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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,

House of Commons,

Westminster,

S.W.1l. 22nd April 1976

: an_ ’hu“7T44n}‘ :

I expect you saw the Peter Jay article in The Times
last week suggesting that if and when the Sterling crisis
comes, the opportunity should be taken to set up a Currency
Commission = to lay down statutory guidelines for monetary
policy so as to give complete assurance to overseas creditors.

I attach a copy.

I lunched yesterday with William Rees-Mogg who told
me that the idea will be part of e icy of The Times

and that he very muc gpes that we will bear 1t in mind.
He is not Suggesting a campaign for it or on it since to
do so would make it harder for Labour to adopt it if the
need comes.

I am copying this to Geoffrey.

There is no need to reply.
-/-'—'—_'—7—-—»-;—-—77-- e e
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C.c.Rt.Hon. Sir Geoffrey Howe, Q.C., M.P.
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is & Kttle better. But
W, before the summer is
out it were once again to

become very bad ?

What would be called for
would be measures which gave

sterling holders grounds for
confidence in the stability of
the nd’s value because there

were grounds, not merely
ious incantations, for expecting
it to be stable. The traditional
package of deflationary mea-
sures, even i. it were supposed
the present Parliament
would accept emergency public
expenditure cuts, tax increases,
credit restrictions, a pay freeze
and the rest, would not power-
fully or permanently boost the
confidence of those who have
een the same thing already in
s:rmber. 1957, July, 1961
i' , 1965, July, 1966 an
ecember, 1973. |

There would naturally be
strong pressures instead for
uiese remedies—import controls
and a suspension of converti-
bility. This is not the place to
EO over geet again the arguments
against believing that such mea-
sures could possibly contribute
to a policy agninst inflation. The
Chancellor himself made abso-
lutely clear in the Budget
speech that he has set his face
against such economic isolation-
ism and for strong reasons.

So, is there anything else?
Yes, indeed, there is. Let the
Government propose, in the cir-
cumstances here envisaged or
before, the creation by law of a
Currency Commission. Let it
provide for the appointment by
the Crown of say, seven com-
missioners for periods of 10
years, terminable only on death,
resignation or impeachment by
Parliament itself. Let men and
women of character, indepen-
dence and reputation be my
appoint=d.

Let ‘the commission be re
quired by statute to regulate the
growth of the money supply
(suitably defined from time to
time) so that in no 12-month
pefiod does it depart by more
than 2 percentage points from
the longterm growth in the
productive potential of the
economy as estimated from time
to time either by the commis-
sioners or by a suitably desig-
nated advisory body of com-
petent economists appointed by

the rommizsion.

The creation of a Cu: frency Commission could be a correct

to a further serious deterioration of sterling -

solution of the last resort

sure that monetary growth is
matched to -run real econo-
mic ough indivi-
dual prices will rise and fall
against b‘ot:heqmdll?u‘
may even cyclical periods
when prices in general rise or

In these circumstances—and
provided that the permanence

‘the cost, in

Incomes policy would remain as
of a theoretical as well
as a practical impossibility as
is now, because of its inability
to handle relative pay changes
within the framework of a con-
trolled average movement of
pay. But at least the social
and benefits of monopoly
in the labour market could then
be evaluated Parliament on
r merits without its being
any longer falsely supposed that
terms of lost
employment, can be magically
removed by inflationary fiscal
and monetary policies.

As a result of thus focusing
attention on the real causes
of unemployment—excessive
inflationary expectations by pay
negotiators, collective bargain-
ing itself and other structural
imperfections in the labour

R

of the Currency Com

was credible—there would be
no further grounds for s})ecuh-
tion against sterling in foreign
exchange markets. Indeed, the
pound would enjoy much
greater confidence than any

Peter Jay
Economics Editor

other currency whose -urply
was not equally insulated from
political manipulation.

There might even be an em-
barrassingly strong demand for
sterling. In that event the
strain would be taken partly
on the exchange rate and

partly on a fall in real inmerest’

rates., This would imply an
even bigger fall in nominal
interest rates because the re-
moval of inflationary expecta-
tions would have closed the gap
between real and nominal
raves, Thus mominal rates of
3 per cent or less might once
again become normal.

Because of the cost to the
Government of borrowing, even
at low rates of interest, in order
to supply the Exchange Equali-
sation Account with sterling to
exchange for foreign exchange,
there would be a limit on the
degree to which the Treasury
would wish to intervene to pre-
vent the pound’s external value
from rising. It might well rise
in these circumstances suffi-
ciently to threaten some em-
ployment which depended on
marginally competitive exports,
But it is implicit in the ypo-
thesis that the inflow of capital
from abroad would be sufficient

market—a real prospect of
restoring high levels of employ-
ment within a moderate number
of years would open up. It
Irdgrnt then— and only then—be
possible to reverse the long

- trend of rising average levels

of unemployment from cycle to
cycle during the last quarter of
a century, although it should be
remembered that there is noth-
ing axiomatically wrong with a
society deciding to accept rather
higher unemployment levels as
the price of making better social
security provisions for those
with low earning potential.

Such a proposition  will
naturally run into much predict-
able reflex hostility; and this
means that it can be taken
seriously by government only in
conditions of more acute sterl-
ing difficulty and financial
crisis than prevail this week.
But on_ examination it is sur-
prising how difficult most exist-
Ing interests will find it to
argue against the proposal.

Trade unionists have no in-
terest in either inflation or un-
employment, still less in the

ic interference with free
collective barpaining which is

Bank now to be able credibly
to take on the functions of the
Currency Commission, The day
may come again; but for the
moment the Bank is neither
politically nor in its economic
orientation a suitable candidate.

“ 0ld Cambridge ” Keynesians
will object on the grounds that
such a regime would deny the
very possibility of conventional
postwar finetuning, indeed of
any ki of active demand-
management. They will indeed
be right. But that is the price
one pays for losing the argument
about how the economy works
and in particular for failing to
provide a satisfactory account
of the relationship between un-
employment and inflation and
s0 to offer a coherent policy for
high employment and price
stability in the Jonger run, Any-
way, they have few votes and no
sanctions.

The “new Cambridge”

' Keynesians in so far as they

fol Pm!‘essor_[.ord Kaldor's
views on monetarism, can hardly
object. For he has always
argued that it makes no differ-
ence what haﬁqens to the money
supply, which is anyway in his
opinion completely beyond the
control of the authorities. They
can say that the Currency Com-
mission is wasting its time ; but
they cannot say that it is doing
any harm. Indeed, given their
enthusiasm for balanced
budgets, they should welcome
proper debt management ; and
they will still be as free as
now to seek ways of cutting
British labour costs and to argue
for import controls.

Weaknesses of .
the NEDC

. The Tribune group econom-
ists have no reason to object
to the Currency Commission as
such, although they will be en-
titled to continue to press for
the positive policies of import
controls and industrial planning
in which they believe, It has
never been any part of socialist
economics that currency man-
ipulation, still less debauchery,
has a useful role 10 play (except
in the Machiavellian sense of
precipitating the economic

Ve

ings perhaps, -in which the

“ representatives ” of both sides
of industry (the admirable Dr
Michael Young of the National
Consumers Council dissenting,
if recent form is reliable) pro-
claim their solemn and binding
hope that their respective con-
stituencies will do better in
future ? s

In the immortal phrase of my
distinguished  colleague, Mr
Bernard “Pah | ¥.
Neddy’s prspectuses are not
gilt-edged because there is no
mechanism to cause them to be ,
fulfilled; and therefore they -
have no power to inspire con-
fidence in anybody, however .
“useful ” and well-intentioned
the thing may be.

It may be objested to such
a scheme that 21 important *
economic weapon is being re-
moved from direct democratic
control, that it is a disguised
attempt to go back to' the gold
~standard and that such auto-
matsm s quite unacceptable in-
this day and age. But 1t should
be remembered that Parliament
3 create the commission, that
it will be accountable—by
annual reportand testimony to
Commons committees—to Par-
liament, that Parliament can
abolish nmisgion and thar
und;u' presenr  arrangements
Parliament enpys neither any
effective ovenight over the
Bank of Englind nor a sound
CUrrency.

In some wys the arrange-
.ment would b: like that which
governs the gperation of the
American Fedwa]l Reserve and
its Federal Open Market Com-
mittee, which ictermines mone-
tary policy. Bn in the British
case Parliamer would have
specified in wvance a much
more stringent monetary rule to
govern the commission’s opera-
tions; and theefore the com..
mission would enjoy less dis-
cret'sn and lss  freedom to
follow differcnt intellectual *
fashions than the Federal Re-
serve. :

Finally, it shuld be remem-
bered that thalovernment and
Parliament would retain direct:
control over government spend-
ing and revenue, over the size
of the budget deficit, over ey--
change raté policy and over the-
wider ares of incomes policy,
industrial “pnhcy and social
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Let men and

of character, mdcgan—
| dence and reputation be duly
| appoint=d.

| ;.etr'lhe commission be re-

byufm‘t:u 10 regulate :Iia

e money supply

suitably defined from time to

e) so that in no 12-month

“does it depart by more

2 percentage points from

ig-term growth in the

ve potential of the

one as estimated from time

time either by the commis-

ers or by a suitably desig-

nated advisory com-

petent economists appointed by
the commission. .

again become Normal.

Government of borrowing, even

to supply the Exchange
sation Account with sterling to
exc

vent the pound’s external v

ciently to threaten some em-
ployment which depended on

marginally competitive e
But it is implicit in l:hz,%
thesis that the inflow of c
from abroad would be sufficient
to compensate the losers
wrﬂ of adjustment assistance,
and still leave a net gain in liv-
ing standards to be enjoyed by
the rest of the community.
Much the more important
gains from such an arrange-
ment would be domestic, al-
though the immediate and per-
manent removal of the *ster-
ling” shadow across economic
strat would be no incon-
siderable short-term gain. The
whole debate about incomes‘
policy would then be put in its

proper hght.‘

S

Because of the cost to the |
at low rates of interest, in order -
Equali-

from rising. It might well rise
in these circumstances suffi-

with low earning potential.
- Such a proposition will
run into much predict-
able reflex hostility; and this
means that it can be taken
seriously by government only in
condmt_ms of more acute sterl-
difficulty and financial
than prevail this week.
it examination it is sur-
1g how difficult most exist-
ing interests will find it to
argue against the proposal.
Trade unionists have no in-
terest in either inflation or un-
{Iamploym;m, still less in the
. ¢hronic interference with free
| ive bargaining which is
| maximized under a “Keynesian”
| 'regime of steadily mounting
‘ (from cycle to cycle) inflation
~and unemployment. The future
of collective bargaining, in the
light of its impact on employ-
ment, real wages and living
. standards, would not in any way
" be prejud’ged by the creation of
* the Currency Commission. * -«
The Bank of England will, of
course, object to the loss of
E-:::gapv&c which used to be-
Y to it. But unfortunately too
ilmncil_ water has flowed over the
'dam in the last 25 years for the

With the money supply set, |

the mam_Eg as it were, on the auto-pilot to
change ualisation Account
(whereby pound’s foreign

exchange value is influenced)

| and all oth: i fin- only

| ancial 16 gaining
l POt of the Govern- mo

ationary long-term rate, it

or indeed of any other
istic price-setting would.

be two cause u. ent of
.= men and resources. is,.
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Government's net cash
'h

nate

b

employment ? sales can be
'con‘;lﬂed by sufficient expans
of monetary demand in the
manner associated with
« Keynesian ™ demand-manage-
ment. ’ .

It would thus be manifest
that pay restraint has to do
with preventing ur_temploymen_r._
The gﬁlaqr that in some way
trade unionists are doing the
‘Government a favour by pay
restraint in order to_contribute
to a government interest in
restraining inflation would be
exposed. Governments _could
then ask for pay restraint on
a basis of trade unionists” direct
self-interest without the

by the
et monopolistic pricing

nrﬁn ion

would arrange that all cash
needs beyond that amount were
met by direct borrowing from
the public by sale of govern-
ment bonds at whatever price
(and therefore implied rate
interest) the market would bear.
Despite the Bank of England’s
conviction to the contrary there
is always such a price, as every
barrow boy knows.

The interest on these bonds
would remain as now a charge
on taxpayer would
therefore have to be taken fully
into account ments;
and the automatic effect of
large budget deficits on inter-
est rates and so on investment
expenditure by the private sec-

_tor would normally make deficit
financing unattractuve.

In these circamstances the
Currency Cemmission can en-

stitutional or otherwise, whic
tend to distort other aspects of
economic policy. 2
There would still remain the
hasic conflict between collective
bhargaining and high r:t'_nn\ng,--
ment, under non-inflationary
conditions ; and a permanent

e

necessity for other bribes, con-’

re-

ngand at its appropriate non- |
in

would be quite clear that the ||
effects of collective bar- |

the NEDC

The Tribune group econom-
ists have no reason to object
to the Currency Commission as
such, although they will be en-
titled to continue to press for
the positive policies of import
controls and industrial planning
in which they believe. It has
never been any part of socialist
economics that currency man-
jpulation, still less debauchery,
has a useful role to play (except
in the Machiavellian sense of
precipitating  the  economic
chaos out of which revolution
may be more quickly born ; and
that is not Tribune policy). !

The proposition can han:.lly
offend the economic liberals
among Conservative ranks, not
anyway if they have any intel-
lectual integrity, which most of
them do. This leaves the Tory
Fabians and corporatists and
their dwindling band of fellow-
thinkers on Labour’s right.

But what have they to offer
instead in the critical condi-
tions envisaged ? . The NEDC
meeting to end all NEDC meet-
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more stringent mone: rule to
govern the conmission’s opera-
tions ; and theefore the com-
mission would enjoy less dis-
cret’sn and lss freedom 1o
follow different _intellectual ’
fashions than the Federal Re-
serve. :

Finally, it shuld be remem-
bered thar rhalovernment an
Parliament would retain direct:
control over government spend-
ing and revenue, over the size
of the budger deficit, over ex-
change rate policy and over the’
wider ares of incomes policy,
industrial policy and _social
policy. Al that Parliament;
would haw done would have
been to imututionalize a par~
ticular monetary policy in_the
most visible possible way. This
is, moreoyer, a policy which
more and more people recognize
as, at tie very least, a neces-
sary part of any sqccess_ful
policy for containing inflation
and restoring prosperity and
which would insulate govern-
ment ecommic policies from -
foreign exchzuge crises in a
way that no other acceptable
policy could.

It is worth thinking about.




