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NOTE FOR RECORD Copies to The Governor

The Deputy Governor
Mr Fforde
0*L Mr Dow

\&7 (e Mr Blunden
Mr Page
Mr Loehnis
Mr Balfour
Mr Coleby
Mr Dawkins
Mr Flemming
Mr George
Mr Goodhart
Mr Walker
Mr Quinn

The meeting provisionally arranééd between the Governor and the
Chancellor of the Exchequer for 6.00 pm this evening will not
take place. Instead, the Governor will call on the Chancellor
tomorrow (Saturday) morning at 10.30 am at No.ll. The Deputy
Governor will also attend.
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in relation to monetary control over a reasonable time scale,

the present techniques of ing could be criticised, though
in terms of the sheer quantity of debt sold the techniques
had been successful. Against this background, there was
obviously a case for improvements in techniques, including
more funding through national savings.

being suggested was matching the profile ing with that
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Sir Douglas Wass said that the reality of the present situation

was that some slack already existed, i.e. monetary policy was
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noted that floating exchange rates had been tested during
period of great stress, associated with oil price shocks, and
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that if shocks h een d to be transmitted more directly
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profile of

markets, thus placing further pressure

noted that the fundamental problem of

accommodating shocks, for example from the PSBR, was that it

¢

towards allowing interest rates to rise more and then fall back
later. The Governor questioned whether in those circumstances

rates would have in fact fallen back. The Financial
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monetary control which reli nore heavily on interest rates

would adjust more quickly would probably reduce a

M er D I = G (o PR TR (RS VR . 1 4 2 3
Government's inhibitions abou ‘ interest and exchange rates.

13. The Governor thoug 1t a system of MBC would be scarcely
compatible with membershij " the European Monetary System (EMS),
and he believed that tl UK would in due course join. Membership,
ly dual objectives. He
disciplined attitude
MBC work.
could be made
of Mo Against
this, the Deputy Governor doubted whether the transitional
costs of moving to MBC wou be worthwhile if, in the event,
"Mo'were to be allowed to vary. The Chancellor thought that EMS

was not a decisive argument against MBC. The Financial

noted that the time to join EMS would be when the UK
rate stood comparison with those of other members, at which
time these dual policies-.could be operated without setting up

unsustalin

14, Responding to the Chancellor's invitation to summarise

the problem as he s ity 1 [1ddl n said that the present
system was not succeeding i ‘educing monetary growth To

much of any shock was being taken through monetary growth. Achieving
monetary targets Nas > the heart of the Government's policy
for dealing with inflation; this implied that there

in letting the money supply depart too far from

and medium term.

rates should help dome llv in the same

exchange rate reduced external shock At present precise

what seemed an acceptable timescale. This seemed
all worlds. The question really was whether to go
precisely defined monetary policy over a longer tin
?O strengthen instruments s¢ as to improve the chance of achieving
the sort of targets which were currently being set.
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Current Sit
17. [The Governor said that the Bank's forecast showed growth
of 12 per cent in §M3 over the curre target period. This
assumed a PSBR for 198( Ll of £10} million; unchanged interest
Treasury's view
critically
very uncertain, particularly
back to its forecast
of the financial
funding

>alised, would

not be inconsistent with returning to the MTFS. The Deputy Governor

added that the forecast show the banks' liquidity getting

ke changes to the reserve

i3 It was noted that the tone and substance of the Mansion

= o

House speeches would a ¢ he ma ts The Financial Secretars;

noted that the markets had had mucl 1ews to take of late

and had behaved well. Sir Douglas Wass thought that there might

be the danger of overconfidence in the markets. The Governor
thought that the markets' behaviour indicated that they were

not taking the Government's te ts seriously, though this did

not mean that they did not recognise the Government's determination.

Against this background, he thought that by sticking with the
existing target the Government would be me

unnecessarily fficult for itself.

the target over a long period. If the target 1lc

too tight it might well be self-defeating, as markets might

1K Ul

19. There was discussion of when a decision on the roll-over
of the monetary target should be taken and announced. There
_9_.
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would be no detailed sion at the Prime Minister's

meeting on Monday. ,ogic pointed towards saying something
about the consultati 8 the Green Paper on Monetary Control

and the monetary target at the same time. The October banking

figures might well narrow the options. The Chancellor

favoured an early announc 1t, which should be made to
Parliament, possibly f he Treasury Select Committee. It would

1

be desirable stablis a ,,:1"r';'\i'.‘.f" nal iew by 27 October.

ackground to the current
ilemma between the
sector and the
and the constraint
target, he would
advocate a r« in erest 1 5 and the exchange rate.
The pressure on the corporate sector to adjust was undoubtedly suffi-
cient. The Bank's forecast showed the trade balance becoming
the principa lepres: r. Wage behaviour was changing.
The question was w to prevent press intensifying.
The Chancellor recognised these factors stressed the
overriding importance of k )ying policy consistent with

MTFS. Policy

y actions which implie . depart from the

would destroy the credibility of the strategy and provide a
further twist to inflation as the economy emerged from recessi
In turn, this would be setting the stage for ext round

of decline in the British econc He hoped that the imbalance
between companies and persons and between the private and
public sectors could be eased through fiscal policy, including
restraining public sector wages and increasing the take from

the oil sector. The Financial Secretary said that contacts

had suggested to him interes tes should be held until
l\ }11/ IV"IJ I" ““1 :\ '4‘:4 o

of the Bank's forecast turned much on wages, where

performance might be more encouraging than the forecast assumed.
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the next few n similar to that in April, in the level

of economic activity. le noted that the

had been rative, xcept for the final year. If the

numbers in the MTFHS
ecanomy 8 5

N, sector was, the path
to avoid excessive

e Chancellor said that

previous three years had

luctant to relax the
noted that whilst
er cent might look very
an outturn of 12 per
as more like
ancellor added that
on the public
sector within ¢ >tary stance, rather than relax that
stance because the corporate sector was under pressure.
;

bellieved that the ‘essure @ the corporate sector could

should be maintained in i) e adjustment.

in
fact
wondered whether contini
not lead to involuntary public expenditure,
assistance to companies, thus making the tas

public expe

thought that there were some signs. Stock adjustment was
well under way and a better wage ) was in prospect, though

the effects f this on the exchange rate were uncertain.

23, The Chancellor s summarising this part of the discus
that the Bank and the. Treasury seemed to be in agreement on a
number of all s They both recognise: 1e current pressures
on the corporate sector; would
interest rates; were doubtful about the possibiliti
reducing the exchange rate; agreed that it was
_]]_
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increase the funding of borrowing directly from
persons on a scale beyond already agreed, and, if necessary,
at the expense of mortgage rates; and finally that the PSBR
needed to be contained, particul through restraint on
public sector wages. Wher: here seemed to be difference was

on whether the balance between erent sectors of the economy

could be jml\y(;\;(,‘j within

framework of keeping
monetary policy consistent with the MTFS

e

Interest Rates

o " i X S ” . Y :
24, The Governor wondered, in view of the severity of the recession

which the Bank were recasting, whether interest rates could be

kept at their current levels ntil about February, as the Bank's

forecast suggested they would need to be if their forecast of

monetary growth was to be realised. The Financial Secretary

thought. that.interest rates might decline but-then need to be

increased reflecting the path of monetary growth. Sir Douglas

thought that whilst a reduction in interest rates before the
Budget should not be entirely ruled out, the Government should
wait for firm evidence of being on target before acting.
A premature reduction could well reduce the credibility of
monetary policy and it might be politically very di to
raise interest rates again.

last point.

(R.,I. TOLKIEN)
14 October 1980
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