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My covering minute of 17/ April to Sir Fred said that the draft
was not complete. Chris Riley is preparing table 2, the text
that goes with it and the annex on changes in the monetary

model. I attach a draft concluding section. I have called it
Envoi because I think that it is sensible to leave the main
conclusions at thé end of the previous section which is after all
called the PSBR and £M3%. It also means that we can end with some
cautionary notes about the model and the complexity of policy
making, and thus leave the reader with the impression that we are
not claiming too much for our results. (This may be prudent at
this political juncture.) Naturally, I hope that you and others

will suggest improvements.

2. I have incorporated all Steven Bell's comments on my text,

and also some comments from Frank Cassell and Charles Goochart.

You will be interested to know that Charles' only significant
criticism, which he said that he would probably make publicly at

the conference, is that our results would be much more convincing

if we could show that the explicit demand for £M3% really does depend on
wealth.Since Bank work, based on some wealth series of Joe Grice's,
could not establish a wealth effect, he was sceptical.

5. 1 am not sure what our time-table should be now. I am happy
to go on incorporating useful comments I receive, but perhaps we
should meet together when we have all looked at the missing bits
and agree the changes. Colin Mowl is meanwhile improving the

numbers.




e2. This paper has explored the relationship between the PSBR
and the growth of the money stock. The preceding three paragraphs

summarise the findings. We make two final comments here.

65. First, the empirical results were derived from the Treasury
macroeconomic model, and they are subject to a wide margin cf error
as 1s the model itself. Some of the crucial relationships in the
model, such es that which determines nominal earnings, have been
difficult to establish empirically and it would not surprise us if
the true relationships were somewhat different. Although at any one
time the model that we have is the best available to us, it is

being continuously improved by better specification and new
estimation. This is especially true of the new model of the monetary
sector which is undergoing considerable change. As well as making
changes to the model, we are coentinuously improving our simulation
methods in an attempt to produce the most realistic set of policy and
behavioural zssumptions. The estimated relationship between the PSBR

and £M3 will therefore change over time, and any conclusions based on

it must also alter.

o4, Secondly, the relationship between the PSBR and monetary growth
has been discussed in this paper on the assumptions of fixed interest
rates, no changes in other monetary policy instruments (eg. the SSD
scheme open market operations, calls for Special Deposits), and
either a fixed or a freely floating exchange rate regime. In
practice, of course, interest rates can alter, the authorities can
use other monetary instruments, and they can intervene in the

foreign exchange market to bring about an exchange rate which is
neither fixed nor freely floating. EFEach of these would alter the
relationship between the PSBR and &M3. Thus in setting fiscal

policy in order to achieve a given monetary target it is not enough
to take account of the relationships discussed in this paper. It is
also necessary to estimate the effects of other wonetary and exchange
rate policies on the money stock. In other words, fiscal, monetary
and exchange rate policies must be simultaneously determined, in the
light of their joint effects on the relevant intermediate and final
objectives. The subject of this paper is only one, although an

important one, of the relevant considerations.
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.11 columns show changes in stocks at end-period. The change in the stock of net financisa
. the private sector financial balances shown in Table 1.
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wealth shown in the first column of each panel is obtained by
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MR MIDDLETON ?“’sztfjfffw”?cc: Mr Byatt

1 AR Mr Bridgeman

LIS Mr Cassell
Mr Shepherd
Mrs Lomax
Mr Odling-tmee
M1 Mowl
Mr Powell
Mr Grice
Mr Spencer
Mr Bell

CITY UNIVERSLITY PAFER
I attach drafts of the section on the implicit demand tor money

function in the monetary model and the annex on changes
implemented since the working paper.

VALY G

C J RILKY
25 April 1979
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TABL &

The luwplicit "Demand" for SM53

(% changes in &M% following 1% changes in determinants)

quarver  SIUOEL Mol pricesss JONTETN
1 0.90 -0.15 +0.50 -0 +0.%
4 0.45 +0.20 +0.40 - =0.9 -0.%
8 0.50 +0.20 +0.45 -1.5 -0.6
12 0.55 +0.20 +O0 45 -1 .4 ~-0.6

*The whole of this change relates to the personal sector.
**liqual proportional changes in all prices and incowmes.

*+*+Tncludes a wealth effect insofar as a'rise in the long rate
affects the market value of existing gilts.



1. Various points need to be noted about these figures. [First,
the effecte of interest rate changes in the current version of

the monetary sector of the model differ somewhat from those
reported in the rccent working paper. Various changes have been
made since the working paper in the light of recent experience gained
in using the model for forecasting and simulation, and although
they are not described in detail here the nature of the more
important changes is described in Annex / /. The net effect of
them is to reduce the interest rate elasticities somewhat, and also
the net wealth elasticity (which was not reported in the working
paper) .

2. Second, care is needed in interpreting the size of the price,
income and nct wealth elasticities. Apart from a high initial
net wealth elasticity, all are significantly less than unity,

but this in itselt does not mean that £M% is in any seuse an
inferior asset in the model. Confusion can arise because whereas
in the literature the demand for money is typically related to
income, prices and interest rates, ouranalysis separates the
wealth and income/price effects. Generally net wealth is
substituted out, bul we do not do so partly because that is the
way in which the Preasury model 1is set up and partly because thu
focus of our attention in this paper is the relationship between
the PSBR and &£M3. However it is possible to gain some iunsight
into the implied pavamcters of a "gtandard" demand for money
function by considering jointly pairs of elasticities in table 2.
Thus by adding the price and net wealth elasticitles we can
obtain a "conventional price elasticity, assuming a long run
unit elasticity between nominal wealth and prices, which after
three years is unity. Adding the real income and net wealth
elasticities and making the same type of assumption yields a
neonventional® real income elasticity of # after three years*.

5 Phe "conventional' price elasticity calculated in this way 18 .

consistent with most theoretical work on the demand for money and -

*Phe- assumption ol a unit elasticity between real income and
wealth in this case 1s a simplification used for illustrative
purposes.



with much empirical work. The real income elasticity is,
however, somewhat less than implied by some recent empirical
studies of the demand for &M%, particularly those covering the
period since the introduction of Competition and Credit Control
in 1971**. DBut one would perhaps expect the structural approach
employed in the Treasury monetary sector to yield more reliable
answers than simple reduced form functions, particularly over
this period. Frequently studies of the demand for money include
Just one interest rate or, generally with wider aggregates, an
interest rate differential, and it is thus difficult to compare
the semi-elasticities in table 2 with those in published work.
But two relevant points should be made in this context. First,
in order to compare the figures in table 2 with those in studies
which include only the long rate, eg the Hendry study, it is
importaut to remember that short rates have in the past fluctuated
more widely than long rates, and therefore that it is probably
necessary to add a multiple (say 2) of the short rate effect to
the long rate effect to obtain comparable semi-elasticities.
Second, it must be remembered that net financial wealth might be
expected to be related to interest rates, but of course the sign
of the effect, which most studies solve out, depends on the
extent to which changes in interest rates accompany changes in
the rates of return on real assets. The situation is further
complicated by the fact that the long rate effects quoted in
table 2 include a wealth effect resulting from the effect of
changes in the long rate on the market value of existing gilts.

ye
1

K3

**See, for exawple, articles by Laumas (8JFLE, Novewber 1978),
Hendry (bJ, September 1978) and Artis and Lewis (Manchester
School, June 1970).



A
ANNEX : CHANGLS T0 THi MONETARY SECTOR SINCE THE WORKING PAPER

The version of the Monelary Sector of the Treasury model which
underlies the results prescnted in the present paper differs in

some respects from that reported in the recently published

working paper*. 1t would be inappropriate to discuss in detail

here all the chaunges that have been made, but the nature of the umore
important changes are discussed biriefly below.

(1) The equation for the demand for gilts by the won-bauk private
sector (equation 1.5 in the working paper) has been changed so
that total non-bank private sector asset holdings feed directly
into the demand function and current price TFE does not appear
explicitly. The long run elasticity of total gilt holdings with
respect to total assets is about 0.9 and total assets were
included rather than, say, net worth because the former proved
superior in estimation. The present treatment allows shifts in
relationship between total financial asset holdings and current
price TFE to affect long run gilt holdings directly in a plausible
way.

(2) The equation for non-bank holdings of National Savings
(equation E1.9) reported in the working paper has broken down
since the policy of making them more attractive to investors was
introduced in (%)1Y/%. The equation currently in use is an
extremely simple oune in which 10% of any change in personal sector
net acquisition of financial assets takes the form of a change 1in

holdings of the various National Savings instruments.

(3) 1In the equation system for bank lending to the personal

sector (E1.1 in the working paper) the interest rate elasticities
have been reduced to take account of the recent apparently muted
response of lending to a higher level of rates. 'The equation
being used for bank lending to other financial institutions
(equation 131.%) now includes a real income effect and incorporat. s

some other small amendments to the equation in the working paper.

*3pencer and Mowl (1978).



(4) The effects of interest rute levels (as opposed to
differentials) on non-bank private sector demands for interest
bearing reserve assets (equation £1.12), notes and coin (equation
E1.11) and parallel money (E1.15) have been reduced. ‘lhese changes

reflect the recent performance of the equations.
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PAPER BY PROFISSOR HEILD ON GOVIERNMENT BCORROWING BY DEPOSIT

i. In his stimulating paper Profesccr Ned

ell
practically every assumption underlying tThe way the

authorities currently intervens in financial markets., and

[

.

proposes changes which would inVolve 2 radical restructuring
t1 0 S

of those markets. His particular objection is to the extent

tc which the Government relies on selling long-dated sftock

to finance the PSBR; he sces present practices as ilmporting
| 1

S
ts market, since
h

undesirable element cf g ing
both lenders and borrowers are subject to nigh risks 1if

11y large

c 2N

on Trom its expected
path, and c T
0

burden of de a rder tc avoid
this situation Frofessor Neild proposes instead that the
Govarnrent should borrow tThroug

depesite, with slightly higher rates of interest in eff

paid for depecsits subject to longer paricds of notice before

they could be withdrawn.

(oM



presenting his diagnosis of the problem, hi

2. Professor Neild makes the following main points in
i

advantages:-

A The Problenm

(1)

(ii)

(iii)

(iv)

(v)

(vi)

(vii)

For cyclical and structural reasons private sector

saving currently exceeds investment. The structural
reasons include Government action to stimulate funded
pension provision, while a large proportion of "cyclical™
savings also accrue to long-term investing institutions.

Half of recent Government borrowing has taken the
form of stocls maturing in 1990 or later aimed at
these institutions.

Monetary control requires debt to have an original
maturity greater than one year, since otherwise
issues would count as reserve assets for the banking
system. But this does not justify an original
maturity of 10-20 years.

Lom; maturities have been chosen (a) to minimise
liquidity, (b) to enable life offices to match
liabilities fixed n nominal terms, and (c) in order
to exploit investors' appetite for speculative
capital gains (Neild dislikes the capital gains tax
treatment of gilts which he says is responsible for
much of present disorder in the market).

This introduces a strong element of gambling inte
long term borrowing by and lending to the Government.
People who 1ike to run risks should be encouraged
to put their money into industry, which would be

more soclally useful. Excessive gains or losses are
in prospect on long-term bonds with maturities of

15 years or more.

Indexation should be avoided, since it could institutionalis

accelerating inflation.

Variable rate bonds (VIBs) minimise the capital risks
without forcing the authorities into more freqguenst
refinancing, or adding to bank liguidity. 2But VIRs

do not appear to have been very favourably received by
the gilt marxet.

NS



(xv)
chan;\d 01rc WIS

e "de-obfuzcated” (Neild!

issues would ¢ se, peﬁ rarket
way, and nothing would remain but
ter est rates and the setting of

¢}
n
¥

Some comments on the analysis ) ,

5. It will be apparent that Professor Neild an1saﬁes a root and

o

branch reform of the monetary system and financial markets., New

55

systems monetary and prudential controls would be imposed on the
t

01
banking system; instituticnal investors would be subject toc some
element of direction of funds; and the gilts and Treasury Bill
markets as we now have them would wither away. All this would be
highly ccntroversial and the institutional changes involved would
be costly, but nevertheless the proposals must be considered on

their merits. Among the guestions raised by them are:

a) should the Government borrow by means of variable rate

instruments;

b) should it borrow shorter than at present;
c) should it borrow solely by means of deposits, with the

implied absence of new gilt and Treasury Bill issues;

d) should monetary control be exercised by means of a

monetary base system; and

e) 1s direction of institutional funds desirable?




be conside rably greater, This would pose serious problems
for monetary control in the short run, and would further increase

the degree of interest rate variability.

Should the Government borrow shorter?

7 Frofessor Neild's proposals imply a considerable reduction in

the effective maturity of government debt. The nature of the debt

would also be changed, and this is discussed beslow, but it is worth
considering whether such a shortening would be desirable even

given existing types of debt instrument.

8. If expectations about future movements in interest rates were
the same on both sides of the market for Government debt, and if
these movements were known wlith certainty, the costs of borrowing
at different points on the maturity spectrum would be identical {(in
the absence of other market imperfections). The shape of the yield
curve would be irrelevant under such circumstances. But the
existence of uncertainty ensures that the yield curve in practice
slopes upward to a greater extent (or downward to a lesser extent)
than pure interest rate expectations would suggest, with longer
term securities attracting a higher.risk premium, and thus prima

facie there 1s an argunent for borrowing short.

9. However the present maturity structure of new financial
“liabilities results from the interaction of the needs anc
preferences of Government, financial intermediaries, and private
sector lenders and borrowers. KRelative yields on gilts of
different maturity reflect the fact, for example, that instituticns
such as the pension funds to some extent wish to match the |
maturities of their liabilities and their assets and thus wish

to hold a sizeable quantity of long term securities. 1f the

§e)

to borrow long term this could have a
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Government ware t
n relative Jl@]db and thus on the ferms
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substantial impa
available tc other borrowsrs. Lenders would still have zn
underlying demand for long maturities but would be unable t
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debt. Professor Neild is very sanguine about this prospect and

he may be righv to be so, bub two points need to be made. Firs

T other short term assets for
olios and it may well b= that they
me extent by buying up existing
S

0
T equities, gilts and other long term

T
personal se S
he increase in

o
assets., liquidity could thus be concentrated to

rea
a substantial extent in personal sector portfolios with the
consequent risk (albeit probably not a great one) of spill-over
effects onto sxpenditure. Second, whatever the precise nature of
the effects on personal sector liquidity and the recorded money
supply, the interpretation of monetary statistics would be made
more difficult and the appropriate policy stance towards the
monetary -aggregates less clear cut. The precise effects on the
demand for any given definition of monej conseguent upcn the
gradual phasing out of long gilts would have to be known before
an appropriate target could be devised, and at the very least

this would cause severe transitional problems.

Should the Government borrow solelv by means of deposits?

14. The Neild proposals envisage that both the gilts and Treasury
Bill markets would wither away and that these assets would in
effect be replaced by a single asset - TDs, It is envisaged that
TDs would serve as the residual source of Government finsnce but
at the same time that the authorities would set the interest rates
on them. This clearly poses institutional problems whick
Professor Neild does not address. In particular it is difficuls
to envisage that any institution or set cof institutions would

agree to underwrite the TD issue, which since it replaces both

=y

gilt and Treasury Bill issues would be very large, at interest

&
rates over which they could exert no direct influence. The
t o)

implication of his proposals 1on of financial
markets and for Government financing would be much more compleyw
than Professor Neild allows and a good deal of further effort
would have to be spent considsrinz the instibtution implications of
them and the costs of changins from the present gysten.,

w



Jonclusiocn

15. The comments in the sections above suggest that Professor Neild
proposed system of Government-financing 1s not self evidently
superior ©o the present system. Indeed 1t has many problems.

The fact that it 1nvolves a dramatic narrowing of the range of
Government debt instruments available to the institutions and

the general public casts doubt on the suggestion that it would
substantially reduce the cost of Government borrowing. Monetary
control could be made considerably more difficult in the short run.
The new system would pose difficulties for the interpretation of
existing monetary statistics and the setting of appropriate targets.
The cost of finance for industry could be increased. And the
institutional ramifications of the system could be profound and

would need to be looked at very carefully.

16. I doubt whether it is necessary to go into as much detail as
in this note when replying to Professor Neild. In view of the
present polltical uncertainty i1t would seem advisable to avoid
detailed comment on specific proposals for éhanging the method of
Government financing. Accordingly I attach a fairly short comment
on the paper 1n the form of a draft letter which could be sent +o

Professor Ngilda

b =

C J RILEY
26 April 1979
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DRAFT LEUTTEL rrCOM SIR DOUGLAL WASS TO FrOFLSSOR R R NEILD
GOVERNIEDLT BCORRCOWING BY DrPUSIT

Thank you for showing me a2 copy of your recent paper on
Governmert borrowing by deposit, which I and a number of others

41

here have read with much interest.

Your paper suggests fundamental changes in the method of
Government financing and in the operation of financial marke<xs
which would require extremely careful analysis before thsy could
be implemented. The costs of the institutional changes involved
would have to be weighed carefully against the ﬁéssible oenefits
of your proposals. Yqu will not expect me to comment in detail

on all the issues which your paper raises, but I wonder if I

might make a few general comments.

First, T wondér whether reducing the range of Government debt
instruments avallable to the general public as your proposals
suggest might lead to a substantial offset to the savings in

debt servicing costs which your proposals might otherwise

procure for the Exchequer. Unless we can rely on others to
provide debt instruments of a type which the Governhent noc lenger
issues but for which there is clearly a demand presumably there

4 =

would be a tendency for this to happen.
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INTEREST RATES AND A 7-11% TARGET RANGE FOR £M3

You asked me to consider in the light of the latest version of the
financial forecast what sort and size of fiscal jypackage might be
required to validate a 7-11% target range for £IM3 without interest
rates rising from current levels. 1 have interpreted the £M3
target as a rise of 9%. Also I have confined the discussion to
1979-80 because of the greater uncertainty surrounding the
forecast for the period after that, because at present there are

problems with the financial forecast after 1979-80, and because

Ministers are likely to be preoccupled with prospects in the relativel-
“r‘l

short term. MP2 are currently considering the impact of wvar

fiscal packages and the methodology employed in this note has been

)

agreed with Messrs Odling-Smee and Mowl.

2. The attached table shows the interest rates in 198C Q1L in the
latest version of the financial forecast which ars believed to be
consistent with 10% growth in £M?% in 197C-80*. The forecast
suggests that interest rates would have to rise steadily from
current levels in order to meet the target for 197C-8C, and
thereafter further rises would be necessary to keep

growth below the increase in nominal GDP. The table a
estimates of the interest rate effects of various fiscal policy

changes on the assumption that they do not change #M3%, and the
A

change in interest rates (assumed to take effect immediately)
which would be necessary to reduce the growth of £IM% in 1979-50C
by 1%. The estimates ol the effects of the policy changes are

*The forecast zlso assunes that the 85
i N

ONeTsYY meagsures,
Iy )
/—\T

relative attractivencss cof natlonal




and the greater the reliance on increasing VAT, ¢iven the

of public expenditurc package cons sidered.

6. But the numbers presented here should be treated with great
caution. ¥First, it is very dangerous to add togeth fferent
ready-reckoners, particularly when the changes involved are as
large as those being contemplated here Second, the forecast 1s
extremely tentative at this stage. And third, effects on
"oonfidence" in financial markets are not easily analysed, and
only rather small effects underly the figures in the table. The
expectational effects of a very large package could be qguite
considerable, although I am inclined to believe that special
"eonfidence® effects of this sort tend to be transitory.

Vo Finally, I should say that I have not discussed these numbers
with Mr Middleton, and you will doubtless want to discuss with him
how, if at all, they are to be used. Neither have I discussed wit
him the possibility of assuming a 7-11% target range for &M%

growth in 1979-80 but assuming also that we aim deliberately at the

-
top end of the

(D

range. ~he implications of such a course of action
are in principle derivable from the table, but I doubt that we would
wish seriously to suggest a policy of this type.

CI Kt

C J RILEY
11 May 1979
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MR RILEY - . . 7 . c¢cc Mr Middleton
i Mr Bridgeman -—-
Mr Odling-Smee
: Mrs Lomax
e Mr Bell

REDUCTION OF 1% IN THE MONETARY TARGET
The Financial Secretary has asked that all ready reckoner
estimates of the effects of the Budget, as well as the forecast,
should allow for the reduction in the monetary target. In
particular he has asked to see a revised version of the table in
Mr Unwin's minute of 10 May to the Chancellor including explicitly
the effects of the reduction in the target. I attach such a table

for your comments. The final submission will include a lot of other

material the Financial Secretary has requested and we will probably
not show the effect on the 1980/81 money supply. '

2. The numbers are based on a recent interest rate simulation
(with EG fixed) which Mr Bell has seen but has not yet had a

chance to examine in detail. The simulation is little different

from the one you used in your minute of 11 May to Mr Bridgeman..
I have assumed that both short and long rates change by the same
amount from the beginning of 1979 Q3. The increase in interest
rates of 0.6 is a little higher than the 0.4 to 0.5 in your
minute to Mr Bridgeman. I understand that this is because you
assumed that the rise in rates occurred earlier and because you
allowed for some improvement in expectations. I do not think we
need worry about this small difference as we would probably ‘
describe both estimates as 'about 31%' in any covering text.

3. I would be grateful for your agreement by about lunch-time
today. .
F U AR

COLIN MOWL
17 May 1979



BUDGET SECRET

Economic Effects Of The Package
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MONETARY POLICY

As you know, I had lunch with the Governor last Friday. Those Present
were Hollom, McMahon, Page, Dow,fford& Goodhart and a2 couple of others

whor I had not met before,

We had quite ga full discussion of, inter alia, the question of the
monetary target for 1979/80. The Governor and his colleagues were
clearly very much in two minds over this. While seeing the great
advantages, as a declaration of intent and as 2 signal, of plumping

for 7-11%, they were apprehensive about the Possible interest rate
consequences and the Possible lack of credibility - which pointed to
an 3-12% target. There was some support, although not much, for
deferring a decision in the sense of letting the Present target run

on until the six monthly review is due in October, and taking a proper
decision then, This would seem to me to be very weak and I would not

advise it,

The difficulty in using the 7-11% target is that we start very much
at the top end of the 8-12% range., T therefore asked the Governor
whether, as 5 compromise, it would malke sense to announce na monstary

carzet of 7-11% Tor the remainder of

* 3 [ R R S . - . . 3 3 ke " . o > - A ) . . o
1rom mid-June (romtﬂ113f Budget day) to mid cLl 1960, which WO e el
Ling us to escans tha
I

Trom Budecet day to mid.
April 1980 wrould be roughly equivalent to 8-123 over the whole of th =

]

Poaking year 1979/80). The Goveraor sscucd to think that this would o

promise, and I A srdinely Cotusend it to vou for sevipns
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MONETARY TARGETX

The Bank have just raceived the Yfirst shot" at the May banking ficures.
£M3 is egtimated to have grown by 1% in May - significantly more than
we had allowed for in the 3 month forward lookx. This wonld bring

5

growth in tas iast © montinse equivalent to an annual rate of more than

2. Perhaps wmore seriously the bank lending figure is £900 =willion,
seasonally adjusted, indicating that bank lending is still running
well ahead of the provisions in the forecast.

3, 1 understand that the Governor indicated to the Chancellor at

lunch on Tuesday that:=-

i. given that £M3 is currently growing at or above the
8-12% for £M3, and the reachtion time to changes, a
range of 7=11% for the 12 months to mid=-April 1980

probably both unrealistic and unlikely to be
believed;

ii. an alternative would be to apply 7-11% to a year fron
mid=-June, or to announce now that it would apply
from mid=-October: the Chief Cashier prefers the

(]
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thougnt that the markets umight react

the Budget - with a boosgh ol
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coming months at current levelsg of interest
rates, particulsarly given the inflation forecast

to be published in the FSDBR;

iv. 1if interest rates were going to rise, there
would be advantage in their doing so clecarly,
rather than their drifting upward - the advantages
would both be political and market management;

ve. the Bank were therefore considering whether to
recommend a change in MIR to be announced in the

Budget.

4, 'The Chief Cashierr rewariked to me that Mr MclMahon's assessment was
that the combined effect of the Budget and of an MLR rise would be to
put upward pressure on sterling, initially at least.

5. You may think that it would be useful to have a meeting with
Ir Fforde and his supporters before we decide on our respective advice.

A

J M BRIDGEMAN
50 May 1979



