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I attach the draft note for the No 10 seminar on this: as you will ;ﬁH

recognise it is essentially the minute which I prepared after
Mr Iittler's meeting on Wednesday, fleshed out a bit to make it more 3;
self-contained. i

2. I should welcome comments on it, preferably by lunchtime Friday,
from you and the other recipients of copies. One point w= need to
discuss - bringing in Mr Fforde and Mr Littler - is how far movements
in the last 24 hours require us to change the size of the suggested
adjustment in MIR,

3. I should be grateful if Mr Riley would check the figures
particularly since there appears to be some discrepancy between the
banking quarters version of the forecast nud the expected outturn for
the 6 months to mid-October.

4, On timing, the Chancellor is presently inclined to action on
Thursday 9th: the Bank would announce the MIR change at 12.30pm and

the Chancellor would anmounce rolling forward the target in his speech
in the economic debate that afternocon. This will presumably be one of
the points which the Chancellor will wish to discuss at his meeting with
the Governor on Monday afternoon.

\J M. 8
J M BRIDGEMAN
3 Noveubear 1978



This note discusses the optioms for the roll-forward of the monetary
target and the possible need for monetary measures which,
to be taken, might appropriately be anmounced at the same time as the

.

MONETARY POLICY

The Roll-forward of the Target

Note by / Bank and Treasury 7 Officials

announcement of the roll-forward.

The Reasons for the Roll-forward

2.

The Chancellor anmounced the switch to rolling targets in his

Budget Speech in the following terms:-

3

"I also intend to adopt a system of rolling targets, in which
the target is rolled forward once every six months. This will
enable me regularly to reassess brogress on the monetary front
in relation to developments in the rest of the economy and
either to continue with the existing target range or to modifty
it. For example, if events have moved as I would hope on
counter-inflation policy, it would be appropriate to consider
in the autumn whether to lower the target range.

The target range for sterling M3 for 1978~79 will be 8 per
cent to 12 per cent. The corresponding level of DCE will be
below the £6 hillion which was set out in the Letter of Intent
I wrote to the Internatiomal Monetary Fund in 1976."

The reasons for switching to rolling targets were:-

i. as stated, to enable the target to be varied after 6
months if there had been a change in the economic
circumstances during that time;

ii. to provide an opportunity for making a half-yearly
statement on the monetary stance of the authorities,
80 that the market could see any particular actions in
the correct context;

if they were



iii. to get over the problem which could arise with targets
for individual financial years, and did arise last year,
that if monetary growth became badly out of line with
the target in the middle of the year, drastic action
might be required to get the absolute level of the money
supply back within the target range by the end of the
Year, while lesser action sufficient to get the
underlying rate of growth back to the desired rate might
be more appropriate to the overall objectives of macro-
economic policy.

The Basis of the Existing Target

in 1978-79
4. The range of 8-12% for the growth of £M3/was chosen as being

compatible with the real forecast published in the FSBR and in
particular with a PSBR of £8} billion, and an assumed rate of growth

of earnings of 7% in the current pay round, On this basis it was
expected that the growth of the money supply might be at the top end

of the range in the first half of the Year, but at the bottom in the
second half, since if the earnings assumption were fulfilled, expecta-
tions about the rate of inflation would fell as the pay round progressed
and it would be relatively easy to secure substantial sales of gilts in
the second half,

1

real
5. Im the event, in the first half Year,/growth has been somewhat

faster than expected and the rate of price increase slightly slower,
partly because of the appreciation of the exchange rate. Gilt sales
have been higher overall than expected but there has also been a
fester growth in the demand for bank credit: initially this took

the form of increased bank lending, but following the imposition of the
corget in early June some of this has spilt over into other forms such
as acceptances.

6. We expect the growth of the money supply in banking October to be
about 1i%. This will bring the ammualised rate of growth of the £M3
statistic to about 8%. But to some extent this reflects the effect of
the corset causing "disintermediation" from the banking system: while we
gﬁgl&h§g§; accept all of CGreenwells' recalculation, we would sccept that
/lying rate of monetary growth is currently somwhere near

#
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the top end of the range. Looking at it another way, we currently
expect the rate of monetary growth in banking November to be about 3%,
largely due to a low CGBR: +this would bring the rate of growth in the
3 months ending in that month to close to 12% per annum.

The Prospect

7. The October forecast shows the real economy slowing down fairly
soon with little increase in real GDP between the second half of 1978
and the first half of 1979. The balance of bPayments on current account
is expected to be, if anything, in deficit from the quarter just ended
onwards. The 11% increase in earnings assumed in the main case is now
& reasonably central expectation within the Treasury about theoutcome -
the markets' expectation may be slightly higher than that. The combined
prospects on inflation and the balance of bpayments mean that we would
expect sterling to be under pressure and requiring some support.
Equally, the prospects for gilt sales from now on, in what may be a
continuing period of uncertainty, are worse than we had earlier expected:
the forecast includes average males of some £250 million a month in

the second half year. The expected public debt ji%agr(gilts and other)
for the year as a whole is now about £1 billion than expected at the
time of the Budget. On this basis, the forecasts show monetary growth
of some 6% absolute over the second half of this financial year, but
this is only achieved with higher interest rates than in the recent
past. Because of intervention in support of the exchange rate, the

DCE gro&th'may be more of a problem than £M3: ICE ig expected to grow
significantly faster than recently so that the outturn for the year will
be about £7 billion, rather than less than £6 billion, as stated in the
Budget S;;Zéh.

8. The scenario for the next 6 months is therefore one of monetary
growth likely to be at the top end of the present target range, with
our being badly exposed to being thrown off course by adverse develop-
ments on the pay front or worse pressurse than expected on the foreign
exchange side, and indeed with the risks of the latter increased by the
high level of DCE.
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Financial Forecasts (Summary)
(on "banking morths basis")

£ billion
1978/79 1979/80
lst Half 2nd Half Total 1st Half
(Provieional
Outturn)

PSER 3.5 4.3 7.8 4,5
Less

Gilt sales

outside banks 2.9 w] .6 ) we O
Other public
Plus

Bank lending

to private

sector and in &

to overseas +2.7 +3.1 +5.8 +2.3
DCE 2.5 4.4 6.9 3.2
External

factors ~0.5 -1.1 -1.6 -0.5
Other

ad justments -0.7 -0.4 -1.1 -0.5
Increass in

£M3 l.4 2.8 4.2 2.2
%(annual rate) 8 12 10 19 ><;

(NB Figures do not all add because of roundings. )
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9. Another major problem is that the PSBR for 1979-80, to be published
in the Bray Forecast, is bound to cause concern in the markets, which-
ever varisnt of the October forecast is used. There will be distinct
fears that such a PSBR would be incompatible with the Government's
monetary targets, fears which could grow as the next Budget approaches,
and so adversely affect the prospect for gilt sales in the meantime.

The Target

a. The Base Date

10. There are two decisions to be made - the choice of the base date for
the new target, and the numbers for the range. While rolling forward
the target by 6 months implies that the period must end with the end

of banking October next year, it would be possible to specify the
range either for the 12 months from October this year to October next
Year, or for the 18 months from April this year to October next year.
Given the low rate of growth in the 6 months since April, the 12 months
formulation would be slightly tighter, for the same numbers for the
target expressed as an annual rate) than the 18 month one. A possible
Justification for adopting the latter would be to acknowledge that the
recent figures are distorted by the corset, and we were avoiding that.
However, the fact that it produced an easier result would be noted by
the commentators, and would generate accusations of gimmickery which
would detract from the intended effect of the target of reassuring
markets. It could lead to questions as to whether so wide a range

(1e 4% pa between top and bottom) was appropriate for an 18 month
period whose end was only 12 months away and also lead to problems at
the next roll-forward. The balance of argument points clearly?%%icking
to a 12 month period.

b. The Choice of the Target Range

1l. An increase in the target range would run directly counter to all
that has been said im the recent past by the Prime Minister and the
Chancellor about using monetary and fiscal policy to support counter-
inflation policy. The effective choice is therefore between continuing

o
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with the present 8-12% range, or reducing the range to, say, 7-11%,
as the Chancellor indicated in April that he would consider if events
went as he hoped on counter-inflation policy.

12. The main argument for a lower target must be that, provided the
Government were prepared to take the necessary policy measures to make
it credible, it would be a stronger indication of the Government's
resolve in relation to inflation. It would avoid two possible
criticisms of continuing with the 8-12% range, first the fact that the
Chancellor was not reducing the range because counter-inflation policy
was not going as well as he had hoped, meant that he was thereby
accommodating inflation, and second that it allowed an increase from the
rate in the last 6 months.

13. The main difficulty is that if the target were rolled forward at
7-11%, it would make it virtually inevitable that the target for 1979-80,
announced at the next Budget should be 7-11% at, or even less:this could
impose a very considerable restraint on the Chancellor's freedom of
action. Indeed, it is doubtful whether the market would find 7-11%
credible even now unless the Chancellor gave some indication that,
unless the forecast changed in the meanwhile, he would be taking action
in the Budget to produce a PSER significantly lower than that included
in the Bray Forecast. Putting it another way, the 7% earnings case in
the forecast shows money GDP growing by about 11% pa and the 11%
earnings case shows it growing at 12% pa or slightly over: a target
range for the money supply centred on 9% rather than 10% therefore
involves a significantly greater degree of monetary tightness, if the
difference between the intended rates of growth of money GDP and the
money supply is used as an extremely crude indicator of the intended
monetary stance. The possible criticism of not changing the target
range referred to above could be answered on two counts. First the
monetary stance would still be restrictive, in terms of comparing the
expected growth of money GDP in the 7% earnings case with the rermitted
growth of the money supply, and the Government did not want to be more
regtrictive than that, unless and until developments on the vay side
meant that further weight had to be put on that leg of the Counter
Inflation Tripos. Second, the adoption of the October 1978 base meant

-6 -
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that the 8-12% range now adopted would involve some tightening since
the absolute levels of the money supply implied would be below those
implied by the 8-12% range announced in the Budget.

14, Overall, it would sppear that the Government is more likely to
gain credit for its resolve in respect of monetary policy from
announcing a target range of 8-12% which will probably appear credible,
and is supported by any immediate monetary measures required to give
effect to it, than from a tighter target which would probably only be
made credible in relation to the PSER forecast by some commitment,
sooner rather than later, to cut that PSBR by fiscal action in the next
Budget.

Immediate Supporting Measures

15. The fact that the underlying rate of growth of the money supply at
present appears to be about 12%, compared with the 10% middle of the
recommended range, points to the need for some action to counteract
this and to bring it back towards the mid-point of the range.

16. Two courses of action appear to be ruled out. There is no case for
reatrictive fiscal action at this stage in relation to the forecast
state of the economy. DMoreover, quite apart from the economics, the
politics are clearly against any further fiscal action this year unless
and until there is a serious breakdown on the pay side.

17. Equally, we could not recommend a tightening of the corset (to put
it formally, reducing the guideline for the rate of growth of interest
bearing eligible liabilities under the Supplementary Special Deposit
scheme ). This has to be regarded as a fairly unsatisfactory "safety-
net" on the monetary side. Tightening it would probably just add to the
distortions without having much effect on the underlying monetary
situation: the instrument is probably taking as much weight now as it
can reasonably bear. The market are well aware of its limitations and
would not find a change very reassuring - quite possibly the reverse.

-7 o
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18. That leaves a change in interest rates. The movement in market
interest rates, with the 3 month rate already nearly 111%, means that on
normal grounds an increase in MIR of at leastlld% is éi;g;dy required to
bring it back into line with the market, to make it an effective rate
again. (If the roll-forward had not been imminent, there would have
been a case for acting on it on 2 November). Our considered view is
that some further tightening beyond that is almost certainly going to

be necessary, and the question is whether to make that further increase
now, a8 part of a package announced at the time of the roll-forward, or
to defer it until later.

19. The arguments for making the discretionary policy increase now,
rather than waiting until later are that:-

i. action sooner rather than later will help the credibility
of the Government's overall policy stance - it will be
seen to be acting effectively and speedily;

ii. insofar as action to control the monetary aggregates does
feed through into inflation, it would seem desirable that
it should feed through earlier rather than later;

iii. the Prime Minister has committed the Government to a three-
fold attack on inflation, through direct action, through
fiscal policy and through monetary policy. If at this point
of time direct action is not proving as effective as might
be hoped, and fiscal action is ruled out, prompt action on
the monetary side will help;

iv. to the extent that action is delayed, the markets may again
carry up interest rates, and the "discretionary action" by
the authorities would have to be on top of that higher level:
prompt action could well mean that a lower peak level of
interest rates would suffice if it were reached early enough -
this is one of the lessons of 1976;

- 8
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V. as mentioned above we are entering into a relatively
"high risk" period - in some ways it may already be
upon us with the pay situation at home, the action
taken last week by the United States to steady the
dollar, and the uncertainties about the effect on
sterling of our position in relation to the EMS.

At the present stage, it is our judgement that an increase in MIR of
23% would be sufficient - roughlyld% to bring it into line with the

market, and 1% on top of that. But the exact figuring will clearly

have to be reassessed in the light of developments in the financial

markets between now and the point of announcement.

20. It is imposeible to be categoric about the effects on building
gsocieties. At present, their inflows are being maintained at a higher
level than we would normally expect, given that there is already more
than a 1% differential against them. But, even if there were no

further upward movement in interest rates, there must be a strong chance
that societies would decide to increase their interest rates some time
in the first few months of next year. An upward move of MIR - even only
to bring it into line with the market - would almost certainly bring
this forward, since societies would politically want their action to be
seen to be following MIR. The BSA would probably decide in December

to increase rates from 1 January. It is difficult to be categoric about
the likely scale of change, but there must be a strong chance that
building societies would move the mortgage rate to 11%, or possibly
113%, if MLR rose by 2 or 23%.

Timing

21l. We had originally envisaged that the roll-~forward might be
announced on Thursday 16 November, to coincide with the publication of
the October money supply figures, and that any complementary action
should be announced at the same time. However some recent developments
now point to a change next Thursday, 9 November:

-9 -
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i. the economic debate is now fixed for that day,
which would provide the Chancellor with a natural
opportunity to set out the reasons for his choice
of target;

ii. recent market movements following the US mone tary
package, including the changes in clearing bank
base rates, may make it difficult to delay beyond
the 9th a change in MIR at least to bring it into
line with the markets;

iii. the market pressure could be increased by the October
eligible liability and clearing bank figures, to be
published on Tuesday 7th, which will give a clear
lead to the October money supply figures;

iv. even if it were possible to delay, there would be a
risk that market rates would continue to drift
upwards in uncertain conditions, so that by the 16th
a larger increase would be needed to get the same
effect.

However, given the uncertainties ~ including developments on the pay
side - it would be prudent to defer the finmal decision on timing until
the 8th.

H M Treasury
Bank of England
3 November 1978
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CHANCELLOR OF THE EXCHEQUER ~CE

You said at the last seminar on monetary policy that the
Treasury and the Bank of England were considering the possibilities
of introducing more flexible forms of monetary targets, perhaps
involving some form of rolling targets. I am sure that we should
pursue these possibilities urgently and I should be grateful if

you could keep me in touch with the work.

I am sending a copy of this minute to the Chancellor of

the Duchy of Lancaster, the Governor of the Bank of England and

Sir John Hunt.

9 November 1977
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(until after 1220pm on 9 Novenmberl 1978)
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at 12.30pm on Thursday 9 November.

Pogitive

- s 0N ' » \‘I:‘ . lf’ E - m -] - . .
) iﬁﬁwuyamkl ﬁ%44<¢?uﬁc¢¢@w&; - validates recent lincreases
S . .
Ag' in other short term rates.
\\\
|
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pay prospect.

Increase slightly above market as prudent to err on

i (111)
. . Yol g oo ? . ) 7 N
side of caution %”‘%Vmﬁwdm@»jtﬂ;ungtggh@ngﬁcj LM?ENW‘ZQUQ’ayCAﬂn) L=,
\

'««'f»k'»“v')f ')""]«‘\.'! (C&'gv’w 5/\(91 Aol CLCM»(:I/(;‘?Y\“ Si)e \a(,[,\ s ,‘_A‘)M(aw ¢ gi’)g?({’\ i L,m() }'

t pates should fall if wage settlements kept

(iv) Interes
Spm see Chancellor's speech in Queen's

5 per cent (after
speech debate).
{(v) Output and employment would be worse if we surrendered
to inflation (see Chancellor's Mansion House speech).
i
(vi) New monetary target to be announced in Chancellor's
speech this afternmoon (see separate brief).
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Treasury

21st November 1977

" ROLLING MONE

TARY TARGETS

Thank you for your letter of 10th November asking for a
paper on rclling targets.

ury have prepared in

[

T now attach a paper which e Treas
consultation with the Bank. The Chanceller and Governor
having discussed the matter, Tthe presen ntention 1s that a
change should be made, with the target fov calendar 1978 being
announced in the 1978 Budget.

The Chancellor considers that it would be desirable to
explain in advance the decision to switch and the reasons for
it, just leaving the actual announcement of the range for
1978 to the Budget Statement. Some of this could be done by
press briefing, but the Chancellor thinks that there would
probably be advantage in his taking some suitable opportunity
in the New Year to set out the Government's views on the role
of meonetary targets, to announce the intended change to rolling

targets and to explain the reasons for it.
T am sending copies of this letter to David Allen

(Chancellor of the Duchy of Lancaster's Office), Ian Plenderleith
(Bank of England) and Martin Vile (Cabinet Office).

(A.M.W. BATTISHILL)
Private Secretary

N.L. Wicks, Esq.
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MR BRIDGEMAN cc Principal Private Secretary
MR JEREMIAH PS/ Financial Secretary
MR DYER - PARLIAMENTARY SECTION PS/ Minister of State

Sir Douglas Wass

Sir Lawrence Airey
S5ir Anthony Rawlinson
Mr Atkinson

Mr Littler

Mr Lovell

Mr Kitcatt

Mr Unwin

Mr Rayner

PS/Inland Revenue

CHIEF SECRETARY'S SPEECH FOR DEBATE ON PAY POLICY AND SANCTIONS
THURSDAY 7 DECEMBER.

Further to my minute of 1 December, the Chief Secretary would be

grateful for additional material as follows:-—

(i) A copy of the Contract Clause;

(idi) Copies of Acts giving the Government their discretionary
powers over grants, ECGD facilities and any other measures
we have used in the context of pay sanctions;

(iidi) Examples of Acts put on the Statute Book by the previous
Government that provided discretionary powers. We have noted
the Industry Act as a useful example, but he would like
some more examples, preferably including Acts introduced by
Sir Geoffrey Howe.

(iv) Information on how many firms subject to pay sanctions have
agreed that their names can be published and how many we

have asked about this to datej;

(v) A brief summary of West German '"Concerted Action" approach to
wage bargaining - in particular, do they give guidelines?
(vi) Brief comments on the pay assumptions made when the monetary

targets were set, eg. in excess of what pay outturn would

there be a monetary squeeze?

I should be grateful if Mr Bridgeman would deal with item (vi),

Mr Jeremiah with items (i), (ii), (iv) and (v) (Mr Rayner already



has work in hand on some of these) and Mr Dyer with item (iii).

It would be helpful to have as much of this material as possible

by close of business today.

bt
I_

A C PIRIE
4 December 1978



