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~ 5 Mr Unwin

Mr Wiggins

Mr Grice

BUDGET SPEECH

1. I have seen the proposed redraft of paragraphs F8-11 which
you sent to Mr Wiggins yesterday. The first sentence of your
proposed F9 reads:

"An unusual proportion of these savings took the form of an

increase in current and deposit accounts which form part
of £M3."

This is a crucial part of the explanation of the overshoot in this
proposed redraft, so we need to be quite sure it is correct.

2. . In 1980 the latest figures suggest that the percentage growth
of £M3 was very closely in line with the growth of the net financial
wealth of the private sector. Perhaps there is some other way of

. m N

‘A J C BRITTON
6 March 1981

demonstrating the point you wish to msake.
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Mr Locke's minutes of 4 and

to speaking notes on the explianation of last year's overshoot,
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by me on funding.

on the central inconsistency of the TCSC report.
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March asked for contributions

ts implications for this year, and the

irportant role of

funding policy in the Government's strategy.

I attach notes prepared by lir Middleton on the first two
points and, in a £lightly different style I am afrz2id,

a piece

Also attached is a brief noie from Tir Monck

The funding

piece refers to the three areas in which innovations are to

be made - National Savings, short gilts (in passing since no
+1rm decision has been reached) and the indexed stock, but

concentrates on 1Gs.

do, but I have not expanded on the point at any length.

Mr Locke asked that the notes should
include a reference to the ‘'proposed auction system'.

They
The

indexed stock will be issued by auction, principally because

there is no basis on which to set a price.

(We propose to

ggree a reserve floor figure with the Bank, but this will not
be published, and will probably be appreciably below the price

at which
the next
have not

when the

few issues we would follow the same practice.

we expect the stock to sell.) It is likely that for

Ve

agreed with the Bank how indexed gilts would be sold

market in indexed stock became thicker, and appropriate

yields for new issues could be calculated by reference to

existing stock.
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Wnether we would continue with auctions or
2 minimum iender price is still an open

light of thnis, and of speculation about



. Tne espesaking notes thereiore

e
teresting feature of the new instrument,

refer tec ‘ T
and point out some of the adventages in monetary control
>t cre gereral conclusions abcut the

11 conventional cdebt. The cuesticn of wider
adoption of auction tecnnigues was raised in Sir Douglas wascs's
invte of 17 rebruary covering a paper cn runding Technigues.
PR

to be cne ol the subjects of a discussion cn funding

s
licy in due course.

Wt Siia

H J DAVIES
© March 11981
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firoomcial

Seems selfl evident

the o this progress could not continue if government
resorted instead to fiscal bpoosts for short lived

advantages in terms of output

that is desirable to let everyone know that the
Government does not intend to proceed in This way,
and they can be confident that a sustained reduction
in inflation will take place

that a MTFS is the best way to get across this
essential message

So the argumeat is about one important and on secondary
guestion

Important question 1is: will monetary growth last
year fuel future inflation?

Secondary question is: should Government be trying
to get off the hook of &IN5?

Deal with secondary question first

£M% not a very good guide last year

this partly because of thoroughly desirable change
of removal of corset
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be retained

- would have been more worrying if had stuck to &3
with corset still in place

- not imporiant because Governrment not slave to a
single mezsure: looks at totality of monetary
conditions - narrow money, exchange rate, inflation

and real inter=st rates etc - Quote Green Faper

- now distortions largely removed, &M3 decelerating
as would expect . Maintain centinuity and clear
links with fiscal policy

Important question is impossible to answer with certainty

- any increase in liquidity as shown by wider measures
of money is worrying - because it might be spent
and fuel inflation later

but scem good reasons why this unlikely to be the
case

First: Growth &£M3 did overstate build up of

liquidity for reasons Jjust given

Second: the unprecedented transfer of income from
companies to persons has resulted in companies

going to the bank because they had to and

people going to the bank because they could
afford to. Transfers on this scale are
unlikely in future and the growth of bank

lending has already slackened

Third: much of the increase in liquidity should be
firmly held because it results from an attempt
by the private sector to make grod the ravages
of inflation on their financial assets. We

think private holdings of financial assets -



whiclh ©f cource incluge money - are now &t

o sz-icfactory level, anc toat this once-fcr-gll
surge in tae demand for money is now over.
Confirmed by recent deceleration in growth of
money supply, which we correctly predicted when

MLE cut last Nove~mber.

So tnere is every reason to e confident iheat ithe track set

out for &M% will produce Tright degree cf financial tighiness
I

- given determined steps to cut FSBR should be substantial

gains in terms of lower interest rates in mediur Term

- but stand ready to clawback if the wnole range of

indicators show that a resurgence of inflation likely
- applies to next year and subsequent years of strategy

£M% control requires strengthening of our funding armoury
cg indexed gilts and redirection of our attack - more from
personal savings

- see Davies Notes
Why do we need an MTFS

_ if a short term policy is to be operated flexibly,
no relying totally on one monetary aggregate, a4
taking account financial developments, still
need a framework in which to operate, otherwise
policy becomes totally ad hoc.

. contrast human frame - flexible but has well defined
shape - with invertebrates - €.g. jelly fish -

which have flexibility but no backbone.

Inconsistency of TCSC Report

- See Monck nctes.



We have announced a number of important innovations designed to
improve our funding technigues. The experience of the last year
nas shown how ec: ential funding is to monetary comtrol. It is
vital for the Governmert to nave a range of instruments at its
disposal to emable it to respond to different market conditions

and financial developments. The three principal changes - National
Savings, Short-dated gilts, indexed gilts - will all give us
additional flexibility and serve to reduce the pressure on the
capital markets which the issue of huge gquantities of long-dated

conventional gilts has created.

The sizeable imbzlance between the company and personal sectors
observed in 1980-81, which my rhf pointed to as one of the princip:
reasons for the £M3 overshoot, is the background to our aims in
the National Savings area. Our objective is to draw more funds
directly from personal savings which should take pressure off the
capital market and allow the monetary target to be met at lower
long-term interest rates. The changes we have announced should
enable us to draw £3 billion from%he personal sector in the next
financial year. It is an ambiticus target, but one we do expect
to be able to achieve. And the very rapid growth in personal
financial wealth we have seen recently means tha* we are confident

we can do this without adversely affecting the Building Societies.

My RHF also announced yesterday that the Government would in futw
be pmaking issues of an index-linked gilt edged stock and the Bank
concurrently announced a first tranche of 2% indexed linked stock
with a 15 year maturity. This is a radical step. No other major
developed country has offered indexed debt of this marketable Kime

1



Msny outside commentators have recopmended the lssue of indexed
gilts. The Wilson Committee invited the Government to thimnk
seriously about it. We have looked very carefully at tbe arguments
op both sides and have concluded thet the case for introducing

ipdexed debt as part of our funding prograrie is overwheluwlng.

We believe 1t is the rignt thing To do for a nuuwber of reasons.
The present position is not satisfactory. The Government dominat
+ne long-term cepital market. /Tompanies have in practice been
excluded from the pmarret for a pumber of years;7 We believe 1t
would be improvident to continue to Tely exclusively on i1ssulng
huge quantities of fixed interest stock with high coupons and
maturities stretching well into the next century. Of course in
recent years long dated stock has proved a bargain for the
Government. But it is a bargain at the expense of the rest

of thne market and can only continue €O be so if inflation continu

to rise.

We are determined to avoid this and our issue of indexed gilts
shows this determination. Only a Government absolutely committec
+to a sustained reduction in the inflation rate would wish to
jssue such a stock. We therefore believe that the impact omn

expectations will be positive.

IGe will also allow us ©O fund a given level of PSBR at lower
interest rates. By linking the principal repayment inflation
we are in effect removing an element of  uncertainty from the

marret place. Uncertainty wmust De psid for in the foim of
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ir. the msThet we cen expect lower interesti retes which
will pepefit both vorrower and lender alike. It will alsc, of
course, bring pearer the day when companies return to long term

capital market themselves.

Trne third major benefit we see is in improvements un monetary
control. The availability of indexed gilts will give the Bank

an important additional degree of flexibility in its market operat:
With this, the convertible and, in due course, the short gilt,

1t wili have a wide range of instruments at its disposal. It

is also of interest that indexed gilts will be sold by auction,

so that it is up *“o the market to determine the appropriate

level of yield at the time. These two factors will give the
Government greater discretion to vary the size of gilt sales

from time to time, which is a vital weapon in a strategy designed
+o control a broad money aggregate, like sterling M3.

I should say something, too, about the eligibility restrictions
w2 have imposed for this first issue. It is clearly appropriate
that an asset of this kind should be held by institutions with
long term liabilities, like pension funds. It will also, in

time, allow them the possibility of offering indexed benefits.

But the criteria we have established also guard against the risk
of sudden large inflows of funds from overseas. This, not because
debt of this kind would in any sense be a "bargain" for the overse
investor. But because the very existence of an asset with
different characteristics from those available elsewhere would

induce a sizeable portfolio shiit on the part of major overseas

investors.

\N
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apd we have every expectation

that it will be, ipdexed gilts will ve an integral part of our

funding programme from nOwW On.
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hes been interpreted cs a fundementel crivticism.  lhes base thais on
their view Thav:

"The Government nmodersted upward pressure On 1IN

v S
end decided ageinst trying to cut Tthe PSBR to the level

consistent with / the / monetary target.”
But were we right or wrong 1n rejectl a mechemnistic apprecach.
O 2 flaglh v
Preuwaably we were right since the Committee s&y v
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conditions have been tight.”

Ve thought so too. Ve made 1t clear a year ago in our Green Paper
on lMonetaxry Control that no single statistical measure can be expecte:
fully Lo encapsulate monetary conditions and that it was necessary %o
heve regerd to a wide range of measures. We explained in Hovember th
+hat was what we were doing and that we expected monetary growth ©o
slow dovm. We were right about that too. Over the last three noxnths

31

£I7% has been growing at an axmual rate of Y.

preferred us Lo leave IR &
growth under oux belt?
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the Committee ha
t 1655 until we had that slackening in
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~mmeter growth ehould be Looiked at vogether. We have felt able TC

e Tlesmitle irn The immediote Geclicsion on the mew target. But 1t is

no gooebeling flemrible I Fou have no guiding ITrerewdrii Tor policy.

T4 is no use involring the wvague virtue of flemibility without &
fromeworis. It is expty of policy comtent. It ig perhaps a word that
ig lilely to eppeal to a Committee with a very diverse rermbership.
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the Medium Term Timenciel Stratesy within it, as in
an=— other srez of policy, fiexdbility and The emerc
s & mecessity for practical decision telking. II that is the sort of
Tlexibility the Committee mean when They:

yelcome the readiness of the Govermnment to anmounce medium

S
and longer term objectives which express its policy intentions"
e are with them. Ve certainly agree with the platitude that iv is

nyise to allow for modification of the tactics in the light of
developments'.
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BUDGET SPEECH: PERSONAL SAVINGS IN 1980, £M% and
NET FINANCIAL ASSETS

We spoke. The words I suggested are not being used, so all

is well. I had assumed, in my innocence that I was substantiall;
reproducing what was there in an earlier draft but I see that

we are now simply saying that private sector investment in
rebuilding financial assets in 1980 "has included an increase

in holdings of interest-bearing money". That certainly sounds

a safe statement.

2. What I have often wondered was whether the familiar business
of a rising savings ratio following a surge of inflation was a
rather less conscious and deliberate process than is implied .in ‘
"rebuilding net financial assets". I have wondered whether it
might be partly connected with annual wage rounds, and the receij
of considerable nominal pay increases after some months during
which people have gradually adepted to lower real incomes.
Perhaps this produces involuntary savings (in rather liquid form.
while people adapt to the new level of income.

3. This would be consistent with a tendency for the savings
ratio to rise as inflation speeds up and fall as it speeds down,
and might have a rather similar appearance to "rebuilding net
financial assets". It could include doing some of that. But

if the involuntary element were greater I suppose there would be
possibility that more of it would later be reversed into
spending than under "rebuilding net financial assets".

4, One question that occurred to us was: what happens in the Ui
where the annual pay round is much less important? Indeed, unti:
recently their savings ratio was falling in the face of inflatio:

1



That did rot look like "rebuilding net financial assets”.
Another question i1s how closely the savings ratio has moved with
nominal income growth here (including perhaps growth outside the
normal annual pay increases of Q1 and Q2, like the 1974 threshold
payments or income tax reliefs, though these also normally came
in Q2). But FEU may know that this line of thought has been
tested before and found wanting.

473

K E COUZENS
9 March 1981
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TREASURY SELECT COMUITTEE: POSSIBLE QUEST\I/ON/S

T attach a guick list of possible questions and topics that
we may be faced with next week. Let us go through this on
Thursday. 1f anyone wants to add to, or comment on, this

in writing before then, please do so. Otherwise reserve
your fire until then. If you wish to bring any supporters to

our next meeting, please do sO.

J B UNWIN

9 March 1981
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' ‘.ROSSIBIZE TREASURY COMMITTEE QUESTIONS

A Budget overall and its effects

(i) Bize and - definition of Budget. Why defined so? What
about Noveuwber measures? Budget on revalorised basis.

(ii) Effects on output, employment etc.

(iii) Effects on industry and corporate profitability. How
much direct help (from tax/spending measures and MIR)? How
much all this offset by general deflationary effects and
effects of other constituent parts that impact on 1ndustry
(eg excise duties)?

(iv) What does Treasury model show as to Budget effects? Corm e
Sea. & fuauluSowm 2

(v) What would have happened to output etc. if "present policies"
PSBR of £14 billion perumitted?

A
kY

B Economic forecast/prospects

(1) * Unemployment?

(ii) Turning point? On what basis this expected?

(iii) Exchange rate? Why assume flat path? Surely Budget/other
developments (eg interest rates) likely to affect it one way or

other?

C Central Budget judgement

(1) Why £10} billion PSBR? How compatible with monetary target?

(ii) What does this imply for interest rates (and what would have
been monetary implications of £14 billion PSRR)?

/I




9

. (1ii) Given 1980-81 experience, what reason to believe £10% billion
PSBR attainable? Will Chancellor take measures (unlike 1980-81)
to ensure attainment if figures once again off course?

D Tax

(i) Effects of Budget measures on tax burdén/balance and incentives?
Effect on labour market?

(ii) Effects on/value to industry (possibly criticism here of stock
. . ?
relief on eg CBI lines):

(iii) Distributional effects (with and without CB and NIC(E)).

" (iv) How Justify tax on banks given lower 1980 profits? In what
sense does this provide scope for more help to rest of industry

" (paragraph 111 of Speech)? Monetary implications of bank tax?

(v) Why no HFO reduction? Elucidate delphic references in Speech.

E Public Expenditure

(i) Why should new cash system produce better results than old one?
Presumably you will clear with Treasury Committee before introducing
it?

(ii) Given 1980-81 fiasco, why should anyone believe new plans can
be attained? ‘

(iii) What further cuts are likely in this year's review (paragraph

H9 of Speech)? _ .
capital v

(iv) Variety of questions, as last year, on/ current and absence

of breakdown by econoumic Categories. Also impiications for

construction industry.

(v) What reason to believe new NI figures any more reliable than
discredited ones of last year? Haven't we been proved right?

2




. (vi) VWhy isn't 1981-82 excess over White Paper not carried
forward to later years?

F Energz

(1) Relationship of price/boiler proposals to NEDC recommendations?
What effects on gas/electricity prices? Implications for EFLs in
later years?

(ii) Precise implications next year and in later years of NCB
developments? Eg how much now earmarked within 198182 contingency

reserve?

G Monetarv questions

(i) Criteria for interest rate changes. What weight attached to
inflation/real interest rates/exchange rate etc?

(i1) Given 1980-81 experience, what reason to believe L£M3 target
attainable?

(iii) What circumstances would Justify claw back next year or later?

(iv) Speech stresses relevance of other financial indicators. Give
us complete list of them and explain relativeimportance attached +o
them. . -

(v) MBC and all that. Does this mean a definite decision has
been taken to switch to MBC? If so, exactly what kind? And when
will the preparatory mcves take place?

(vi) Implications of national savings changes for building societies
and other institutions?

(vii) Implications of indexed gilts for funding programume and
capital markets generally? Does this represent coming to terms
with inflation?

3
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.H Medium Term Fipancial Strategy
(i) Isn't it a dead duck given 1980-81 experience?

(ii) Justification of underlying economic assumptions (especially
on GDP). '

(iii) Explanation of North Sea oil revenue projections.

(iv) TFiscal adjustment. Sensitivity to assumptions and other
developments? Implications for current tax burden/rates?

(v) Terminal PSBR too over/under ambitious? Why raise to 2%?

(vi) Why keep single case given uncertainties, last year's

experience etc?

(vii) Will you provide missing elements in projections (eg consumption,
investment, trade etc.)?

(viii) Why not roll forward till 1984-857?

T Effects of recession

(i) Please justify assertions about effects of recession in 1980-81
and 1981-82. Surely arithmetic would suggest (on your arguments)
lower PSBR than £102 billion next year? '
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My Secretary of State was grateful to the Financial Secretary
for his letter of 9 March.

He too is content with the proposed index incorporating
both equity and participation oils and will be minuting the

Prime Minister accordingly. He is also content to
standardise on "BNOC 0il Bond" as the name for the instrument.
He is very glad to note that a reference can be incorporated

in the Budget speech.

Yaws vt

J D WEST
Private Secretary
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As you know, the Prime Minister held a meeting with the
the Governor and Sir Douglas Wass on Friday evening

Chancellor,
to discuss whether, and by how much, MLR should be reduced on
Budget Day. They agreed that the Chancellor should announce in

his Budget Speech a reduction of 2%.

The Governor showed the Prime Minister the draft statement
enclosed with this letter; the Prime Minister indicated that

she was content with it. ]
H

I am sending a copy of this letter to Tim Allen (Bank of
England).

A J Wiggins, Esq
HM Treasury



The Bank of Englénd announce that, with the approval
Chancellor of the Exchequer, they have decided to red
Minimum Lending Rate from 14% to 12%.

NOTE TO EDITORS

Information becoming available for February suggests that t

trend of private sector borrowing from the banks is continui
This, taken together with the fiscéi action announced by the
Chancellor in his Budget statement to-day, will help tb slow t
growth of €M3 and of the other measures of broad money.
Furthermore, the rise in real interest rates as inflation has
slackened(:pd developments in the economy more generallg]conflrms

that_policy has remained restrlctlve.

Against this background it has been decided that a reduction in

Minimum Lending Rate can .now be made.
7 JLMJku46;4k1ré ?uax; ,

10 March 1981
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BUDGET SPEECH: PERSONAL SAVINGS IN 1980, £M3 and
NET FINANCIAL ASSETS

We spoke. The words I suggested are not being used, so all

is well. I had assumed, in my innocence that I was substantially
reproducing what was there in an earlier draft but I see that

we are now simply saying that private sector investment in
rebuilding financial assets in 1980 "has included an increase

in holdings of interest-bearing money". That certainly sounds

a safe statement.

2. What I have often wondered was whether the familiar business
of a rising savings ratio following a surge of inflation was a
~ rather less conscious and deliberate process than is implied in
$j““ "rebuilding net financial assets". I have wondered whether it
R might be partly connected with annual wage rounds, and the receipt
of considerable nominal pay increases after some months during
which people have gradually adapted to lower real incomes.
Perhaps this produces involuntary savings (in rather liquid form)
while people adapt to the new level of income.

5. This would be consistent with a tendency for the savings
ratio to rise as inflation speeds up and fall as it speeds down,
and might have a rather similar appearance to "rebuilding net

o financial assets". It could include doing some of that. But
if the involuntary element were greater I suppose there would be ¢
possibility that more of it would later be reversed into
spending than under "rebuilding net financial assets".

4. One question that occurred to us was: what happens in the US
where the annual pay round is much less important? Indeed, until
recently their savings ratio was falling in the face of inflation.

/‘
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That did not look like "rebuilding net financial assets".

Another question is how closely the savings ratio has moved with
nominal income growth here (including perhaps growth outside the
normal annual pay increases of Q1 and Q2, like the 1974 threshold
payments or income tax reliefs, though these also normally came
in Q2). But FEU may know that this line of thought has been
tested before and found wanting.

479

K E COUZENS
9 March 1981



then

ANNEX

Monetary growth to mid February

percentages, seasonally adjusted

3 months Last 6 months

annual rate annual rate Last 12 months
Wide monetary base1 n.a n.a 5.4
M1 10.4 9.4 8.6
em3° 9.0 14.3 20.1
M3 16.7 17 .4 21.7
PSL1 5.8 11.1 16.6
PSL2 11.2 13.9 15.0

1. Notes and coin held by the public and by banks plus bankers' balance at the Bank of
England, not seasonally adjusted.

2. After adjustment for the distortions produced by removal of the corset, the underlying
growth of £M3 over the past year about 1731 per cent.

Interest rates

3 month Real short3

interbank 5 year 20 year term interest
MLR rate _gilts _ gilts rates
end June 1979 14 14 1/32 12.34 12.80 -1.6
end Dec 1979 17 16 15/16 ‘ 15,10 14.67 -1.6
end June 1980 17 16 7/8 13.09 13.35 -5.1
end July 1980 16 15 7/6 13.00 13.11 -3.2
end Aug 1980 16 16 25/32 13.95 13.92 +0.3
end Sept 1980 16 15 25/32 12.93 13.33 +0.8
end Oct 1980 16 16 7/8 13.15 13.15 +7.5
end Nov 1980 14 14 9/16 12.97 13.35 +6.0
end Dec 1980 14 14 13/16 13.19 13.74 +6.8
end Jan 1981 14 13 11/16 13.23 13.90 +6.2
end Feb 1981 14 12 1/4 12.94 13.90 +3.6
early March 1981 14 12 1/2 13.10 14.06 +3.4

3. There is no fully satisfactory way of cal.culating real interest rates because

inflationary expectations cannot be measured directly. The figures are derived from 3
month interbank rate less change in RPI over previous six months at annual rate as a

proxy for inflationary expectations.

Cont,
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Counterparts to £M3 growth (£bn s.a.)

last 6 Last 12

months months
CGBR +5.54 +10.88
less sales of debt to non—bank.private sector -5.48 -9.16
Net other public sector +0.80 +1.53
Bank lending to private sector +3.58 +9,64
Bank lending to overseas +1.30 +2.73
DCE +5.74 +15.62
External and foreign currency adjustments -0.91 -2.84
Non-deposit liabilities -0.45 o -1.42
£M3 +4.38 +11.36
(Percentage increase at annual rate) +14.3% +20.1%




