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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
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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
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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
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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




10 DOWNING STREET

LONDON SWIA T8 A
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
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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
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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
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