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PRIME MINISTER 


MONETARY POLICY 


Follow i n g our meeting l a s t F r i d a y and my minute to you of 9 November 

I bave been d i s c u s s i n g f u r t h e r with the Governor and with o f f i c i a l s 

the proposals I s h a l l need to announce tomorrow i n the l i g h t of the 

l a t e s t monetary and other developments. 


2. We are faced with an exceedingly d i f f i c u l t s i t u a t i o n . I t i s 
widely known that the PSER f o r t h i s year i s out of l i n e (and, even i f 
we were to volunteer nothing f u r t h e r on t h i s ourselves tomorrow, i t 
w i l l be apparent from the PSBR f i g u r e s f o r the f i r s t 6 months due to 
be p u b l i s h e d next week); market r a t e s have already moved upward i n 
a n t i c i p a t i o n of a s i g n i f i c a n t increase i n MLR; and the p u b l i c a t i o n of 
a r e v i s e d (and very t i g h t ) monetary t a r g e t f o r the next 12 months i s 
bound to create strong adverse expectations about i n t e r e s t r a t e s . 
T h i s i s e s p e c i a l l y true i f i t becomes thought - as i t i s already i n 
some quarters - that the c o r s e t i s a p i e c e of s e l f d e l u s i o n on the 
p a r t of the a u t h o r i t i e s . 

3. I f we are to h o l d confidence and create the atmosphere i n which 
there i s a reasonable prospect of a c h i e v i n g the l a r g e g i l t s a l e s that 
are needed q u i c k l y (£1.5 to £2 b i l l i o n over the next 3 months), we 
must announce proposals that do not disappoint market expectations. 
T h i s e n t a i l s - as you have recognised - an increase, unwelcome though 
i t i s , i n i n t e r e s t r a t e s . But i t i s also e s s e n t i a l , as I t h i n k we are 
both agreed, to be seen to be t a k i n g a c t i o n to c o r r e c t the overshoot 
i n t h i s year's PSBR that i s now apparent. To a s u b s t a n t i a l degree the 
overshoot i s due to a d v e n t i t i o u s f a c t o r s (notably the Post O f f i c e 
s t r i k e and delayed VAT payments) which can and w i l l be explained. But 
- p a r t i c u l a r l y given the other bad news that the markets w i l l have to 

absorb, such as today's trade f i g u r e s - I do not b e l i e v e explanation 

alone i s enough and that we need to supplement an increase i n MLR with 

s p e c i f i c f i s c a l a c t i o n . 


4-. T h i s i s e a s i e r s a i d than done and the range of choice i s a narrow 

one. I t i s too l a t e to make any s i g n i f i c a n t changes i n p u b l i c 

expenditure t h i s year; and, although I have gone i n t o t h i s i n d e t a i l 

with Customs and E x c i s e , I do not t h i n k we can announce any steps to 
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accelerate VAT payments which would not r i s k being counterproductive 

(most of the b i g firms pay promptly already; and there would have to 

be a de minimis l i m i t that would exclude most of the l i t t l e ones). 


5. The only major proposal that I consider f e a s i b l e i s an advance­
ment of PRT r e c e i p t s by 2 months i n t o 1979-80. T h i s would r e q u i r e 
immediate l e g i s l a t i o n (a short B i l l ) and would y i e l d an extra £700 
m i l l i o n or so t h i s year and around a f u r t h e r £300 m i l l i o n next year. 
Although i n one sense an accounting t r a n s a c t i o n i t would nevertheless 
b r i n g forward a stream of payments with continuous b e n e f i t to the PSBR 
f o r some years to come and would, I b e l i e v e , be the only e f f e c t i v e 
response to the PSBR problems now f a c i n g us. 

6. In view of the i n s t a b i l i t y o f the world o i l s i t u a t i o n i t would 
not i n i t s e l f be an a t t r a c t i v e p r oposal. There could be accusations 
of bad f a i t h and perhaps even lav; s u i t s i n r e l a t i o n to the BP i s s u e , 
although t h i s would depend on what happens to the BP share p r i c e (BP 
w i l l pay about two-thirds of the £700m on top of t h e i r share of the 
BNOC forward o i l s a l e s ) . Any row that might ensue could to some extent 
o f f s e t the b e n e f i c i a l e f f e c t s of our o v e r a l l proposals. But I am 
s a t i s f i e d t h a t there i s no v i a b l e f i s c a l a l t e r n a t i v e ; and I am con­
vi n c e d that without the i n c l u s i o n of a measure of t h i s magnitude there 
i s a serious r i s k t h a t the statement w i l l prove inadequate and that 
we should be faced with the prospect of even higher i n t e r e s t r a t e s 
and a f u r t h e r d e t e r i o r a t i o n i n the prospects f o r g i l t s a l e s and 
confidence i n the Government g e n e r a l l y . The f a c t i s that a new 
s i t u a t i o n has a r i s e n since the BP issue and the a c t i o n we must 
unavoidably take i s one answer to any c r i t i c i s m s of the kind r e f e r r e d 
to above. 

7. I also propose to announce three N a t i o n a l Savings measures 
designed to produce a net i n f l o w o f some £700m i n the present f i n a n c i a l 
year. T h i s w i l l produce a valuable c o n t r i b u t i o n to funding the PSBR 
at a s l i g h t l y lower average i n t e r e s t r a t e and help to reassure the 
g i l t s market. The a d d i t i o n a l funding of the PSBR w i l l come at a time 
when the g i l t s market may be very u n c e r t a i n . In the judgement of the 
Governor and myself t h i s a d d i t i o n w i l l s i g n i f i c a n t l y increase the 
chance of the package succeeding. However, much of the inf l o w 
(perhaps a h a l f ) would be at the expense of the b u i l d i n g s o c i e t i e s and 
consequently at the expense of mortgage lending e a r l y next year. 
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Their immediate r e a c t i o n might be to slash any new mortgage commitments 

fo r the period February to A p r i l . I t could also b r i n g forward the 

date of a f u r t h e r mortgage r a t e increase. But the a l t e r n a t i v e i s 

running a greater r i s k that the general l e v e l of i n t e r e s t rates w i l l 

have to increase even f u r t h e r . 


8. I propose, therefore, that my statement tomorrow should i n 

addition to the MLR change which the Bank w i l l have announced at 

12.30 pm, include:­

( i ) The PRT advancement described above; ^ 


( i i ) a r o l l - f o r w a r d of the £M3 target at the present 7-11% 

target range f o r the 16 months from mid-June to mid-October 

1980 (thus avoiding any "base d r i f t " a r i s i n g from the 

excessive rate of growth i n recent months); 


( i i i ) extension of the "corset" at the present r a t e f o r a 

fur t h e r 6 months, although announcing that i t w i l l be phased 

out i n due course and that there w i l l be e a r l y consultations 

on monetary base c o n t r o l j 


( i v ) The National Savings measures r e f e r r e d to above. 


9. I attach a d r a f t of the statement I have i n mind. As you w i l l 

see I have l e f t open the c r u c i a l f i g u r e f o r the MLR increase. I fear 

that the movement i n market rates has been such that 16% would no 

longer be s u f f i c i e n t . But I think we must leave t h i s open u n t i l 

tomorrow morning. I t would be f a t a l to undershoot; but I s h a l l be 

reviewing the p o s i t i o n with the Governor and with o f f i c i a l s f u r t h e r 

t h i s afternoon before I see you. 


10. I thought i t would he h e l p f u l to set out my conclusions, and to 

l e t you see a d r a f t of my statement, before our discussion t h i s a f t e r ­

noon. Among other things I should l i k e to take your view on how we 

might present the proposals to our colleagues at Cabinet tomorrow 

morning when f i n a l decisions w i l l have had to be taken. 


Geoffrey Howe 

14 November 1979 
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Mr Speaker with the permission of the House I would l i k e 


to make a statement on monetary p o l i c y . 


The f i g u r e s f o r banking October, published e a r l i e r t h i s 


afternoon, show that £M3 grew by £1,080 m i l l i o n , or 2% i n 


t h a f i o n t h . The rate of growth over the 4 months since 


mid-June, the beginning of the present t a r g e t p e r i o d , has 


therefore been equivalent to j u s t over 14%. Although a number 


of f a c t o r s p o i n t to the f i g u r e , f o r banking October being 


e r r a t i c a l l y high, j u s t as that f o r the previous month was 


e r r a t i c a l l y low, i t i s c l e a r that the underlying growth of 


£M3 i s s t i l l s i g n i f i c a n t l y above the top of the target range 


which I set, namely 7-11% per annum f o r the 10 months from 


mid-June 1979 to mid-June 1980. 


The excess has been l a r g e l y due to the sustained r a p i d growth 


of bank lending and the high PSBR i n the f i r s t h a l f of the 


year. 


I t had always been expected that the PSBR would be higher i n 


the f i r s t h a l f of the year than the second, because many of the 


e f f e c t s of the Budget - notably the r e c e i p t s from the higher 


rate of VAT, and reductions i n p u b l i c expenditure, would mainly 


a f f e c t the second h a l f . But the PSBR was f u r t h e r increased i n 


the f i r s t h a l f year by the e f f e c t s of i n d u s t r i a l a c t i o n , 


notably on telephone b i l l s and VAT c o l l e c t i o n . The greater par 


of ^ M i ^ w i l l be made good i n the second h a l f year. But the 


best estimate which can now be made f o r the PSBR f o r the year 


as a whole i s that i t would be £9i b i l l i o n , i f no a c t i o n were 


taken. This compares with the estimate of £8£ b i l l i o n at the 


time of the Budget. The P u b l i c Sector Borrowing Requirement 
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w i l l be s i g n i f i c a n t l y lower i n the second h a l f of the 


f i n a n c i a l year not only because of the f a c t o r s o r i g i n a l l y 


envisaged but because of the p a r t i a l recovery of the r e c e i p t s 


i n the f i r s t h a l f year. Thus monetary conditions w i l l be 


t i g h t e r on t h i s account i n the second h a l f than i n the f i r s t . 


The other main f a c t o r c o n t r i b u t i n g to the high rate of 


monetary growth has been the growth of bank l e n d i n g to the 


p r i v a t e s e c t o r . This has f l u c t u a t e d markedly from month to 


month but over the l a s t 3 months has averaged about £700 m i l l i o 


a month. This l e v e l can be expected to f a l l i n due course 


from the changes i n i n t e r e s t rates e a r l i e r i n the year /"and 


with the d e c l i n e i n the l e v e l of economic a c t i v i t y _ 7 , although 


i t s timing i s d i f f i c u l t to p r e d i c t . 


Government consider that i  t i s necessary to take a c t i o n now 

i n order to b r i n g the growth of the money supply back w i t h i n 

the target range. Accordingly, we w i l l be seeking to , . . 

reduce the PSBR by b r i n g i n g forward by / ~ 2 J months^the due ^) 

date f o r payment of petroleum revenue tax. The B i l l to 

achieve t h i s w i l l be introduced s h o r t l y . This change w i l l 

y i e l d £700 m i l l i o n t h i s year, and a f u r t h e r £300 m i l l i o n 

next. Next year's PSBR w i l l a l s o b e n e f i t from some 

£400 m i l l i o n of telephone b i l l s not c o l l e c t e d t h i s year. 

— > 

The Bank of England announced t h i s morning, with my approval, 


that Minimum Lending Rate would be increased to /~~17%_7. This 
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both confirms the recent r i s e i n market i n t e r e s t r a t e s which 


have been generated by r e a c t i o n s both to the domestic monetary 


s i t u a t i o n , and to the general r i s e i n i n t e r e s t r a t e s i n other 


c o u n t r i e s , notably the United States and shows the Government's 


determination to act i n the way which my r . h . f . the Prime 


M i n i s t e r foreshadowed on Monday. 


In a d d i t i o n to operations i n the markets, we w i l l be taking 

steps to secure a f u r t h e r funding of the PSBR through National 

Savings. The l i m i t on holdings of the National Savings 

C e r t i f i c a t e s Retirement Issue - the Granny Bonds - w i l l be 

increased next month from £ 7 0 0 to £1,200. A new ordinary 

National Savings C e r t i f i c a t e w i l l be introduced e a r l y next year 

The I n t e r e s t Rate on National Savings Bank Investment Account 

w i l l be r a i s e d to 14-J% from 1 January next. 

The Government have been reviewing the methods which are 


a v a i l a b l e to the a u t h o r i t i e s f o r c o n t r o l l i n g the growth of 


the money supply. The main methods must continue to be 


the p o l i c i e s on p u b l i c expenditure and tax, which together 


determine both the s i z e and the composition of the PSBR, and 


i n t e r e s t rate p o l i c i e s , both at the short end and i n the g i l t s 


market. However, successive governments have supported these 


methods by some more d i r e c t method of c o n t r o l of the banking 


system auch as the c e i l i n g s on l e n d i n g used i n the 1960s or 


the supplementary s p e c i a l deposits scheme, u s u a l l y r e f e r r e d 


to as the c o r s e t , which has been appl i e d at various times since 


December 1973. The e f f i c a c y of the BSD scheme has diminished 
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over time with the development of a l t e r n a t i v e channels of 


l i q u i d i t y and c r e d i t outside the c o n t r o l , and i t has n e a r l y 


o u t l i v e d i t s u s e f u l n e s s . 


I t would be inappropriate i n present circumstancea to 


dismantle the scheme completely. I have therefore agreed with 


The Governor that the scheme should be phased out over a 


p e r i o d r a t h e r than brought to an abrupt end: the 


Bank of England announced, with my approval, t h i s morning the 


b a s i s on which i t would be extended f o r a f u r t h e r 6 months. 


I t i s p o s s i b l e that other techniques of c o n t r o l , p o s s i b l y one 


of the v a r i a n t s of monetary base c o n t r o l , might have a u s e f u l 


r o l e to p l a y i n the f u t u r e , without having the disadvantagea 


of the SSD scheme. The Bank and Treasury w i l l a c c ordingly 


a h o r t l y be s t a r t i n g t e c h n i c a l c o n s u l t a t i o n s on the b a s i s 


of a diacuasion paper with those most concerned to e s t a b l i s h 


whether such a scheme i s t e c h n i c a l l y f e a s i b l e , and whether 


i t would have the desired e f f e c t s of e i t h e r smoothing the 


growth of the money aupply, or of b r i n g i n g about more r e a d i l y 


the i n t e r e s t rate changes which may be necessary f o r monetary 


c o n t r o l . But I muat at r e s s to the House that any such scheme 


of monetary base c o n t r o l i s not a s u b s t i t u t e f o r the 


appropriate f i s c a l p o l i c y and i n t e r e s t r a t e s : indeed one of 


the poasible advantages i a that they improve the reaponse of 


i n t e r e s t r a t e s to changes i n monetary c o n d i t i o n s . 


F i n a l l y I intend to extend by 6 montha, to mid-October next 


year, the period f o r which the present target range of 7-11% 
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per annum f o r the rate of growth of £M3. That target at 


present a p p l i e s to the 10 months from mid-June to mid-April 


next,and i  t w i l l now apply to the 16 months from mid-June 


to mid-October. I am extending i t i n t h i s way, because to 


adopt the more normal procedure of s e t t i n g the t a r g e t f o r the 


12 months from mid-October t h i s year to mid-October next 


year would involve b u i l d i n g i n t o the new t a r g e t the excess 


growth of the money supply i n the recent p a s t . I t would be 


t o t a l l y at variance with t h i s Government's philosophy of 


c o n t r o l l i n g the money supply to allow t h a t , and to do what the 


experts c a l l "base d r i f t " . Instead, we are allowing a 


reasonable period over which we can o f f s e t the more r a p i d 


growth which has already taken p l a c e . 


Mr Speaker, t h i s Government i s committed to b r i n g i n g the 


money supply under c o n t r o l , and t h e r e a f t e r to reduce 


p r o g r e s s i v e l y the rate of monetary growth over the years. 


The measures which I have announced today show that we 


are ready to take the a c t i o n which appears necessary to 


achieve that o b j e c t i v e . 




»
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} f I a m n o t s a t i s f i e d t h a t t h e p r e s e n t a r r a n g e m e n t s f o r 
c o l l e c t i n g p e t r o l e u m r e v e n u e t a x a r e e n t i r e l y s a t i s f a c t o r y 
a s r e g a r d s t h e s p e e d w i t h w h i c h t h i s t a x , a s d i s t i n c t f r o m 
r o y a l t i e s , r e a c h e s t h e E x c h e q u e r . T h i s  i s n o t a c r i t i c i s m 
o f t h e o i  l i n d u s t r y b u t , r a t h e r , o f t h e t a x c o l l e c t i o n r u l e s 
t h e m s e l v e s  i n t h e O i  l T a x a t i o n A c t 1 9 7 5 . T h e H o u s e w i l  l 
a p p r e c i a t e t h a t v e r y l a r g e s u m s a r e i n v o l v e d a n d t h a t w e 
m u s t e n s u r e t h a t P R T r e a c h e s t h e E x c h e q u e r w i t h t h e m i n i m u m 
d e l a y c o n s i s t e n t w i t h c o l l e c t i o n a r r a n g e m e n t s t h a t a r e w o r k a b l e 
i n p r a c t i c e . I t h e r e f o r e i n t e n d t o b r i n g b e f o r e t h e H o u s e a 
s h o r t B i l l  , b e f o r e t h e r e c e s s , c o n t a i n i n g t h e G o v e r n m e n t ' s 
p r o p o s a l s f o r c h a n g i n g t h e p r e s e n t P R T c o l l e c t i o n r u l e s . 

a £ F u r t h e r d e t a i l s a r e g i v e n  i n a P r e s s N o t i c e b e i n g i s s u e d 
b y t h e B o a r d o f I n l a n d R e v e n u e . 
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