i t targets 

f o r the quantity of money you must be able to c o n t r o l pretty 

d i r e c t l y the PSBR and g i l t s a l e s , i t s two p r i n c i p a l determinants. 

The present system i s one i n which the a u t h o r i t i e s are often 

f i g h t i n g with one hand t i e d behind t h e i r backs, and i n which i t i s 

thus p o s s i b l e f o r some parts of the markets to make large and easy 

p r o f i t s out of that d i s a b i l i t y . 


I n t e r e s t rates 


9- There i s no avoiding a sharp increase. The longer one waits 
the bigger the g i l t s s t r i k e and the l a r g e r the jump needed. One 
should nip the c r i s i s i n the bud hard and as f a s t as p o s s i b l e . 

What i s to be done? 


10. The i d e a l response would be: 


-	 a sharp and earl y MLR hike; 


-	 a c t i o n to reduce the PSBR, i e expenditure cuts or 

tax increases; 


-	 new g i l t s sales t a c t i c s ; 


- on the negative fr o n t the avoidance of evasions, 

i n p a r t i c u l a r an unfrank Bray forec a s t , and the 

continuation of a n x i e t i e s about i n t e r v e n t i o n i n the 

mortgage i n t e r e s t l e v e l s . 


Reducing the PSBR 


11. To achieve much t h i s year would ev i d e n t l y be very d i f f i c u l t . 

To make fir m suggestions about how would r e q u i r e a proper examine 

of the t e c h n i c a l and p o l i t i c a l p o s s i b i l i t i e s on both expenditure and 

revenue. 


12. But i n p r i n c i p a l one can say something about the orders of 

magnitude one would be aiming at. One would wish at l e a s t to get 
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the PSBR back to SB.1) bn t h i s year, and may be more to allow 

f o r the fa c t that, i f one standardised the FSBR p r o j e c t i o n f o r 

devi a t i o n s between projected and a c t u a l l e v e l s of output and 

p r i c e s , the SB.1) bn f i g u r e would be equivalent to l e s s i n today's 

co n d i t i o n s . 


13. There i s a very strong case f o r o v e r k i l l now. Timing 

considerations are becoming very awkward. There i s a r i s k , i f 

one under-reacted now, that one would be driven to an excess i v e l y 

v i o l e n t package i n , say 6 months time, j u s t when the economy 

i s t u r n i n g down anyway. The case f o r "quick and hard" i s 

r e i n f o r c e d by the need to be i n f l u e n c i n g wage bargaining. The 

present d e t e r i o r a t i n g prospect on that f r o n t i s only to be expected 

given the e f f e c t i v e lack of awareness of the intended tightness of 

monetary p o l i c y . 


Retrospect 


14. Present problems stem from Healey's e r r o r s , from l a t e 1977 

onwards. But even i f they are l a r g e l y h i s f a u l t , the need to e r r 

on the side of caution i s none the l e s s . 
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HAROLD ROSE 


Honey and lending trends since May 


A slow-down i n e i t h e r never seemed probable before e a r l y 1980. 

The Bank of England read f a r too much optimism i n t o the September 

money supply f i g u r e s . The Banks have seen no c l e a r signs of 

higher Vat payments i n October, which str o n g l y implies companies 

are short of money, only i n l i m i t e d measure because of funding 

income tax rebates, important though that i s . Of course the tax 

p o s i t i o n i s of l i t t l e comfort, as the more that i s paid back, the 

lower the PSBR and Government created l i q u i d i t y , but the higher i s 

demand f o r Bank lending c e t e r i s paribus. 


2. Barclays - and other c l e a r e r s - expect lending to remain stron 

f o r months and not to slacken before 1980 Ql or p o s s i b l y even QU. 


3. The determinants of the money supply are not that easy to 
i n t e r p r e t . One f a c t o r leading to high demand f o r money may be 
that industry now operates with and wants high stock l e v e l s i n 
r e l a t i o n to output, since to do so i s very cheap with s t o c k - r e l i e f 
plus tax deductible i n t e r e s t ( i f you have p r o f i t s ) * , and i n d u s t r i a l 
d i s r u p t i o n - now chronic - d i c t a t e s higher l e v e l s f o r obvious 
reasons. The surveys suggest r e c e s s i o n i s only j u s t beginning. 

P o l i c y 


4. Interest rates must c l e a r l y go up immediately. On the one 

hand a r b i t r a g i n g i s already happening and w i l l get much worse i f 

they don't. On the other, a f e e l i n g of g i l t s - s t r i k i n g i s growing 

f a s t and that demands an increase. With short i n t e r e s t rates so 

high the a u t h o r i t i e s simply look s i l l y i f they delay. 


5. The PSBR i s looking too high. D i r e c t c o n t r o l s are no use i f 

there i s u n s a t i s f i e d demand f o r c r e d i t . It w i l l go offshore 

immediately, and while i t could leave the £M3 s t a t i s t i c looking 

b e t t e r , people would not be fooled f o r long. 
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6 , The Bank of England should c e r t a i n l y take a tougher l i n e i n 
i t s guidance. No one has any f e e l i n g of monetary p o l i c y being r tough. The Bank looked l i k e being so only b r i e f l y i n the Summer, 
when i t f a i l e d to repay s p e c i a l deposits i n August. But i t soon 

changed i t s tune. One would have expected i t to take a tougher 

l i n e i n a v a r i e t y of ways, p a r t i c u l a r l y over personal c r e d i t . 


7. Barclays only issued a c i r c u l a r to branch managers about 

r e s t r i c t i n g the net t o t a l of personal c r e d i t l a s t month. Since 

the branches always put up e x c e l l e n t ' s p e c i a l case" p l e a s , t h i s 

guidance w i l l not be f e a r f u l l y e f f e c t i v e i n a l l p r o b a b i l i t y . 


8. The increase i n house p r i c e s i s as t e l l i n g a sign as any 

of the r e l a t i v e slackness of c r e d i t c o n d i t i o n s . 
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