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TOMORROW MORNING'S MEETING WITH THE CHANCELLOR OF THE EXCHEQUER

The attached paper by Terry Burns was handed to me in the Treasury
this morning by Middleton, with the suggestion that it be circulated
within the Bank and regarded as a background Treasury note for use
ahead of tomorrow's meeting. It will have been so circulated in
the Treasury. You will no doubt wish to glance at it before

your own meeting at 5.00 pm this afternoon.

21 January 1981
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oful to begzin an assessmenty of the budgel strategy
tance of policy over the past year and its role
the economy. There have been two noticeable
performance thls year; the first Zzas been the
brought about by a contraction of
mainly in the form of de-stocking; the second has
owdown in inflation frow er annual rate of about

March 1980 to a projected 12 per cent in The year to

ile of output and inflation in competitor countries

output in the major industrial countries 1s now
n the first gquarter of 1980; the year on year
in ORCD consunier prices peaked at around 14 per ceal
since fallen back slightly. There has bean
15 8] of the extent to which we can blame our
and inflation on events in the res% of the worid. T would
rgue that the causallty rune From ‘the conditions in tne
to the UK; but I would argue thai e good paxr’i oi our
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se I am judging the stance of policy in relation 1O the 'real’

stock and the 'real' stock of tae PSBR (changes in tnls

n
nde are bhroadly equivalent to the 'real' PSBR as described by

lor and Threadgold).

Lo Figures for the stock of the PSBR are showan in the table
together with vae inflation rate. Their relative magnitude has
followed a zig zag path with a significant 'real' lncrease in the
stock in 1978/79, a major real reduction in 1979/80 and some real

growth ia 1980/81.

PSER 'stock'

% o
level™ % change

1977/78 . 69.9 _

1978/79 79. 1 e RN
1979,/80 89.0 1245
1930,/8 1 101.8 ol

XGross financial indebtedness of the Public Secior - end financial
year. Obtained Dy cumalating the PSBR from an estimated Dbase.
There is-of course a degree of arbitrariness in the choice of
the base value, bui analysis with alternasive definitions
(for example, those used in Taylor/Tareadgold) suggests that tae
conclusions are unaffected.

figures.

the quarterly figures suggests that the fiscal
in this way was intense Irom %the second quarter of
first quarter of 1980 but snat there has been no ‘'real’
since thea. Ve may wish to argue that in a recession sone
inereass is appropria’ : result of the automatic

~ \o

g not fully reflected the
cessl ‘ urse sone tightness was implied Dby
£ th car's money target
thaet {izsca.
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ENTIAL
is a similar story with the monetary figures. A rapid
in inflation during last winter brought about a sharp
in all measures of the real money stock; particularly for
aggregate M1. Slnce May this decline has been reversed
vroader aggregates and almost atabilised for the narrower

es. Again it is difficult to argue that money policy has

since last summer.
|

non-interest- under—
bearing lying
RPI Mo M1 &3 PSL1 PSL

s e — e — ——

f) change

June 1979-June 21.0 8.7 L.b 16.5 13144 11:0
1930 | .
June 1980-Dec. 3
1980 7.9% 8.3 8.8 18.9

(annualised)

X RPT figure is not seasonally adjusted. The annualised

e
& month rate to December will tend to understate the
equivalen’ underlying annual rate of inflation.

Tn

6 My interpretation therefore is thatl the fall in demand and output
guring 1980 can be related to the tight monetary and fiscal conditions
of last winter caused by the sharp acceleration of inflation. In

part this was due %o the oil price movement and the increase in
indirect taxes and nationaliged indusury prices and possioly partly

due to earlier expansionary policles. However the deflationary

pressure from this source ig now much lower.

Te The analytical difficulty is that an eatimate of the appropriaie
stance of fiscal and monetary policy has been confused by the

behavicur of the "real" exchange rate ond relative cost competitiveness,
The effect of this has been to reduce sharply the real income of the
company sector and 1lncrease the real incomes of the personal seclor.
Over the past year the real disposable income of tne pergonal sector
has risen while the real disposable income of the company sector has

fallen very sharply (possibly by 30 per cent) .




hange
£n. change)

Personal Disposable (18.6)
Income |

) . x
Non-0il Company
Disposadelncome (=1.7)

o <2
£€n. 1975

Personal Dispo sable
Income 78042 81840 (L.9) 82276 (C.5)

Non-0il Company
Disposable Income 9550 8299  (-13.1) 5680 (~=31.6)

company sector balance of undistributed income less stock
tion, na% of North Sea Oil income defined as private UK
ofits less private UK interest payments less private

!

cayments less dividends.

»1 final expenditure deflator is used.

The result seems to have been a major reduction of company expenditure
in the form of de-stocking whilst consuner expenditure has not rlsen
fully in line with income to offset this. We seem to have a resuld
that by the standards of poslt—war orthodoxy is perverse as it was
of ten argued that redistributing income from companies to persons
would result in a fall in the aggregate savings ratio and therefore
n increase in overall demand. There may also have been some adverse
xport volumes because of the logs of competiltiveness that
exacerbated the problem of declining companies' 1lncome but the
effect is not expected until 1081. Coinciding with the
emand this process also seems O have added 1o monetary
growth; the fall in company incomes seems 1O have resulbted 1h 2
substantial increase in the demand for bank lending while the higner
personal sector incomes and savings have been largely held in the

form of money.




mbination of the high exchange rate and sharp fall in
domastic demand has reduced the inflation rate sharply. Just as
inflation rose guickly in 1979/80 in a way that cannot be explained
solely by previous monetary growth so the deceleration this year is
reater than expected given previous monetary growth. Despite the
growth of £13 the housing market has remained depressed, the
exchange rate has remained strong and there are no evident signs of
demand. One po sibility is that the recent monetary growth 1is
validating the rapid rise of inflation in 1979 broughi about
VAT decision and the movement of energy prices. Although 1%
was now government policy to validate $ese price increases, 10 the
extent this is responsible it may not 1imply accelerating future

inflation. The second reason/%nat the effect of the high exchange

rate and high interest rates may nrovide an independent anti-
inflationary pressure which enabled us to accept some faster growth
of sterling M3 withoud inflationary implications for as long as the

high interest rates and high exchange rate continues.

g. Sunmarising the present year I would want to argue that the
balance of fiscal and monetary policy has changed quite rema rxably
thanks mainly to a sharp reduction in inflation which was probably
associated with the previous contraction of demand and the high
exchange rate. There has been a sharp reduction of domestlc d emand
in output; domestic demand may now recover o some extent although
weakness in exports and manufac{uring investment is expected. The
balance of these forces will determine the outcome for output over
the year aheac Yonetary growth and fiscal policy have recently oesn
more expansionary than 1s . consistent with long term single figure
inflation but this may be tolerable to some extent in the immediate
future because of the recent rise in the exchange rzte by comparison

with relative cosis 3 relative money supply.

Policy

10. The policy reguirement in 1981/82 is to det

and monstary stance that ig consistent with the

and the atinued redveticn of inflaticn well 1in%to single figures.
Viith - a projecial er cent inflation rate for 1981/82 this involves

DY Ny

some furbther real squeesnc OL LS stock of money and the real PSBR,
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but this may be limited to 2-3 per cent this year permitting some
stabilisation and recovery of the level of domes tic demsnd. A
walanced development of the economy would also require some

correction of the adverse level of cos® comnetitiveness.

11. In the light of the forecast and the recent behaviour of the
economy it is difficult to assess the balance' of risks If we
attempt to meet the MIFS figures ior 1981/82 output may coniinue %o
contract sharply during 1981 and unemployment continue to rise av
recent rates; under these circumsiances inflatlon will probvably
continue to fall very rapidly and this would imply a deflationary
policy faster than has, SO far, been intended. If this was to happen
it is difficult to see how this could be attributed directly tc the
stance of fiscal and monetary policy as this would not be pariicularly
severe, relative to the underlying inflation rate. If the pressure
is coming from the exchange rate being temporarily abnormally nigh
for ressons other than monetary and fiscal policy and it is leading to
a contimuied output slump and rapidly declining inflation it would
require a judgzement whe*hor it is appropriate to compensate for this
by a more expansionary fiscal and monetary policy; ovr to attempt ¥o
eitner by attempting to bring abvout a reduction of the

-xchange rate or by a fiscal switch between persons and

12. Alternatively, even if we were %O meet the MTFS guidelines for
1981/82 the recent behaviour of the money supply and figcal policy
may lead “to a fTaster recovery of demand than i : A falling

exchange rate and accelerating world prices migns
r

resurgence of inflation in 1982. At the moment oud
put there are usvually important lags betwecen monetary
expansion; ths recovery of domectic demand z2nd the adverse effect
of the exchange rate 01 overseas denand may ve less than expected
by manyn On balance my'judganent is at Tl isks involved 1n
inflat picking up sometime 1n 1982 are rather greater than of
throughout 190° Nevertheless as long
nd the narrow monetary

postponing any need %0
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claw back the monetary overshoot .of 1980/81. But the scope for
flexibility is limited and 1 would be prepared to see LT more as a
eason for delaying an attenpt to ' alaw-back' the monetary overshoot

than a reason for further excesses.

ms 5 . :
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case for and against an 8 per cent monetary target for next
set out in the "pre-budgel planning" note and for the purposes
wint er Forecast we chose to continue to work with an 8 per cent
This seems to be correct. There may be severe difficuvi=i=3
in coavincing the outside world given the failures of the past year 1o
control &3 but this year we begln with an inflation forecast of
11 per cent which should involve only a modest 'real' monetary squeeze
+to achisve the target. Ve must also take a view on what to do about
this yvear's excess growih. ‘My judgement is that we should attenpt
to estiimate the extent to which the monetary overshoot can be assumned
t0 have merely validated the sharp price lncreases in 1979 and
attenot to claw this back over the lifetime of the MTFS. This
water under the bridge and provides a lesson on the dangers of
to prevent money supply from adjusting to 'exog eneovo pressures on
prices from indirect taxes and possibly also from the long term
adjustment of Hationalised Lnduo,ry prices. Iuch of the rest of the
excess, which is now showing up as velocity being below firend sn ould
be clawed back over the next three years. If there was any sign of
uwndershooting emerging during the course of next year then there would
be a cace for allowing this to happen to a considerable extent '
particularly if the narcow aggregate show signs of faster growih.
to be falling back to a more

Similarly if the exchange rate se mned
337
t to compensate more quickly foxr thi

normzl relationship with money sulp there would be a cace for

tightening policy to attemp
overshoot in ordszr to prevent it belng puilt into highe

g volicy involves major difficulties of oresentation as
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for inflation to the first quarter of 1982 1is
11 per centd hough a more rapid deceleration of costs or lower
inerecases of nationalised industries prices might reduce this to
around 9 per cent. Historically, over the cycle, this measure of the

stock of the PSBR has grown Dby 1-2 per cen’ less than &15. This 1s

an average fLm>re and does not hold for particular years but i% does

/ xwxm term S F o s
provide a beacaﬂurf against which to judge fiscal policy. If the

monetary target is 8 per cent and we wish to continue to exert
downward pressure on prices this might imply a benchmark for thr
growth of the stock of the PSBR of 6-7 per cent - a nominal PSBR for
ne financial year 981/89 of about £6-7b. The MIFS figure of £7%b.
was justified in this fr&me,ork because it was expected that output
would be below trend in 1981/82. The present forecast where output
is expected to be a further 2 per cent below tne MTTS assumption 1is
for a PSBR of £104b. in 1981/82. The extent of the extra recession
ared to what was expected in the MTFS and the externzl pressure
reised by the exchange rate might be used to justify some
the MTRS figure but this should probably be limited to
This would involve measures directed TO reducing the
PSBR by about £12bv. compared to the pogition repreoented by current
policy. accord1n5 to the forecas ot this should enable us to meet the
&i3 targ of 8§ per cent with a bit to spare, on the agsumption of
slightly lower than those ruling todaye.

sequilibrium and the difficulty
e very weak position of the
nt about by relatively high
high interest rates. If the
xpenditure in line with the growhh
of potential output it need: cess to purchasing power. There are
hannels through which this potential severe disequilibrium

ite counterpart in an implied excessive level of real
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(1ii)

CONFIDHUTLAL
fall in the nominal exchange rate; this might improve
profitability and reduce real pay although it would add
to %4he pressures on the price level. It is not feasible
to achieve a reducticn in the exchange rate to order but
ned that some decline may occur once the tax
season has passed and to some extent this is
be welcomed. Because of the inflation objective any
ch depreciation should ideally be limited %o about

10-15 per cent.

Lower pay levels relative to cther ccuntries; although
s world costs are rising at a single figure rate an

ucLual reduction in UX pay levels would probably be
reauired to offset a major part of the loss of cost
ccmpetitiveness over the last two years. There is severe
pressure on UK pay levels at the monend and it is possible
to expect that scme ccrrecticn of the problem may come
from this direction and therefore partially achieve a

narket scolution to the problem of cost compelitiveness.

Higher company borrowing; although if this 1is through the
barks it must be offset by higher cdebt sales (particularly
to the perscnal sector) if the monetaxry consecuences are
to be avoided. Direct borrowirg (for example through

equities cor debentures) from the private sector is a non-

monetary alternative channel. There may be a case for

some subsidy to encourage this process.

from persons to compa
selective nature of
involved ar
rige in the PSBR brought atout by companies failing
pay taxes, billing early or undertaking government work
more rapidly than normally
cn their own are feasible or

of the protlem of the
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16. Ny conclusions are as follows:

e must continue to direcd monetary policy towards the
thrust of the MTFS The terget for the next financial
year should be 8 per cent as set out in the MTFS. Any
excess mounetary g“owbh thig year thet can be att ributed
tc the large increase in prices in 1979/80 can probably
be allowed to go without being correched. Apart from
+that it is important that ~a-= exXcess monetary growth
this year should be clawed back at some stage over tne
lifetime f the MTFS. The speed at wnich this is
necessary y be govelned by the extent to which the
exchange rete falls back 1o a more rporimal relationsghilp
with monetary factors. The longer the exchange rate

remains above normal the less urgent 1s the need to claw

back ithe excess monetary growith. As Wwe move through this
at

year we neced to also pay ttention to the vehaviocur of

the exchange rate, and the narrow monetary aggregates 1f

'~

there are continued difficulties in controiling 1535

(ii) On the basis of the current forecast of output I would be
inclined towards a PSER FL“J“C of about £9b. for the
next firancisl year. If output turns out to be nigher
than expected the PSBR will quicnatically be lower than
implied.

(iii) Some decline in the nom inal exchange rate would be welcome
sctive steps should be taken to bring 1%
bjective ideally any
to about 10-=15 per

o S,
'V"u; a ‘y l‘ O




CONPIDENTTAL

- B —— - — — L —————— O S

(v) We mugt continue to pay attenvlon to any possible schemes

that would enable the company sector to borrow without

the monetary consequences involved 1n bank lending.

()

I
o

( PERRY BURNS)

1.t January, 1981.




