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From the Private Secretary 15 April 1982

Mr. Sparrow called upon the Prime Minister this afternoon.
There was a wide-ranging discussion, of which I think I need
record only two points. '

The Prime Minister asked Mr. Sparrow to consider further the
interim CPRS Unemployment Report, and to let her have a note on
this within the next month or so. She would be grateful if
Mr. Sparrow could keep Mr. Alan Walters in touch with his further
consideration of these matters.

The Prime Minister also asked us to arrange a further discussion
with Mr. Sparrow, when current preoccupation with the Falkland
Islands dispute was not so pressing. We will be in touch with you
in due course about this. :

I am sending a copy of this letter to Alan Walters,

Gerry Spence, Esq.,
CPRS
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Despite the necessity to bow to the market forces pushing
domestic interest rates higher, sterling has been steadily weakening against
all major currencies other than the U.S, dollar. I'n some measure, this is
attriButable to the expectation or & re-alignment of currencies within the
EMS, hinging upon a revaluation of the Deutsche Mark. The immediate outlook
for oil prices has also contributed to the decline and it is probably too
early for overseas money managers to have taken account of the very clear
re-affirmation of economic strategy implicit in the Government changes
announced this week.

Those changes have been well received in the City where the

general view appears to be that your Cabinet has been significantly
strengthened. However, the CBI analysis of possible savings in public

expenditure has drawn attention once again to the apparent failure to bring
fiscal policy fully into line with monetary poligcy. In a sense, it does not
matter whether or not the CBI conclusions are well-founded, although'I

believe that generally speaking they are; the real point is the reviving

recognition, both in London and in New York, that the size of the respective
budget deficits is placing an excessive and, in the end, probably
unsustainable burden upon money management.,

S

There was a certain amount of adverse comment about the
decision not to proceed with the gas gathering pipeline, which was probably
exacerbated by the almost simultaneous and apparently contradictory decision
to push ahead with consideration of a Channel Tunnel., Following the demise
of the integrated pipeline, the likely pattern of events will almost
certainly entail a r to the Exchequer in the form of substantially
reduced tax revenues instead of a relatively modest and wholly contingent
charge which was unlikely ever to have been realised. Perhaps the chief
lesson is that part of the case against public sector ownership of industry
is that commercial considerations become inextricably linked with and
occasionally subjugated to essentially political issues. It is certainly
difficult to believe that a Channel Tunnel will offer higher economic
returns than a gas pipeline.
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

ce. Professor Alan Walters
Adam Ridley, Esq.
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The renewed weakness of the pound is now assuming disturbing
proportions. It is tempting to attribute this to the possibility that Mr.
Benn will become Leader of the Labour Party or to certain aspects of the
debates now taking place in Blackpool. However, more potent factors are the
renewed doubts about the ability of the U,S. administration to control its
budget deficit, which is seen as a pre-condition for lower interest rates
both there and around the world, and the increasing evidence that oil prices
are continuing to fall in absolute terms, let alone real terms. Unless it
is decided to use the reserves to support the pound which would be an
extremely risky and conceivably fruitless course of action, we are again
approaching the Morton's fork of higher sterling interest rates or greater
inflationary pressures,

On a longer term view, the prospects for the world economy seem
likely to improve considerably in the second half of 1982, The decline in the
price of oil will by then have had a full twelve months to work its
reflationary effect and, on the dhsumption that unprecedentedly high real
interest rates cannot continue, even on a pessimistic basis, beyond the
spring of next year, there will also have been the reflationary stimulus
over a period of at least six months of a return to more normal interest
rate levels. These two factors combined make it likely that the recovery
from late 1982 will be much sharper than we currently dare to hope.

On the domestic front, there has been considerable attention
to the debate about the proposed North Sea gas pipeline, which we briefly
discussed when I saw you two weeks ago. You will know that Morgan Grenfell
are involved in this matter as advisers to British Gas, although I am not
personally engaged in it at all: I therefore both declare an interest and
deny one. However, I remain of the view that the important question to
resolve is whether or not the pro nomically viable, as the
original Mobil/British Gas study group clearly reported that it was. On the
assumption that it is viable, I do not believe that the precise method of
financing should disturb anyone and in particular I am sure that technical
arguments about whether or not a British Gas guarantee makes the financing
package contingently part of the PSBR should not cause the slightest concern.

Indeed I would go further, Had British Gas been privatised
by now, there is little doubt that the pipeline could be financed on a
project basis making initial use of what would then have been a private
sector guarantee. It would be sad to run the risk of being short of gas in
the 1990s simply because British Gas remains in the public sector, but so
long as it is it will be the natural tendency of bankers to look for the
best security available, It is worth remembering that companies like LASMO
and Woodside have been able to put together comparably massive financing
packages, in each case from a much weaker private sector base than that

/2,
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enjoyed by British Gas. When one also takes into account the changes that
would take place in various bargaining positions once it was clear that the
pipeline would be going ahead, it seems to me more than ever necessary to
look solely at the project's commercial prospects and then to go ahead as soon
as possible in order to achieve those prospects, I do not in any way relax
my view that the PSBR is the crucial hinge of domestic economic policy but

I continue to believe that the important distinction between current
spending, often of dubious value, and capital spending when it is clearly
worthwhile must be made. There is also a need to distinguish between actual
and contingent risks and to appraise the real likelihood that various
contingencies will or will not materialise.

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

ce. Professor Alan Walters
Adam Ridley, Esq.
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28th August, 1981,

. Ac.-u Tz, Thetchy,

The equity market continues to reflect a slightly happier
view of the prospects for the private sector, although This is still largely
“based on the view that there has generally been a successful adaptation to
a lower level of activity, rather than any thought of rapid recovery. There
is encouragement drawn from such things as the preferences of the Coventry
ratepayers and the attitude of the engineering employers, although there is
still an awareness that the firmer negotiating posture of private sector
employees might evaporate if a strengthening economy redresses some of the
bargaining advantages which employers currently have. In other words, we
need to make sure that the legal framework in which pay negotiations take
place becomes rather less lopsided than it is,

American interest rates remain high, and too much shoulé not
be made of the token reduction in brokers' loan rates announced by two
major U,S. banks. The pound continues to move erratically against the

dollar as successive waves of optimism and pessimism about the future of
dollar interest rates make their way across the Atlantic, but it remains
relatively strong against European currencies., The efforts to control
money market rates in this country continue to be successful and remain
worthwhile,

I greatly appreciated the opportunity to talk to you again
to~day and would welcome more frequent meetings in the future. It occurred
to me, as the door closed behind me, that you may have thought that I was
ungracious in saying that I would come when I was called; I had merely
intended to indicate my willingness to talk, and I hope that you did not

get the opposite impression.
L(‘M e L |
’
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The Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc. Professor Alan Walters
Adam Ridley, Esq.
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From: JOHN SPARROW 01-588 4545

21st August, 1981.

N, (s ikt

Both the pound and the equity market have strengthened since
I last wrote to you. The pound first showed signs of recovery when the
differences within OPEC became apparent and, despite occasional set=backs
caused by fears that OPEC would agreé on a lower rather than a higher
pricing policy and by worries about the ramifications of a rail strike,
it has regained its strength supported by some commercial buying, not
merely by oil companies providing themselves with the means to meet their
PRT bills at The endof the month.

More recently, the pound has also reflected the weakening
of the dollar which has followed the spread of the belief that dollar
interest rates will soon fall. These rates are, of course, still the ke
to much of what is happening in the world economy; Mr. Volcker's latest
statement seems to be designed both to quell the immediate speculation
that rates will fall and to reassure the market that the next significant
move will be downwards. Jam tomorrow! Meanwhile significant sectors of
the U.S. economy continue to find life very difficult.

Here at home, the picture is partially obscured by the
change in the system of monetary control and by the unraveling of the
effects of the civil service dispute. The efforts being made to stabilise
short-term interest rates during this difficult period have so far proved

successful and are certainly worthwhile so long as there is reason to
believe that the underlyin roblems are temporary in their nature, I
have mentioned before that a prolonged period of high dollar rates would
cause embarrassment in the U.K. and in every other developed economy but
in large measure they represent a phenompnon which we can only observe.

—

Although the evidence is mounting for the view that a slow
recovery in economic activity is now beginning, the statistical picture may
well be distorted if, as is possible, the return to normal working in the
Inland Revenue precipitates the bankruptcy of a number of small businesses
which have managed to survive thus far simply cause they were not
having to pay their various tax bills. If this does Rappen, it will be
important to recognise that what will then be happening will be a delayed
reaction to the pressures of the spring rather than an item of

contemporary significance.

The F.T. Index began its rise immediately after the Royal
Wedding, although I would hesitate to impute cause and effect, There is no
doubt that the atmosphere in industry is improving. No one expects a
rapid recovery and there will be problems in a great many places for some
time to come, Nonetheless we have at least the prospect of stability and
the hope of some growth, and the stock market has reacted accordingly.

As I write, it seems likely that the British Rail dispute
will be settled to-day but the details are not yet available. I have

/2.




heard that British Rail believe that they have achieved a satisfactory
outcome and we must all hope that that is the case, particularly bearing in
mind the quite disproportionate impact on inflation which still comes from
public sector sources. Of course, this merely reflects the continued
éxcessive share of GDP being swallowed up by the public sector.

Now that the pressures on sterling have eased, at any rate
for the time being, we may hear less of the suggestions that were being
bandied around to the effect that exchange control either should or would be
reimposed. The arguments that led to the abolition of exchange control
remain as valid as ever and its reimposition would be a considerable set-back
to the hopes of restoring health to the economy. It may be worth pointing
mmmmmwhich followed the abolition
were both in their nature likely to have a much more significant once-and-
for-all effect than will be the subsequent continuous pattern. A large
number of professional and other Investors was inspired by abolition to
re-consider the distribution of their investment portfolios and I understand
that the significant re-allocation in favour of overseas markets is now
largely complete. Similarly, those borrowers who took the opportunity to
re-structure the currency make-up of their borrowings have now also come
to the ggg_of the process of major adjustment. There is, therefore, no
justification for extrapolating the capital flows that have taken place
since abolition of exchange control.

Finally, the Australian Budget makes interesting reaﬁing.
Bearing in mind that they were able to come to grips with their economic

problems a couple of years earlier than us, it is encouraging to see that
they have now got to the stage of having a Budget which is almost balanced,
fixed investmeg; expected to increase significantly and unemploy at

the lowest level in four years, The measure of the task is, however,

emphasised by the Treasurer's expectation of a return to double digit
inflation. ———
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc. Professor Alan Walters
Adam Ridley, Esq.
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In view of the various doubts and uncertainties which have
QEEP only too well publiciggd in recent weeks, it is encouraging that the
London Chamber of Commerce Survey published to-day comes to much the same
conclusions as those reached by the economists of the Chase Manhattan Bank
and by last week's Financial Times Survey of Business Confidence.

All three surveys indicate that the precipitate slide in
economic activity came to an end in the first quarter of 1981 and, in
their various ways, predict an improvement in immediate prospects, The
Chamber of Commerce findings on orders and production levels are supported
by anecdotal evidence from a variety of industrial companies but it appears
to be particularly the case in the engineering industry that the process
of bumping along the bottom of the recession is coming to an end. Chase
Manhattan expect the economy to be growing again in the fourth quarter,
although still down on the year, whilst one noticed in the Financial Times
Survey that confidence was growing in more or less every economic indicator
except investment. y

e ey |

This is, of course, a notable and important exception but it
is one which should occasion little or no surprise in view of the substantial
spare capacity which now exists, the continuing uncertainties, the real cost
of money and the possibility that labour will no longer be such an expensive
commodity that it has to be replaced. It is likely that for some little
time ahead Very stringent standards will be applied to investment
propositions in the private sector; it is important that the same stringent
tests are maintained in the public sector, but it is also important that
investment propositions that meet those tests should be financed, even if
this means finding some way of making absolutely certain that the monies
are not syphoned off for some less deserving cause.

It now appears likely that the future course of sterling
interest rates and indeed of European rates generally will depend upon
American domestic economic policy. I remain of the view that American
policy is damaging both their gwn economy and, through pressures on
exchange rates and consequent1§~33_THTIET10n rates, the economies (and
possibly even the social fabric) of their principal partners, One hears
suggestions that economic policy will become an integral paff of discussions
on foreign policy during the autumn, alien though that might be to the
American tradition, Certainly dollar interest rates are playing a major
part in determining the sterling/dollar exchange rate; the pound remains
relatively strong against the European currencies but the dollar has now
achieved a real revaluation of an extent which has only been exceeded in
recent years by the pound itself, following the first flows of oil from
the North Sea. The dollar has no such massive structural advantage to
bolster its appreciation and one doubts the maintainability of its present
levels once interest rates begin to decline, as one day they must,
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Ahead of that day, there will be pressure on our domestic
inflation rate, exemplified by increases in petrol prices directly
attributable to the declining value of sterling; this in turn will put upward
pressure on interest rates which, if they rise, could well nip in the bud the
incipient recovery in the economy.

Despite the alarms and excursions, it appears increasingly to
be the case that your economic policies can be seep to be working, The impact
of decisions in fhe United States i1s not proving helpful at present but is
unlikely to be permanent. The success which you have had in the civil
service pay dispute must be regarded as the model for such disputes through
the winter and it is certainly important that British Rail are not seen to
compromise on what was originally a very clear resglve., It is, of course,
absolutely vital that the government as a whole, having come this far, should
stick to its guns.

- =

I hope that you are having an enjoyable holiday.

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

ce, Adam Ridley, Esq,
Professor Alan Walters
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17th July, 1981.

Deov MNa. Thariby,

The pound continues to weaken, despite what should have been
the favourable influences of some signs of recovery in the spot price of
oil, allied to further evidence, however uncertainly based, that the money
supply is continuing under control.

The major negative influences on sterling have been, first,
the signs of social unrest which have in turn led to fears that the
government will“be compelled to change its economic policy; and secondly,
the continued high level of U.S. interest rates and Mr. Volcker's declared
intention to resist international pressure to moderate the Federal Reserve
Board's current interest rate policy. So far as the first of these factors
is concerned, there is ground for some belief that, although recurring
disturbances are still described as 'riots', they have in fact now assumed
the proportions of the sort of football hooliganism to which the streets
of Manchester and Sheffield have become accustomed on Saturday afternoons
in the winter. What seems to be needed is not so much a series of panic
measures to impose stringent law and order but more a settled and continued
policy of reinforecing discipline and standards iour, probably
including a change of attitude in a great many Magistrates Courts.

U.S. interest rates continue to present the international
community with considerable problems and, as I have said before, are likely
to lead in the end to severe economic problems within the United States.
There seems ample evidence that our own interest rates are high enough for
domestic purposes and the only justification for increasing them would be
to defend the value of the pound. The decline in sterling weakens the
fight against inflation but higher interest rates would inevitably lead to
higher unemployment, thereby landing us with the worst of both worlds.
Other aspects of the inflation scene have included the McCarthy arbitration,
which at first sight looks irresponsible and certainly contrasts with the
firmness with which the civil service dispute has so far been handled.
Local Authority attitudes still remain largely unhelpful although the fears
that are spreading about the credit-worthiness of Local Authorities do not
seem to me to be particularly helpful. I have suggested before that there
might well be a case for specifically disavowing central government's
responsibility for future debts incurred by Local Authorities, but the
present air of grow agains e background of what appear
to be clear-cut last resorT TBCilities can only be damaging to the
reputation of the public sector.

Finally, the BP issue eventually justified the view that
it was a milestone in the re-opening of the capital markets to private
sector borrowers, despite the last minute alarms occasioned by what
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appeared to be rather less than satisfactory handling of the second
index=linked stock.

I wish you well in your trip across the Atlantic this
weekend; there is much to achieve.

_—
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The Rt. Hon. Mrs. Margaret Thatcher,
10 Downing Street,
London, S.W.1.

cc, Professor Alan Walters
Adam Ridley, Esq.
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Much in financial markets continues to depend upon the level
of interest rates in the United States of America. Although it appears that
the market would bring rates lower, s repeatedly reined back by official
policy. I persist in the beliel that the market is right and that the
officials will eventually come to realise this, but I have to confess that
I am increasingly in a minority in the Tatter part of that view, So long as
the present position persists, the other principal economies are going to
find their currencies inconveniently devalued, their domestic inflationary
pressures worsened and their interest rates necessarily higher,

ey

From newspaper reports, it appears that recognition of the
problems posed by U,S, interest rates formed an important part of the
recent discussions in Luxembourg. It remains likely that the American
authorities will put their domestic considerations completely ahead of the

international consequences of their policies; it would therefore seem
sensible thatl any attempt to persuade the Americans to modify their policies

should, even if actually undertaken for international reasons, primarily be
couched in terms of ultimate domestic consequences. As happened in the U.K.
in 1980, the recessionary effects of high interest rates are likely to be
belatedly recognised in the United States., This is partly a function of
statistical time lapse, partly a consequence of the difficulties in
actually measuring proxies for money, and possibly partly attributable to
the difficulty we all have in adjusting policy to changing circumstances.
Nonetheless, there are sufficient indications that the growth of the
American economy has halted to enable one to infer that interest rates there
will eventually be sign cantly reduced; the question to which one then
has to address oneself is not whether but when, It seems to me that this is
the message which the markgts,'gg-?ﬁr unsuccessfully, are trying to convey.

In the U.K., the gilt market has been affected by
international attitudes to sterling, which have done more than mirror the
rise of the dollar. It is common to attribute the decline against other
currencies to the change in the short-term outlook for_oil, but I doubt
that this is a sufficient expégﬂgtion. It seems to me that at least some
weight is being put upon the fact that people can still talk blithely about
pay increases of 20% or 25% and, to the extent that this leads to a lower
value for the pound and therefore to higher inflation, the people who make
that sort of statement will, at least in their own eyes, strengthen their
case. Before we get to next winter's battles over pay we have the autumn's
battles over expectations to win; and the foreign exchange market may to
some extent indicate that those preliminary battles are not being won,

The pound is currently rather too _Jlow to maintain the necessary pressures
on management without which the eventual battles will be lost, despite the
valiant efforts of Geoffrey Howe and others.

/2.
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One very considerable step forward this year has been the
extent to which the government has been able to withdraw from the gilt-edged
new issue market, and particularly from the longer dated end., If it had not
done so, it seems likely that interest rates would have been far higher than
they currently are, In addition, we have seen very convincing evidence that
the private sector capital market is more than ready to fill any gap that
might have been expected to emerge on the demand side, The BP rights issue
in itself was fairly convincing evidence of this, but perhaps more significant
in the longer term will have been the International Nickel offer of long-dated
fixed interest debt. As I dictated this, however, I see that another offering
of long-dated stock, albeit index linked, is now to be made; although there
must be scope for occasional issues of this kind, I retain the hope that they
will not be too frequent or too large.

Finally, I hope that it is not true that British Gas are to
be required to dispose of their showrooms on a piece-meal basis. I repeat
what I have said previously, that there is every justification for such a
disposal provided that it is complete, but that a fragmentation of the only
effective retailing network available to the gas appliance industry can only
have adverse repercussions on the manufacturers concerned. I declare an
interest as a director of such a company, but I believe my comment to be
disinterested.

ok b
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1l.

cc., Professor Alan Walters
Adam Ridley, Esq.
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I seem to be as out of sympathy with the movement of dollar
interest rates this year as I was in the case of sterling interest rates
in 1980 and perhaps both failures are susceptible to the same explanation,
In any event, the Federal Reserve Board has clearly indicated that they do
not regard the continued decline of U,S, interest rates as acceptable and
as a result, the dollar has moved back up against all other currencies
including sterling. It is possible to detect a little residual strergth in
sterling vis a vis currencies other than the dollar and this is reflected
in the trade weighted figure.

I had expected that developments in the U.S.A. would
ameliorate at least rt of the weakness of sterling that has been in
evidence in the last few weeks., I still believe that that would be a
ggﬂgigig_ggg_dﬂaizable outcome but we are once again faced with the
possibility that U.S. domestic considerations will lead to policies which in
turn necessitate defensive reactions in other countries, including the U.K.
This would be unfortunate, because a high interest regime here at this stage
would be very damaging both economically and politically, but an unduly
low exchange rate can in the long term prove even more destructive. I
still hope that this weeKs events in New York will prove only to be a
temporary blip, but I am very much afraid that it will continue and face
us with a choice between two very real evils. Of these two, I believe that
an undervalued pound is worse than an increase in interest rates, but
neither is at all attractive.

On the domestic scene there was a form of negative
encouragement from such reports as have emerged of the Cabinet discussion
on Wednesday. One is pleased that your economic policies are to continue
and perhaps in certain aspects to be strengthened; but there is still an
unfortunate impression that the support that you gained is less than
wholehearted, On the other hand, the Bank of England seems to be warming to

the task of carrying out your policies and its views on the course of real
wages are particularly timely. Two or thre® weeks ago I referred to the

etween e patterns of employment in the U,.S,A, and the U.K. over
the last decade; the crucial difference in the background is that real

wages in the U.S.,A, have barely risen, which has permitted the number
employed to anrxm whilst real wages in the U.K. have
advanced remorselessly, permitting no increase at all in the numbers

employed. It is encouraging that the members of the civil service unions
by and large seem to be much more aware of this sort of reality than their
leaders. The Government's stand is certainly not attracting any public
criticism and should be maintained.

/2,




More and more, the criticism of government spending is becoming
- “.

refined and pointed, There appears now to be widespread recognition of the
- S ek _
need to move such spending from current account to worthwhile projects on
capital account; the emergent strain of criticism focuses on the extent to
which government monies are being channelled towards what a few years ago
we would have called lame ducks. There is a very real responsibility to
ensure that in such cases the recovery prospects are genuine and the funds
involved are used exclusively towards recovery and not dissipated, The
prime example is the Coal Board but over the last few months it is only one
case among many. Turning again to the Bank of England Bulletin the contrast
hetween real profitability and real wages goes a long way to explaining the
problems of the economy.

At the grass roots level, the evidence is still that we have
passed the worst of the recession but that the recovery will be slow to
gather momentum. At present, it seems unlikely that the rate of inflation
will fall much further, particularly in the face of the current weakness of
the pound.

Finally, there would be a general welcome for a renewéd
effort to return public sector assets to the private sector. The
possibility of such a move in the case of the National Freight Company has
been widely welcomed, and there is no reason to shy away from the sale of
Gas Board showrooms, provided that they are f in sensibly 'sized

groups. This last point is important not simply in terms of the efficiency
of the operation itself but also because, mainly for good reasons, the
manufacturers of gas appliances are very heavily dependent upon that
particular distribution network. There is no need for the showrooms to
remain the property of the Gas Council, but there is a need for the only
effective means of distribution to remain reasonably intact.

uc:v\fx A ce HJ-*-[

- Sem

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc, Adam Ridley, Esq.
Professor Alan Walters
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12th June, 1981,
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In view of the turmoil in the various financial markets
over the last two weeks I can only say that I could not have chosen a better
time to take a short holiday. However, the severest shocks now seem to be
behind us and it is possible to take a rather cooler look at forces than
might have been the case last week.

In the first place, the gentle decline in do :
rates still continues. These rates remain high both in absolute and in
Telative terms and, despite the decline, are extremely attractive to
international investors worried about a Socialist government in France,

a possible Benn government in Britain, no government in Italy, contihued
uncertainty in West Germany and a deterigrating situation in Poland. One
can therefore expect the dollar to remain relatively strong for political

reasons even if the immediate financial attractions continue to diminish.
i ey

So far as sterlina is concernedI it has lost value in two

stages. In the first place it moved down only against the dollar which was
STmply the mirror image of the strengthening of that currency. More
significant was the subsequent devaluation against the other major currencies,
which appears to have been attributable largely to the sudden recognition

of the changes that have been evolving in the world oil situation during

1981. There is no reason in the last fortnight' ents why sterling
interest rate or another; the policy of leaving
market forces to determine the cost of money seems to be working perfectly
well,

I have no other specific points to make this week but hope
to be able to write more fully next Friday after I have had a full week
back in the office.

lLa( ST f\;n-cltft.ta-' L
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
Professor Alan Walters
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Dollar interest rates have continued to decline this week
and, indeed, the downward momentum increased slightly. Views are still
very divided about the way in which things will go in the future in the
United States and possibly more attention is being paid to the money
supply statistics than is warranted by any figure published weekly. That
said, the M1B series, adjusted for NOW accounts, is within the top end of
the target range and, ahead of to-day's figures, I still believe that the
downward path will be continued.

—

The foreign exchange markets have reflected the movement
that there has been in dollar interest rates, and have confirmed the view
that the dollar's parity is very much related to interest rates and the
resultant capital flows. It is significant that only Japan of the major
economies currently has interest rates in single figures and, even éiven
the very real economic problems being suffered by most developed countries,
there is no doubt that real interest rates are unreasonably high in a
great many countries. The United Kingdom is one of TRe eXceptions to that
rule and moneéy market rates continue to indicate that there is neither the
need for nor the expectation of lower short-term rates here.

The Department of Industry has published the results of a
survey on investment plans which at first sight makes rather gloomy
regggpg. However, Tt may be worth pointing out that this sort of survey
is atypical and therefore possibly misleading, in that it tends to
reflect the views of big companies at a time when their share of future
inveMWortion&tel low; what a survey of that
kind can never show is whether or not there is a burgeoning of investment

plans among the smaller companies and in businesses currentIy Detre—=
established.

Furthermore, the fact that a significant amount of new
capital investment is specifically intended to be labour saving means that
the habit of regarding new investment as an unqualifiga-ﬁssa-?ﬂing is less
appropriate when there are 2; million unemployed than it was WHoN We—were
suffering from over-employment. The real emphasis to-day is, quite
properly, on 1ab0q;_g;ggugtivity. This is another subject which is beset
by spurious statistics, because it is not uncommon to attribute to labour
the productivity gains which have actually been achieved by capital . —
investnont: —TRetrueISTIRTTION 57 Toour ProdustivIty would measure
inc?EEEan output by a constant workforce using constant capital resources,
It is the improvement in that direction which is currently taking place
which is likely to be the basis for the recovery of the economy.




Despite the continuing increase in the number of people
unemployed, it is interesting to note that the average number of people
actually in work in 1980 was only marginally less than the size of the
empme in 1969, which presumably indicates that The
nufber of people offering themselves for employment has increased by more
or less the extent of the increase in unemployment. On the other hand,
in the same period the number of civilians employed in the U.S.A. has
risen from . to 97m,, which demonstrates ﬁﬁg?ycan be done in an economy
which has enjoyed real growth. If we are successful in creating production

led growth in this country, there is no reason to accept the gloomy
forebodings about the inevitability of continued high unemployment.

Market forces seem to be the last thing to be considered by
the Civil Service unions in their current pay dispute because although one
hears a great deal about the great advantages thez would enzﬂz if they
were working in the private sector, very Iew of them seem prepare [5)
léave the Civil §erv§ce and seek those advantages., Hope remains strong
that the government will continue to conduct the negotiations on the basis
of what the country can afford, and will remember that, except to the, extent
that "the going rate" has an undeniable but unquantifiable impact on the
thinking of pay negotiators on both sides, there is no such thing as
comparability for employees in the private sector. The dominant influences
are need and affordability and the dominant sanction is mobility. It would
be a particular pity to give ground now after you have stood firm for so
long.

’ - {|'
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The Rt. Hon. Mrs. Margaret Thatcher, M,P,,
10 Downing Street,
London, S.W.1.

cc, Adam Ridley, Esq.,
Professor Alan Walters
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INDUSTRY'S INVESTMENT INTENTIONS FOR 1981 AND 1982

After a fall of 4 per cent in the volume of investment between 1979
and 1980 for the total of manufacturing, distributive and service
industries (excluding shipping), a rather larger reduction of some
3-6 per cent is expected between 1980 and 1981. This reduction 1is
smaller than that given in December last, mainly because of a higher
1981 figure for distribution and services.

Although the estimate for 1982 must be more tentative than that for
the current year, the survey suggests some recovery during that year.

Forms for this survey were sent to contributors at the end of liarch
and the results given below are based on replies received up to mid-
May. Contributors were asked to give a final estimate of expected
capital expenditure in 1981 and a further indication of investment
in 1982.

Manufacturing industry

The results of the present survey suggest a decrease in the volume
of investment in 1981 of 15 to 18 per cent compared with 1980. This
is within the“range of 15 to 20 per cent indicated by the previous
survey, and consistent with the provisional estimate of investment
for the first quarter of 1981 - the fifth successive quarter of
decline,

The increasing pendency of manufacturers to obtain assets on finance
lease rather than by purchase is considered to have contributed to
this fall in expected expenditure. When leasing to manufacturers

is added to their direct purchases, the fall in their total invest-
ment between the two years is expected to be somewhat lower and in
the range of 11 to 14 per cent,

prepared by the Government Statistical Service




All industry groups are likely to reduce their levels of capital
expenditure compared with 1980. The severest reductions (about 20
per cenl) are expected by the textiles, leather and clothing, the
paper, printing and publishing and the engineering industries.
More moderate falls (about 10 per cent) are forecast in the food,
drink and tobacco, the chemicals, and the metals industries.

The prospect for 1982 is slightly clearer now than at the time of the
previous survey. Some recovery in investment is anticipated during
the year probably sufficient to cause capital expenditure for the
year as a whole to show an increase over 1981. 1In addition a
further increase is expected in the volume of assets obtained by .
manufacturers on financial lease.

Distributive and service industries (excluding shipping)

The information from the previous survey implied that there would

be no appreciable change in the overall level of investment by the
distributive and service industries over the three years 1980, 1981
and 1982. The latest survey, while confirming that substantial changes

are unlikely, suggests that small year-on-year increases (of less
than 5 per cent) are to be expected both in 1981 and 1982. These
gains are mainly attributable to expected further growth in leasing.
In terms of the capital assets, the growth will probably come
mainly from greater investment in plant and machinery.




.'.'Levels of investment

The volume of investment by each sector is its expenditure on the
acquisition of fixed assets, at 1975 prices, excluding those
obtained on lease from other sectors of the economy. Expenditure
on the acquisition of assets intended to be leased out is attributed
according to ownership. The following table gives some figures for
recent years, with a rounded central estimate for 1981.

Industry's capital expenditure
(£ million at 1975 vprices)

Year Manufacturing Distributive and service Total
indus try industrics (excluwing shinning)

1970 4177* 3610 7757
1971 : 3898 3810 3 ; 7708
1972 3370 3986 7356
1973 3440 4519 : 7959

1974 3782 4477 8250
1975 3522 3651 7373
1976 3326 3945 7271
1977 3510 4413 Uil

1978 3713 5026 8799
1979 3873 566 3% 9536
1980 3499%* 5980% % 9479
1981 (rounded 2925 %% % 6150% %% 9075
central estimate)

* Highest level yet recorded

*¥* At 1980 prices these estimates would represent expenditure of nearly
£7 thousand million for manufacturing industry and nearly £11
thousand million for the distributive and service industries

*%x% At 1981 Prices these estimates would represent expenditure of
i

about £6% thousand million for manufacturing industry and about
£12% thousand million for the distributive and service industries




NOTES TO EDITORS

.. The above results are based on the latest of a series of regular
surveys direcled to a panel of companies, mainly larger companies
but including some smaller ones, in manufacturing industry and in the
distributive and service industries, A full description of the surveys
is given in Investiment intentions, authorisations and ezvenditures,
Government Economic Service Occasional Papers, 12; a shorter account
is available in Statistical News, liay 1978 (pages 41.15 to 41.19).

2. Respondents to the latest survey account for approzimately thirty
per cent of the capital expenditure of both manufacluring and the
distributive and service. industries,

3. Results of earlier surveys covering 1981 were published by press
notice on 3 January, 29 llay and 18 December of last year. This is

the second survey to cover 1982. A further estimate for 1982, together
with a preliminary estimate for 1983, will be published in December 1981,

4, TPFigures from respondents are generally given in expected future
prices and their estimates of price rises are used to convert them
to volume, This is an additional source of uncertainty in th
interpretation of the surveys. 7

5. Exploration and development work in the North Sea is classified
as a mining activity and is therefore not included in these figures,
The coverage is specifically defined in articles in Britlish business
on the results of the quarterly inquiry into capital expendiliure: the
latest of these articles with notes on coverage to appear will be
published on 29 May 1981, !

6. Expenditiure on capital goods. acquired for leasing out is classified
to the service industries on the basis of ownership of the assets.
Insofar as this leasing is to firms in manufacturing there is an
apparent switch of investment from manufacturing to the service
industries in the figures. An article on invesiment in assets for
leasing was published in British business on 26 September 1980.

Investment by manufacturing industry

£ million 1975 prices

Capital Estimated volume of Total expenditure
expenditure assets leased from plus leased assets
service industries

1975 3522 ¥ 1188 3710
1976 3326 S0 3530
1977 3510 270 200
1976 3773 367 4140
1979 3873 447 4320
1980 3499 521 4020

7. As background information, a table of quarterly figures of actual
capital expenditure is attached. A breakdown of expenditure by
industry groups will be published in the Eritish business article
.referred to in note 5.

Press and broadcast calls to 01-212 5494

Other calls to 01-215 3176/3175 Emanufacturing)

01-215 3345 distribution and services)




62 90¢ g6¢ . €8sL e S6L

92 LEg H6¢ 0551 Ly Sgl
12 744 c6g 9641 2§ i}
18 LI¢ 06% HgHT 1S . 868
19 9% 98¢ 61T ¥9 66

8 9L L6 4413 G9 LL6
61 9L¢ Lok gzhL 09 696
119 6Ly L6¢ o9bL 19 296
82 LLS 114 gecl 65 ¥96

144 149 G6¢e 1821 (34 €66
(34 1444 (434 ofzL 65 zh6
44 Lve sob sbzL 84 096
L9 (344 68¢ 1621 29 Ly gLé

13 g6z [4:14 oLt 69 (44" FAL
Ls 208 69¢ GzLL 89 i 688
coL Llz (144 9501 Ll WL ¢ls
(o] vle 69¢ 6901 89 (14} A4 ]

66L LE%L 2961 086% oLz GLs 66H%
601 Lyse L9SL €996 oz o9 cleg
<oz 99¢1L ¥8a1 9205 822 1€9 cLLS
L6 gLt ostrL ik 9lz 855 0L6¢
62¢ 296 LIGL chee 6¢2 fos 92¢s
(414 8¢e 161 168¢ 002 ov9 226¢
a9 9oL C6LL LLvY vle L89 28lg
818 tcoL k4721 6167 092 125 obve
96L ¢é8 LLLL 986¢ (374 (AW 0Les

53988V ITV FIOM 539887 TTV %Top sjessy TIV

SOTOTHA | Surprmg Te30%, SOTOTHRA | Suyprimg Te30%

(£x3snpur Fupddrys x9)
SITMISAANT FOTANSS ANV FATINATHISIC FHISOANT ONTHOIOVIANVR

UOTTIITW 3 peisnlpe A1reuosesg seotxd GJ6L
FANTIAONAITXE TVILIIVO




23 GREAT WINCHESTER STREET
LONDON EC2P 2AX
From: JOHN SPARROW 01-588 4545

22nd May, 1981.

I apologise for the fact that my letters recently have been
irregular and perfunctory; one or two matters were keeping me fairly
fully occupied here at Morgan Grenfell. :

The key to much that is happening in financial markets,
continues to be the level of dollar interest rates, and it is likely that the
future pattern of interest rates in the U.S.A, will be the strongest single
influence on developments in European financial markets.

All of that is easy to say; it is rather harder to foretell
what those changes will be. Conflicting messages continue to emerge from
the various authorities in the U.S. but, on fundamental grounds, the most
likely course still seems to be that dollar rates will decline during the
summer from their present 19-20% level to perhaps as low (!) as 14% or 15%.
This would still represent an excessive level of real interest rates, althougn
not, of course, anything like as excessive as they currently are; given
the traditional emphasis in U.S., fiscal and monetary policy, under which
domestic considerations heavily outweigh international factors, it is
nonetheless as low a level as can reasonably be looked for.

If this analysis is right, the dollar will remain an
attractive home for international capital throughout 1981, a state of
affairs which would be compounded if (as some people believe) dollar
interest rates are doomed to stay at or even above their present levels for
much of this year. One might therefore expect sterling to trade against
EHE‘BEIIE?'E?zigvals between the present $2.07 up to perhaps $2.20 but
probably not significantly higher. More profound repercussions are likely
in Europe, where the election of Monsieur Mitterand has already made a
marked impact on the value of the Franc and raised some serious questions
about the future of the EMS. The French are taking steps to protec
currency but these steps may prove to be inadgguate if an actively Left Wing
legislature is elected to support the new President., Even if this does not
happen, there is at least the possibility that the Franc will have to opt
out of the EMS, even if only temporarily. If that were to happen life
would become very difficult for the Lira and for the Belgian Franc, and it
seems unlikely that accommodation could be arrived at by voluntary
adjustments on the part of the Deutschmark. The German economy itself is
having to cope in its turn with the problems with which we and the United
States are becoming familiar and at best the exchange markets have a
turbulent time ahead,




So far as domestic financial policy is concerned there still
seems little or no reason to change the present course., It is difficult to
argue a case for interest rates being higher or lower than they currently
are and a period of stability would probably help the process of adjustment.
The outstanding problems are not financial but manaﬁerial, as exemplified
by various pay disputes including most notably that in the Civil Service,
and the broad thrust of diverting resources from consumption into production,
from current spending to capital account. All this, of course, is within
the context of a PSBR which must continue to be reduced. It is a huge
problem but it is essentially one of management.

I should perhaps close by mentioning that many people in the
City were disturbed both by the solution that was eventually found for the
problems of ICL and by the manner in which it was carried out. I am aware
that fthere were many faults on many sides of that particular problem, but
it remains true that private sector solutions to difficulties of that kind
will not be forthcoming so long as public sector solutions, however
unwillingly, are produced,

Lr{a'--ﬂ ’;"c-""(’T,
NP BrT

The Rt. Hon. Mrs., Margaret Thatcher, M.P,,
10 Downing Street,
London, S.W.1.

cc, Adam Ridley, Esq.
Professor Alan Walters
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The most significant feature of last week was the surge in
dollar erest rates designed to control domestic demand for money.
IﬁE:I?:%E?T-EEE-EEEEEHUence was a considerable flow of international funds
into the dollar, which accordingly strengthened against all major currencies.
Towards the end of the week, some moderation of interest rates took place
and to roughly the same extent the earlier currency movements were

reversed., The prospects now seem to be that dollar interest rates will
decline and we can therefore expect sterling to show some strengthening.

Against other currencies, sterling has shown very little
variation; the French Franc has weakened following the result of the
Presidential election, «

The flow of funds into the dollar had its counterpart in
lower prices in both the equity and gilt markets, and here again there was
a slight reversal of trend at the end of the week., Domestically, there
seems every reason for your present policies to continue unchanged, the
ma jor need continuing to be pressure to reduce current spending in the
public sector both in order to cut borrowing and to make room for capital
spending. There was a suggestion during the week that the gas gathering
pipeline might be delayed because of arguments about its impact on the
PSBR; it is such an important development both economically and politically
that it illustrates perfectly the need to make capital investment possible
by economies elsewhere. It is also worth bearing in mind that major capital
investments of this nature, even if originally borne by government, are
always capable of being sold to the private sector at a later date. I was
not able to see Geoffrey Howe's interview on 'Weekend World" but the brief
report in the Financial Times was encouraging where it referred to an increase
in the share of government spending on capital investment as opposed to
current items. ;

l,f‘acaqﬂs S‘?n~¢ﬁuv-1~1 :
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The Rt, Hon. Mrs, Margaret Thatcher, M.P.,
10 Downing Street,

London,

S. WL,

cec. Adam Ridley, Esq.
Professor Alan Walters
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From: JOHN SPARROW 01-588 4545

\ -
\\ 1st May, 1981.
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There is little to comment on this week, the main developments
being the continuation of trends and events which I have already discussed.

The equity market's reviving confidence has received further
support in the recovery at ICI and the progress reported by other companies,
including at least one important engineering company. Perhaps more important
than the ICI figures are the indications that the management there are
maintaining their determination whilst losing some of their anxiety.

The currency markets continue to be dominated by dollar
interest rates, which rose again during the week and resulted in a further
strengthening of the dollar. The pound mirrored that effect but remained
broadly unchanged vis-a-vis other currencies.

Finally, it is increasingly hoped that the outstanding pay
claims in the public sector can be settled soon without any concessions
being made.

—

e e T ———

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc, Professor Alan Walters
Adam Ridley, Esdq.
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During the last two weeks, the equity market has made
considerable, albeit intermittent, progress. If this were based on serious
expectations of significant reductions in-interest rates, it would have been
accompanied by some sort of movement in the gilt market. However, gilt-edged
stocks are congpicuously discounting very little, if any, improvement in

financial circumstances and it is therefore reasonably clear that
the equity market is anticipating the restoration of profitability in
industry and commerce. There are now blades of grass poking up here and
there to lend credence to the view, previously based largely on nose, that
the economic winter is over and Spring is on its way. The improvement in
the fortunes of ICI during March has been paralleled in a number of other
companies and the signs are that the problems caused by the sheer pace of
the adjustment to a more rigorous regime are passing and that the problems
of living with that regime itself can be coped with.

None of this, of course, diminishes the need for current
spending in the public sector to be reduced, both to permit the government
deficit to be lower and, within that deficit, to permit a transfer of
resources towards investment. It remains of the first importance that the
civil service pay dispute should be settled without concessions being made
which would be prejudicial both directly, in terms of the aggregate of
public spending, and indirectly, in terms of the evidence such concessions
would provide that intransigence pays.

Sterling remains relatively steady, except to the extent that
it mirrors the sizeable fluctuations occurring in the value of the U.S.
dollar, These fluctuations seem to be most closely related to actual and
expected moves in dollar interest rates; the Americans are still suffering
the problems which you had in 1979, striking the balance between the domestic
and the international consequences of high interest rates, although in the
case of the U.S.A. the international consequences are much less likely to
bounce back into the domestic arena. One therefore expects relatively high,
although possibly declining, dollar interest rates throughout the next six
months with the dollar currency remaining relatively strong. However,
there still seems no great reason to expect further deterioration in the
pound in the absence of marked relative changes in sterling interest rates.

The only other noteworthy feature of the last two weeks has
been the evidence that the switch to National Savings as a means of mobilising
money for the government has been quite extraordinarily successful. This
will inevitably pose problems for the bBuilding societies, which may take a
little while to s n but which cou (€] e housing market back
throughout the year. This in itself may well be no bad thing. There should
also be scope for significantly lower gilt-edged sales, and therefore for a
revival of private sector fund raising in the long term market.

(,1ﬁngg~f1 Sim ce pg1,7
The Rt, Hon. Mrs. Margaret Thatcher, M.P. S"‘
Q G feoaryaeD |

cc, Adam Ridley, Esq.
Professor Alan Walters
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10th April, 1981,
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A week in which the equity markets continued to reflect
confidence in the medium term future began with another demonstration of
the relationship between interest rates and exchange rates, The belief
that the money supply figures would provide a suitable basis for a reduction
in MLR led to a marked anticipatory fall in sterling, which was promptly
reversed when the actual figures indicated that no such reduction was
likely to be in immediate prospect. The money supply figures themselves
were probably only disappointing in relation to the expectations that
had been built up, although it now seems to me that the scope for further
cuts in domestic interest rates is limited both by the indications that the
rate of inflation is moving on to a plateau instead of continuing to
decline and by the combined demand for money from both public and private
sectors, Having spent a good deal of breath in arguing against ungury
high Interest rates during 1980 I hope that it will not be necessary to
argue against unjustifiably low ones in_1981,

tjlihn./ 5’151',"77;¢a1’24~4,r

)

Reverting to the exchange rate, there are a few more straws
of anecdotal evidence that industry can live with the pound at about its
1975 levels which, if it proves to be right, would be an important factor
in determining the balance between revived industrial activity and
continued control of inflation. In the immediate future, the most
conspicuous influence on the value of the pound is likely to be the
behaviour of U.S. dollar interest rates; no one is terribly sure what is
likely to happen but e nearest one can get to a consensus is that the
next three months might see a modest decline, which will probably mean little
or no change in the exchange rate - unless change is engendered by events
in this country.

: Your critics seem to be having a fairly tough time recently.
The Select Committee this week has had much the same sort of reception as
the 364 economists last week, but in the most recent example I hope that
any pleasure that may be felt in the reaction to the Committee's report will
not distract attention from the fact that some of the things which the
Committee said are in fact extremely sensible and not merely compatible with
your policy but important ingredients in its eventual success.

Finally, it remains the widely held view in the City that the
only satisfactory conclusion to the civil service pay dispute would be one
in which the employer makes no concessions,

&“{lDLAPT 523\‘c4.—t,£~1
The Rt. Hon. Mrs. Margaret Thatcher, M.P., /
10 Downing Street, w S f AT

London, S.W.1l.

cc. Adam Ridley, Esq.
Professor Alan Walters
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Since I returned from holiday, the equity market has
confirmed in unmistakable terms that it sees a return to profitability in the
private sector, This is reflected not only in the movement of the F,T.
Index; the All-share Index stands at its all time high and some individual
securities have seen such noteworthy changes as a 10% rise in ICI between
Monday and Thursday of this week. There is probably an element of
anticipating further reductions in short-term interest rates included in the
re-appraisal that is taking place but I do not myself believe that that is
an essential part of the market's reasoning. More important components are
a spreading belief that the recession has bottomed out, in fact although not
yet in statistics; and the expectation that you will stick to your economic
policies and that they are succeeding, !

All of this contrasts with the criticism by the 364
economists who, in the words of the old adage, if laid end to end 'would not
come to a conclusion. It was probably less surprising that they should
have said what they did than that their intervention has made so little
impact including, so far as I have read, a complete lack of public support
for their views from the Opposition benches.

This is t to say that euphoria is widespread., Confidence
is being restored but can be expected to remain EragIIe'ﬁit!i your
frequently expressed intentions to control current account spending have been
seen to have been translated into action. It has been suggested to me by
colleagues who have worked in both the public sector and the private sector
that the tradition of over-manning is so well entrenched in government
offices that it is no longer perceived as such and that it would therefore
be desirable in prifCIPIE Lo recruit into the civIl service at very senior
level people who can be expected to contribute, not so much to policy but
to housekeeping., Inevitably, the best time for this sort of movement would
be at the beginning of a five-year Parliament rather than some way through
its term and there are, of course, dangers in establishing a precedent which
the lunatic left would be delighted to follow if they ever came to power.
However, as so much else would be disastrous in that event, and as that
event is becoming more and more remote, I do not believe that that argument
is in itself a disqualification and I recommend the idea for consideration
for your next term of office.

In the exchange markets, the pound continues to hover around

its 1975 level, with fluctuations against individual currencies tending to
refléct modifications in short-term interest rates in those currencies.

/2.
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It is worth noting that the equity market's resurgence has not required a
marked depreciation of the pound.

The Rt. Hon. Mrs. Margaret Thatcher,
10 Downing Street,
London, S.W,1.

cc, Adam Ridley, Esq.
Professor Alan Walters
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The response to the Budget has been very much a_two-giage
affair, The immediate reaction was that it was excessively deflationary, but
fhe more considered view which now seems to be gaining ground is that it is
much more of an equilibrium budget, the taxation proposa eflecting the
amount of mone o ent is still spendin rticular on current
account. Similarly, the Chancellor is emerging with his credit if anything
enhanced, even though first reactions were fairly uniformly unfavourable,
What has suddenly become widely recognised (with help from you) is that
the Chancellor has to raise the money to meet the bills which his
colleagues run up, and is hardly the man to shoot at if those bllls are
(as they are) excessive.

In the markets, the 2% reduction in MLR had just about been
discounted, with sterling showing a small increase after the announcement.
The proposed index-linked gilt for pension funds led to some unhappiness in
the equity market, from which funds would inevitably be drawn if index-linking
became more prevalent. There is thus the fear that the private sector is now
going to suffer competition from government for its equity funds in addition
to the pressure it has long suffered from in the straightforward debt
market; additionally, it is argued that offering index linking on a stock
confined to institutions will reinforce the undesirable trend away from
individual ownership of savings and towards the institutions. There would,

I think, be real concern if it appeared that regular large issues could be
expected, especially as I suspect that the novelty value of the first
issue will lead to its being overpriced at first.

The equity market is moving with whatever happen to be the
most recent results, I expect you will have noticed the excellent figures

from United Biscuits, reflecting the fact that someone who imports
extensively benefits from a stro ound; of course e sees no need to
make a song and dance about it, as do those exporters who are sufferfng.
TET5 5ot ©0 Bear in InT" when TeSTeting oe P Teae T o et
somehow "intervene" in the exchange market.

Uot..n S e ey
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The Rt, Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S,W.1.

cc. Adam Ridley, Esq.
Professor Alan Walters
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The foreign exchange markets have been undergoing some
remarkable fluctuations in the last couple of weeks, apparently largely in
response to actual or anticipated movements in interest rates., The differential
between U.8. and German rates for 3 months money, which had shown a consistent
advantage to the dollar of 8 or 9 points for at least 3 months up to the middle
of February, narrowed in one week to 5 points and a week later to 2 points.

Not surprisingly, the tendency for thé Deutschmark to weaken against the
dollar, which it had been doing throughout the earlier period, was sﬁarp;y
reversed; at this stage, sterling retained its stability in the middle of
the see-saw as the respective ends shot up and down,

However, sterling itself then came under pressure:as the
widely expected 2% reduction in MIR suddenly, for a variety of reasons,
got blown up in the public estimation to the possibility of a 3 or even 4
point cut. My own reading of what then happened is that the markets
responded to that possibility up to the time when they came to the conclusion
that the response which they had shown would frighten the U.K. authorities
away from such a sharp adjustment and that the original hypothesis of a 2%
reduction could therefore be restored, albeit with a certain amount of
caution, to the top of the list of expectations.

I have long been an advocate of lower interest rates, in
part because I felt that they were at a level which kept the currency
artificially high. At this stage, I have to say that we must avoid the
danger of over-reacting ip respect of both interest rates and the exchange
rate, because too large a reduction in the first could precipitate an
excessive movement in the second. The case for bringing MLR down to 12%
is clear but any further movement which is not matched by a suitable
reduction in public borrowing will do nothing but plunge us back into the
Totally de-stabilised vicious spirals which it has been your government's
great achievement to pull us out of. There seems always a temptation to
cease to trust the market forces just at the time when they can be expected
of their own volition to correct a particular trend; the consequence has
always been that the trend is doubly corrected and becomes equally adverse
in the opposite direction.

I recognise that at this time of the year any government
is always beset by conflicting advice and the last two weeks have more than
Justified that generalisation, What with the NIESR at one extreme and
Mr. Donald Regan at the other, you can do no more than cut your own way
through the jungle of theory. If there has been a theme to my letters over
the last four_igars, it has been that the budget deficit is the root of all
our evils and I remain firmly of that view. 1 therefore hope that next
Tuesday will point us towards less public spending on current account,
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such additional taxation as is needed to take the reduction of the PSBR
ba95_22ﬁ59urse, a move of resources from the personal and government
sectors towards the productive sector, and a switch of emphasis away

from consumption and towards investment and production. Incidentally,
what has been reported of the latest thinking on industrial fuel pricing
leads me to hope that we are not in danger of confusing competitive pricing
on the one hand with subsidies on the other.

On the industrial front, the flow of reported results has
been extremely depressing, but the equity market continues to see light at
the end of the tunnel as, on sensible policies, do I. Contrary to my
usual custom, I find myself unable to comment on the water workers' pay
settlement because I am unable to judge the merits (other than force
majeure) of their case. However, the psychological impact of what seemed
to be another concession to blackmail (and arguably an unnecessary one)
has been damaging, and I am told that it aroused the first signs, fortun-
ately stifled, of private sector employees seeking to re-open their own
negotiations. Despite this, other settlements have been reasonably
encouraging and one hopes that the attitude to the civil service claim
will reflect the realities which most employers are forced to put to their
employees - the ability to pay, the inter-action of salary levels and )
numbers employed, the self-destructiveness of disruption to support un-
justifiable demands, and the consequences of breach of contract.

Finally, the burden borne by industry in the form of local
government rates at last shows signs of provoking a healthy response from
those people who have for so long.suffered taxation without representation.

In the short term, this could lead to greater pressures on councils to put
their houses in order; in the longer term there remains no satisfactory
alternative to the complete reform of local government finance,

L’um S-—'au-vJV’

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

¢.c. Adam Ridley, Esq.
Professor Alan Walters
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I had lunch to-day with Alan Walters and it occurred to
me that it would make considerable sense if I were im future to send him
a copy of the letters which I send to you most weeks. y

If you would not want that to happen, please let me

know; otherwise I will start sending him a copy from next week.

The Rt. Hon. Mrs, Margaret Thatcher, M.P.,

10 Downing Street,
London, S.W.1l.
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You will be aware of the disappointment and, in some places,
bitterness that have been caused by Wednesday's decision to retreat in the
face of the N.U.M. There are hints that the full story has yet to be
revealed, but the initial presentation immediately provoked a number of
strong reactions.

In part, the problem is that this week's events are seen
as part of a pattern in which the public sector is cushioned against the
consequences both of its own follies and of the harsh facts of life, whilst
the private sector is immune from neither; in part it was felt that,
although conflict with the miners is always perilous, there is un%ikely to
be a better time to impose some sort of common sense than one at which coal
stocks appear to be sufficient to see us through until the warmer weather
of spring, when imported coal ‘is freely and relatively cheaply available and
when other forms of energy are in at least adequate supply; in part it is
merely a memory of the old saw that those who pay Danegeld will never be
rid of the Danes. All told, it was a severe setback not merely for economic
and social policy, but also for your support in the country at large.

Turning to the markets, the Bundesbank appears to be
faeing up to its external problems and to the domestic consequences of
doing so and, as dollar interest rates are softening somewhat, the dollar-
Deutschmark exchange rate has moved significantly in favour of the
Deutschmark. Sterling has accordingly regained ground against the dollar
and Tost ground against the European currencies, but remains roughly where
it was on a tr sis. It is interesting to note that on the new
trade weighted index, based on 1975, both sterling and the U,S. dollar are
shown as being roughly where they were six years ago: the strong major
currencies in thamm:mc and Deutschmark at
the expense of the Lira, the French Franc and the Canadian Dollar.

The British Aerospace offer was well received, and it was
particularly pleasing to note the degree of support from employees of the
company, of whom I understand 27,000 applied for shares over and above
their free issue., This should provide some sort of bulwark against threats
of confiscation or penal renationalisation should we ever have another
Labour government. The fact that the premium in early dealings was a little
more than 20p supports the view that the pricing of the issue was just about
right.

This week's batch of economic statistics has been of a
varied nature. As might be assumed from Goodhart's Law, M3 is at last
moving back towards its target range now that there is increasing agreement
that it should not be the sole focus of attention. On the other hand, the
figures for public sector borrowing, and the likelihood that the out-turn
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for the year is now going to be in the region of £13 billion, serve only to
underline the urgent need to reverse the tendency for an ever-increasing
proportion of a declining pool of wealth to be attracted in one way or
another into the public sector. As I have mentioned previously, 10th March
is seen as being perhaps the last real opportunity in the life of this
Parliament to do something to put this right.

On present policies, it seems likely that the productive
sector of the economy will decline to an extent which corresponds to the
access of wealth from the North Sea. Until that point is reached, the pound
will be buoyed by inflows of foreign capital feeding the PSBR. When the
high exchange rate has had its effect in reducing the productive sector to
the extent necessary, we could then see not merely a decline but a collapse
in the exchange rate as we would have an economy dominated in one way or
another by the public sector and only temporarily supported by finite
reserves of oil and gas. The need is to discourage inflows of capital and
stimulate outflows and this requires a combination of lower short=term
interest rates and significantly lower government borrowing of all periods
but particularly in the long term markets. It now is generally accepted
that the spending side of the government accounts canno e reduced, at
any rate in the short term, and it therefore follows that the revenue side
has to be brought into reasonable line,

The only way in which this can be done is by raising income
tax which must be extremely unpalatable, is certainly very unfortunate,
but I believe is totally necessary. It does at least have the merit of
short=circuiting the arguments about how best to tap the savings of the
personal sector, The process of slimming down the productive sector (which

process was initially healthy) has now gone as far as it can reasonably be
expected to go, and in some cases it has gone too far. The need now is to
promote a period of stability and a return to ReAIthy growth in industries
which have an economically viable future, This will not be achieved by
selective subsidies to industries which happen to make the most effective
and heart-rending pleas but by allowing market forces to decide which
industries should and which industries should not be allowed to enjoy the
funds which, if the PSBR were properly controlled, would be available in the
market. Obviously, Britain's productive industry would have to compete

for those funds against the attractions of overseas investment, but this
would be healthy competition, very different in its nature from the present
position where the competition comes from a public sector which will pay
whatever price is necessary to out—-bid the opposition.

I have disliked writing this letter as much as I expect
you will have disliked reading it, but these things have to be said.

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.l1.

cc. Adam Ridley, Esq.
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The dollar continued to strengthen throughout the week,
and the influence of interest rates on exchange rates seems now to be
becoming a matter of international concern. Herr Matthoefer's comments in
Dusseldorf draw attention to the current tendency towards competitive
deflation, and also underline the domestic difficulties that the West
Germans are experiencing, as a result of the current relative weakness of
their banking system and its presumed inability to cope with the eventual
ramifications of a significant credit squeeze. From this standpoint, it
is natural that the West Germans should feel most strongly about the
influence on the value of the Deutschmark being exerted by high interest
rates elsewhere in the world; on the other hand, it still seems likely
that the United States will stick to a dear money policy until they can
see a clear path ahead. '

The public comments of the members of the House Budget
Committee who have been in London this week seem to confirm the
suggestions that the Reagan administration will follow policies similar to
yours but might postpone any element of taxation reduction until
expenditure has been reduced, If that proves to be the case, dollar
interest rates are likely to decline only gradually through the spring,
although one might hope that success in reducing expenditure would lead to
a somewhat sharper fall later in the year. This will make life very
difficult for the Germans and therefore for the EMS, but it should hold
out some prospect that the U.K. is now approaching the levels of interest
rate at which the exchange rate is likely to show a sympathetic reaction
to further reductions.

The decision by Peugeot to close its plant at Linwood seems
likely to bring an end to an enterprise which was misconceived from the
start. Whilst it would be foolish to suggest that the decision was in any
way based on the recent announcements concerning subsidies for Leyland and,
presumably, for Datsun, it does remind one that decisions affecting major
segments of industry are rarely finite in their consequences,

The position on the wages front is still noticeably
better than it has been for some years although the average level of
settlement seems to be creeping up. This is partly the result of a
tendency seen most winters for a certain amount of leap-frogging to take
place, and partly, at any rate in the private sector, a reflection of
differences in the ability of companies to pay and, perhaps, of the
willingness of managements to manage. Certainly industries such as
engineering, automobiles and road haulage are all comfortably within single
figures whereas capital intensive industries like oil and people-dependent
businesses like newspapers and much of the financial sector still seem to be
rather higher. There is probably insufficient attention being paid to the
very considerably increased determination being shown throughout the public
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sector management in this pay-round because that is a crucial part of the
battle and the difference between original claims and final settlements
deserves greater recognition.

Finally, people in the City were rather disconcerted by
Lord Gowrie's speech to the Institute of Petroleum. His premise that the
government had created the right conditions for investment is not
universally accepted and his conclusion that the City ought to invest more
in the private sector seems to ignore both the dominance of government
borrowing and the Wilson Committee finding that, at the interest rate levels
set by government borrowing, the problems of industrial investment stem
from a lack of demand and not from a lack of supply. I have written at
length on this subject many times in the past, and it is disturbing that a
Minister should still appear to be unaware that a determined borrower who
is not sensitive to interest rate movements can effectively price money at
a level which other borrowers cannot afford to pay.

L{bm S.ku.rd—, ¢
Fe. Semrmd

The Rt. Hon. Mrs., Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1l.

cc. Adam Ridley, Esq.
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During the last two weeks the pattern of fipnancial markets
has not changed greatly. The dollar has remained strong against all currencies
other than Yen and sterling; it is likely to remain strong so long as U.S.
interest rates are at or about their present level and, although some modest
decline is likely over the next few months, it appears that the Fed, will be
endeavouring to maintain interest rates until they have a rather clearer
picture of President Reagan's economic policies. On that subject, I have
sent Tim Iankester a commentary by an American investment analyst which is
not directed at the situation in the United Kingdom but which seems to me to
have very considerable relevance to our own problems. .

Sterling itself remains a strong currency and the Deutschmark
is the most conspicuous weak link. There are voices in jthe City expecting a
cut in MIR bgfore the Budget but the consensus is still that the eagerly
awaited next reduction will be made on 10th March.

Yesterday's suggestion by Reuter that consideration was now
being given to _ways of intervening in_the axgggnga market caused some
despondency, partly because exchange rate problems are symptoms only, the
underlying disease being excessive public sector borrowing, and partly because

intervention in the exchange markels would be seen as a weakening of your
resolve to control the money stock. Similarly, there 1s some concern t
the work Ihat 1s being done to explore ways in which the public sector can

tap the short-term market and personal savings will end up not by reducing
the overload in the long-term market but by adding yet again to the public
sector's voracious appetite for funds, to the renewed detriment of production.

The need to direct our national attention to production and

profitable investment rather than to consumption and subsidy has been
highlighted in several ways in the last two weeks. Sir William Barlow's

proposals for a new regime for the nationalised industries have a great deal
to commend them and they have been widely welcomed as a means of achieving
greater realism, more effective control and proper efficiency. On the other

hand, the Scott Committee's report on public sector pensions seems only to
reflect the national obsession with gg;rm_gum y and the beliel that we should

a e protected from the consequences of our follies rather than encouraged
to renounce the folly itself. It is significant that the only body which
Zould contemplate 1Ssuing index-linked securities is the government and the
only reason that it can is that it is immune from the problems of insolvency.
The recommendations of the Scott Committee would add another burden to the
people who are producing wealth, in order to add another benefit to the
consumerm{_ﬁRWriately in "Alice in Wonderland" that it

was decreed that everyone had won and all must have prizes,

I am afraid that another facet of the same attitude can be
seen in the injection of public money into loss-making activities. This is
often done for so-called social reasons, although it is a mistake to equate
a receivership with death; in many cases receivership is the most effective
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way of enabling profitable activities to survive and flourish, whilst
stripping out unsuccessful operations. Indeed, there is some evidence that
operations which have been unsuccessful pass through receivership into new
hands in which they have found that success is possible. I would not object
on ideological grounds to some public intervention in private industry, but
on practical grounds it seems that too much of it may soon be going on,

The important thing about this sort of intervention is to have and maintain
clearly defined criteria.

I believe that the injection of funds into Leyland may well be
justified on the grounds that the company can, under its present management,
achieve and maintain the necessary level of success; but too much weight
should not be placed on the arguments one hears that the closure of Leyland
would have dire secondary ramifications until one has considered the likely
ways in which other producers would seek to fill whatever gap had appeared in
the primary market. It seems to have been assumed that if Leyland stopped
making volume cars, ngbody olse would atfenpi Lo roplace ghen; whereas, in
all probability, Ford, Vauxhall and Talbot would all make more and, as we
have seen, foreign companies can comé in to the market not merely as salesmen
but also as p;gﬂupers. Reverting from the particular to the general, it does
not make sense continually to add to the burdens of profitable industry in
order to ease the pains of the unprofitable. If it is thought in any given
case that the profitability is temporary and undeserved, the remedy is to look
to other aspects of policy and not to pursue the path of subsidy. !

Despite the unusual extent towhich the Budget proposals

appear to be being advertised in advance, 10th March is still seen as likely
to mark a watershed for the country and for the government.

lq(cgtauﬁr .’:AuCA!f1J£&1 ;
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The Rt, Hon. Mrs, Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc, Adam Ridley, Esq.
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I had intended to give you the enclosed speech when we
had lunch together yesterday but, as my secretary predicted, I forgot to
do so.

Although the style is somewhat racy, I believe that the
sentiments expressed are particularly relevant to the United Kingdom as
well as to the United States. I particularly like the attack upon the
full employment concept of budgeting, which is where the Heath government
went wrong and which is the road to the dreaded U-turn.

[

It was very nice to see you again and I enjoyed our .
conversation.

uax...rs‘ Sim ‘L!.v-ub’ !
wkk

-

T. Lankester, Esq,,
10 Downing Street,
London, S.W.,1.
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The release of the American hostages in Iran, and the
associated transfers of reserves, have not as yet created a significant
disruption in money markets Indeed, it seems that a certain amount of
precautionary selling of the dollar took place and was being corrected at
the end of the week, Allied tG hopes of somewhat lower dollar interest
rates, this encouraged the dollar, to strengthen against more or less
every currency except sterling. Sterling meanwhile is close to its
highest levels since 1077 and the combined attractions of oil and high-
yiel&:.'ng government securities continue to outweigh the profitability
problems of British industry.

The realisation that the personal sector has accumurlated
considerable liquid assets continues to stimulate the search for ways o
mw As 1 mantionmﬂm_ﬁ
not lose sight of the fact that private sector l:l_clx_t_xidity is already
usefully invested or that its mobilisation by government merely adds to
tRe deprivafion of private sector-:l.'ﬁdustr unless compensating reductions
are mﬁm——mﬁm&. Following my letter last
week, I should perhaps point out that income taxes are the most
straightforward and easiest way of absorbing personal funds, although
the real purpose of that letter was to point out that election pledges
have to stand or fall together: taxation and spending have to march in
line. T T — =

F

T So far as channelling personal savings into government
hands is concerned, the arguments of principle against indexation are
reinforced by the current unattractiveness of anmwity at
a time when interest rates are at unprecedented real levels. It has also
been pointed out to me-TRAT TRE older members of the community are much
more interested in income than in capital protection and that an instrument
which offers capitaT protection should MOST sensibly be marketed to
younger people.
——————————

The market seems to be increasingly of the view that MLR
will be brought down on or shortly after Budget Day. What will in all probability
attract attention betweenmmsmhe likely size of the Pag
in 1981/82. If the outcome seems 1m to exceed £10 billion I expect

there to be a widespread sharing of the gloom and despondency which I will
feel if it exceeds £74 billion. PN iy,
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,

10 Downing Street,
London, S.W.1.

¢cc. Adam Ridley, Esq.
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OUR MR. SPARROW'S LETTER

He is wrong in asserting that if,
because of the "buyers strike" for gilts
there has to be recourse to foreign
borrowing, this would further increase the
exchange rate. Indeed confidence would be
so seriously eroded that I would expect a
fall in sterling - perhaps even the most
precipitous decline.

In most of his other points there are
‘no obvious analytical errors. In addition
I cannot fault the general tenor of the
predicted "funding crisis".

e

19 January 1981
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The pound has continued to strengthen against European
currencies and has now regained the trade weighted level at which it stood

before the last reduction in MLR. The dollar fluctuates as the market
re-assesses the likely future of dollar interest rates, the developments in
relation to the hostages in Iran and the various possibilities arising from
either a breakdown in the negotiations over the hostages or the release to
the Iranians of large sums of money which they may well decide to convert
into other currencies.

b

Pulling all the strands together, it seems to me that the
most likely course for the dollar is for it to weaken over the next seven
to ten days but then to regain its present relative strength.

At home, the equity market has continued to decline as

profit and dividend expectations are revised ever downwards. The gilt
market has been over-shadowed latterly by the apparent confirmation that
the EQEP is still on the increase and formerly by the indication that
increases in direct taxation are ruled out as a means of reducing the PSBR.

This is seen more and more as the central problem of
financial policy, particularly as it is now being realised that increasing
unemployment and drastically modified wage set nts are both leading to
a reduction in the rate of growth of institutional funds. As it has been
the habit, certainly of the City and possibly of the Treasury, to relate
the prospect for sales of gilt-edged securities to the size of institutional
cash flow, it is JE;}ying that the rate of increase in gilt sales likely to
bé needed is now out-stripping the rate of increase in the domestic funds
which supply that need. ‘To the extent that the shortfall is taken up by
overseas investors, of course, it is seen that there would be an upward
impact on the exchange rate which would make the government's relationships
with private sector industry more difficult.

Against this background, and given the difficulties which
seem to have arisen in redqgigg spending, people are beginning to comment on
the need to reduce the PSBR b rafging revenue, Increases in indirect
taxation aﬁm%im‘re in the past tended to
produce an inflationary effect by precipitating high wage demands which have
been met. It may be that the climate of wage negotiation has changed
permanently for the better, but at this stage there would be something of

a hostage to fortune in far reaching increases in indirect taxation; this
is not to say that one might not look for £1 billion or more from tobacco,
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alcohol and petrol, but it is thought that additional revenue commensurate
with the size of the problem would be hard to find with safety in this way.
Similarly, steps having been taken to restore the yield of oil taxation to
the levels originally estimated, it may be that a real increase can be
looked for in 1981/82 but here again sufficient to bridge the gap is
unlikely to be forthcoming.

On the other hand, a prima facie look at income tax indicates
that 3p on the standard rate and the denial of indexed allowances would between
them yield the better part of £4 billion, ahead of any adjustment for the
consequences in terms of levels of activity. There is reason to believe
that the Treasury model over-states these consequences, but even allowing for
some reduction in that way, we are leIt with the proposition that changes in
direct taxation could make a significant, and in City eyes necessary,
reduction i e le and could, together with the other changes
mentioned above, bring the 1981582 PSBR down to a level at which interest
rates could be sigﬁ??%EEEETE‘?&ﬁE;;t-Thdustry could at last see a way out
of the fipancial problems which beset it and the government would have a
breathing space in which once again to contemplate the problems on the
spending side. I am aware that all of this runs directly counter to
election pledges, but I am also aware that a funding crisis now would be
the worst possible thing both for the government and for the economy and
that, once the thought of a future funding crisis enters into the collective
head of the City, it has an unfortunate tendency to become self-propogating
because no investment manager wishes to buy securities which he thinks may
be cheaper next week. "

The good news this week is that inflationary expectations
continue to decline which makes it all the more important to consolidate the

success you have achieved.

Uowrr simsamatey,
\#L,\ S car~ero .

The Rt., Hon. Mrs, Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W,1.

cc. Adam Ridley, Esq.
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It was with some horror that I woke this morning to hear
the BBC make the premature announcement of Roy Jenkins' appointment as
Vice Chairman of Morgan Grenfell Holdings.

Obviously, this has been on the stocks for some time, but
it was not yet due for announcement and it had been my intention to have a
word with you immediately before the announcement, just as we had planned to
speak to our more important clients just before the announcement, However,
the best laid plans of mice and men follow a well-known pattern and it
appears that a leak in Strasburg was picked up by the Guardian, with the
result that the other newspapers had to re-make their front pages in the
early hours of the morning after they had seen the early editions of the
Guardian.

Had I known what was going to happen, I would naturally
have spoken to you when we talked yesterday. However, the important point
that I would have wanted to make is that his arrival here is purely a
matter of furthering our banking interests and has no political connotations
whatsoever. He understands this, we understand it and I hope that you will
also. I am still sorry not to have been able to let you know beforehand,

th--t"'" 9-‘«;4'.-\'.4..7'

The Rt. Hon. Mrs. Margaret Thatcher, M.P,,
10 Downing Street,
London, S.W.1.




L’éz/.pf' / I' >

. ﬂﬁiﬂ (S TEL

R 23 GREAT WINCHESTER STREET M.j
R LONDON EC2P 2AX Ay

From: JOHN SPARROW 01-588 4545

9th January, 1981.

buz_p.l q.ﬂ. "TT-\J‘M,

The dominant factor in international financial markets
continues to be the level of dollar interest rates. As these fall, they
encourage the dollar to weaken, but opinion is divided as to the speed and
indeed the direction in which they will move during the first half of 1981,
As yet there is no firm evidence that the U.S. economy has peaked and
there remain considerable doubts about the size of the budget deficit which
the Reagan administration will run. On balance, I would expect dollar
rates to fall relatively gently in the early part of the year but to start
to move upwards again in the spring. Meanwhile, sterling continues to
strengthen against the basket of currencies and is now nearly back at the
levels at which it stood before the last reduction in MLR.

It has been noticeable over the holiday period that many
perceptions of Britain's economic and financial difficulties are eilther
changing or becoming much more clear. In particular, there now seems to
be widespread agreement on the need to distinguish capital and current
spending within the public sector, which argues for changes in the system
of cash limits but not, of course, that there is any lesser urgency to
reduce the overall size of the budget deficit., The idea of running the
monopoly nationalised industries as public utilities fits in with this
line of thought and also appears to be gaining support.

The equity market continues to suffer from a flow of bad
news about profits and redundancies. It remains my impression that we are
at or near the bottom of the recession, although the statistics will
continue to worsen for some little time ahead, The equity market is likely
to continue to receive bad news on the profits front for at least the first
half of 1981, but a more important adverse factor is likely to be the
recognition that the traditional view that falling interest rates are as
good for equities as they are for gilts needs to be modified when we have
interest rates that are not merely real but very substantially so. In
consequence, the upward movement in equities which normally h§:§1ds a turn
in the economy may not be evident this year which means that many companies
will find it difficult to bring themselves to make rights issues despite
their wish and need to rectify the shape of their balance sheets. If this
is right, it becomes even more imperative that the long term debt market

should operate at a price which the private sector can afford.
|

Despite the subsequent alarms and excursions, the changes
in your Cabinet which you announced this week have been widely welcomed in
the City where it is felt that the reshuffle has greatly strengthened your
team.

I look forward to seeing you next Tuesday.

The. Rt. Hon. Mrs. Margaret Thatcher, M.P.
cc. Adam Ridley, Esq.
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19th December, 1980,

I am not sure whether or not I am over-influenced by the
approach of Christmas, but it seems to me that nearly all of the news this
week has been cause for comfort, Outstandingly, the ending of the NorTHern
Ireland hunger strikes has to be seen as a great step forward.

On the economic front, the pound retains its general
strength in the face of exceptionally high interest rates in the U.S. The
gilt-edged market seems to be picking itself up from the floor and equities
have at last steadied. The flow of company news continues to be bad (but '
with the occasional outstanding exception); I would expect more bad news
to emerge over the next few months, but I still believe that what is
actually happening, as opposed to what is being reported, is past the worst,

There has been confirmation this week that private sector
pay settlements are now typically in single figures. Here again, as with
so many other statistics, important'changas of trend are masked for
considerable periods by the habit of using year-on-year comparisons and I
would not be surprised if many people were confused by the simultaneous
announcement that the year-on-year increase in average earnings was still
over 20%, However, the decision of the representatives of local authority
manual workers to recommend a pay increase of;l%% is another major cause
for congratulation, always assuming that the employees accept the
recommendation., It was also encouraging to read that the local authorities
are shedding surplus labour in numbers that are beginning to be meaningful,
and that the control of local authority spending generally is at last to be
put on a basis which is not only rigorous but also rational and
comprehensive,

There were indications during the week that changes in the
methods of controlling nationalised industry finance are on the way, and
such details as were published make the proposed changes very welcome. It
is important to encourapge the control of costs. There is always a
temptation, particularly in the monopoly activities, simply to increase the
revenues in line with costs and thereby avoid or reduce the pressures to be
efficient. This is the agonising change of attitude through which the
private sector has largely gone; from the outside, it seems still to be
necessary in parts of government; and anything that encourages the same
process in the nationalised industries would be useful and constructive.
Emphasis on separate control of revenue and capital costs, quite apart
from being right in principle, would also facilitate two other developments
which could be helpful.
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One would be a move towards a pufplic gtilitx structure
for monopoly nationalised industries which are intended to stay within the
puElic sector., The other would be the financing of public sector capital
expenditure directly from the private sector rather than through the PSER.
It is increasingly clear that there is very considerable scope for 5 sort
of private sector financing on terms which would enable sensible and viable
capital projects to be implemented without recourse to the government's
credit. This would meet the problem, referred to in earlier letters, that
capital expenditure is easier to postpone or to cut than revenue costs and
that recurrent squeezes of public spending are having a damaging effect
not only on the infrastructure of the public sector but also on the private
sector suppliers of the capital equipment concerned. Various schemes are
already being drawn up for the private sector financing of specific public
Soctor projects and, LA thet Tine T mrriaTI e
would mesh in With an increased emphasis on performance aims. I should say
that this is an area in which my own colleagues have already taken an
initiative, Tt
P s

Two other things have been pleasing in a generally pleasing
week, One was that the OPEC meeting in Bali proved to be far less disruptive
than had been feared; the other was that Professor Walters recognises that
high interest rates inflate the money supply as measured by M3,in a week
when the Bank of England has pointed out that the annualised increase in
M1l since February is the much more modest (although still excessive? figure

of 8%.

I hope that you and your colleagues all have a very happy
Christmas and that the rewards for your courage become clearer and more
certain as 1981 progresses.

t(’am rincerel— ‘

‘h::%;73~——~ Sr:::;;—#‘ﬁb—n .

The Rt. Hon. Mrs., Margaret Thatcher, M.P,,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esqg.
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12th December, 1980,

b_g_n_, ﬂﬂ 3 ’T"Lwraq/,

At last, we have seen some real activity in the financial
markets, most of it being what is conventionally regarded as adverse,

To begin with, the increase in dollar interest rates to new
high, and in my view unsustainable, levels has encouraged inflows into the
U.S. thereby causing the dollar to strengthen. This has reduced sterling's
parity against the dollar, but its trade weighted performance and its
bilateral relationships with other major currencies remain undeniably strong.

The gilt market showed signs of nervousness in the face
of less-than-clear statements thought to have been made by ministers, but
may perhaps more reasonably be seen as now discounting rather less future
improvement than was previously the case. The equity market has suffered a
considerable shake-out, partly in sympathy with the gilt market and partly
in response to a continued flow of bad news from companies reporting their
results,

Like most statistical indicators, reported results tend to
reflect the situation as it was some little time ago, and my contacts with
industry lead me to believe that there is at least a possibility that we are
no eeing a bottoming out in the level of industrial activity, which will
Tot be reiToTteT Th T STRTISTIos Tor TooorThree monthe afoad. & base
this partly on the attitudes of industrial WMANAgers; Wwho often seem to have
gone through their period of gloom and facing up much more cheerfully to
the very real problems with which ‘they are still faced; there does also seem

to be evidence that the process of destocking is coming to an end and that
this element of adverse multiplier is abou [5) sappear from the equation.

There were worrying signs at the beginning of the week that
the burden of gloom was shifting to Whitehall, although that now seems as
if it may have been a misunderstanding. Certainly, it would be very worrying
for the financial markets if the idea were to get abroad that the task of

moving towards a more balanced budget is simply too big to He manEpEeanIeT
The realisation that the additional tax on oll TIows Announced 1ast month

would merely restore the yield from that source to its previously expected
level came as something of a sappointment, although perhaps more logically
it should be seen as iﬁdicating that there is still scope to reduce the
defieit; if I understand the revised picture correctly, it goes once again
to demonstrate that taxes which are or can be optional will never yield what
is expected from them. P

There are signs that the distinction between revenue and
capital account, and the importance of that distinction in public finance,
are being increasingly recqggised. One comment which was made to me this
week was that revenue cuts necessarily involve shedding people and that
making people redundant, apart from being distaste , also involves large
amounts of time and of compensation. In consequence, economies of people

/2.
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show little or no return in the fiscal year in which they take place.
However, cuts in public spending, witen they are called for, seem always to
be required before the next April 5th and therefore cannot be achieved to
any worthwhile extent by shedding people. This in turn diverts attention
to the capital account where cuts are often undesirable and sometimes
fictitious.

One of the elements in a medium term strategy has to be
a much stricter control of revenue a.ccounts Arguably, the control on genuine
capital account items should be less rig than it is, particularly if they
can be financed externally. It might be worth considering for this purpose

classifying redundancy payments as a capital expenditure because, when seen
in this light, they clearly show a very high return on investment.

One other suggestion which has been made to me this week is
that the Treasury's ability to control public spending has been weakened
since the Civil Service Department was established independently, because
one's ability to control the actions of others is immensely strengthened b
having tho abTTITy o comtroTThelr Prospects of Promstom———————"

el me s

L_1P=5LA4’? -’*2“L"*°L‘T ;

. ’!F‘ sr:;A::~r*’th !

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc, Adam Ridley, Esq.
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From: JOHN SPARROW n 01-588 45456
ﬂ'[ I
1st December, 1980,

.b,___; s, Tharelbo, I"'{

I am sorry that I allowed myself to become so disorganised
last week that this letter comes after the weekend instead of at its proper
time, particularly as the general drift of the announcement last Monday
was really cause for congratulations. It seems to me significant that the
public acrimony that occupied most of last week was almost entirely political,
with very little criticism of the economic consequences of the changes,

Indeed, most of the criticisms that were voiced would seem
to have been more appropriate before the announcement than after it. Cries
for a larger budget deficit sound inappropriate immediately after the '
revelation that that deficit (already too large) would in fact out=strip
previous estimates by upwards of £2 billion. Demands for lower interest
rates lose much of their punch when MLR has just been reduced by two points
- even though I believe that further reductions will be beneficial.' The
market reaction to the announcement, after a period of initial adjustment,
was very much a return to previous positions, and the one point which might
have been expected to attract criticism seems to have gone largely unnoticed.

This was the increase in the employees'National Insurance
contribution., The criticism that could be voiced is that this step narrows
yet again the difference between the rewards for being employed and the
rewards for being unemployed, a gap which many people believe is already far
too small. At this juncture, it is probably not all that significant a
point, because there are currently unemployed probably a million people who
are anxious to return to work and will not be deterred by the sum of money
involved. As and when unemployment returns nearer to the million mark, we
will re-enter the problems of voluntary unemployment and at that stage the
latest tax on working may make some people feel that a paid life of leisure
is preferable.

You had a difficult week last week but the policies on
which you were elected still constitute the best hope for this country.
Last week marked a move closer to those policies and this was widely
welcomed in the City. The problems of government spending clearly remain
formidable but they lead to the excessive borrowing requirement which must
be brought back within bounds as soon as possible.

L{om S':AC&F'L*’ ("VJ "“""LI)
\fz"“ Sparens.,
The Rt. Hon. Mrs. Margaret Thatcher, M.P.,

10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
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From: JOHN SPARROW ] - 01-588 4545

21st November, 1980.

""ﬁ:o.t’dq/,

As the week draws to a close, attention is increasingly
concentrated upon next week's economic statements. Dealing first with the
past, the continued increase in dollar interest rates has caused that
currency to continue to strengthen, but sterling has still been relatively
firm against other currencies despite the fall in the direct rate against
the dollar. Our own money market rates have fallen during the week, rose
this morning partly in recognition of what was happening in New York and
partly because of PSBR worries, but as the day has gone on a mixture of
hope and expectation about lower sterling interest rates has been reflected
in a sharp reduction both in Treasury Bill rate and in the money market.
To-day's Treasury Bill rate would, under the old automatic linkage, lave
put MIR at 143%.

&

It is obviously too late for any thoughts that I report
his week to have any impact on the immediate future. After the
nnouncements, I will try to let you have an appraisal of City and

industrial reaction; I expect that the touchstones will continue to be the
size of the PSBR, control of publ%__gpending, the likelihood of continued
success in controlling and eliminating inflation and more effective taxation
based on North Sea oil production acting to some extent as an automatic
regulator of the ] pressures on the rest of the economy consequent upon
|1ncreasas in the price of oil which may not be reflected in the present
taxation base. The chief consequence that is hoped for is a lower level

of interest rates combined with maintainad and even strengthened discipline

in othef™&teas.
L{ SArT S-Ae "‘L'T
Nt e

The Rt. Hon. Mrs. Margaret Thatcher, M.P.
10 Downing Street,
London, S.W,1.

cc. Adam Ridley, Esq.
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Q‘ﬁ 10th September, 1980.
-—
Ekwn:fLyJC£;1‘

i
L..r . ﬂufd-gr' ('l

I am writing this letter, just before I go on an extended
holiday, very much happier about economic policy than I have been for some
time. If the indications that are creeping through to the Press are
correct, there is every hope that the ends on which everyone is agreed
will be pursued by means more likely to be successful.

From: JOHN SPARROW

You will certainly be aware that the City is becoming
more vocal in its criticism of recent economic events. It is important to
recognise that this is against the background of complete support for
your basic policies and for the general strategy which you are pursuing;
the disagreements are about tactics and about the effectiveness with which
some strands of the policy, most noticeably the control of the non-
productive public sector, are being pursued, With hindsight, I may have
been too strident in my advocasy of alternative tactics during the course
of this year. Nonetheless, I am fortified by the hope that those alternative
tactics are to bhe tried.

The news that the number of people registered as unemployed
now exceeds two million has revived discussion of a suggestion which I
passed on some time ago, that there is no logical reason why some forms of
employment are eligible for tax relief whilst others are not. In particular,
pEEETb employed in a house or garden have to be paid out of net income
whilst people employed in a business, even a one-man business, cost only
the net equivalent of their wages, This is one of the factors supporting
the grogth of the black economy, but it is also an obstacle to what could
be a significant source o1 demand for labour. At the anecdotal level,
there is also evidence of a willingness to supply a market for what used
to be called domestic servants; I myself know one mother who would very
much like to find such employment for a daughter who is due to leave school
next summer. I was reminded of the idea by a colleague who had a similar
experience,

I shall return from holiday on 13th October and will write
to you again thereafter. I am sure you would not want me to reiterate in
this letter all of the things which I hope will have happened by then. I
would, however, just like to confirm Anthony Harris's description of the
current wave of economic criticism: it is undoubtedly dry and not wet.

et i v

The Rt. Hon. Mrs. Margaret Thatcher, M.P., %Fe_\_ "m -
10 Downing Street,

London, S.W.1.

cc. Adam Ridley, Esq.
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From: JOHN SPARROW 01-588 4545

8th August, 1980.
ag :

Nedad Fh -»\’-—&-u T

The publication of the banking figures has given the markets
a good deal to think about and I imagine that the implications are causing
concern on the official side as well. It was always inevitable that the
énding of the S8D would reveal How much had been swept out of sight and it
is more than ever important to look at broad trends rather than at month
to month fluctuations in a particular aggregate. However, the conjunction
of this week's news with the start of the parliamentary recess encourages me
to write a rather longer letter than usual this week.

The corset itself is dead and buried and Sam Brittan has
written its definitive obituary. More significantly, a few people are
beginning to point out in the public prints that it is unusual to attempt
to reduce the su of any commodity by increasing its price. As one
correspondent put it, a reduction in supply leads to an increase in price
but an increase in price does not lead to a reduction in supply: indeed,
the basic functioning of the price mechanism depends upon supply being
stimulated by higher prices, demand meanwhile being constrained.

I remain of the view that interest rates are too high for
monetary purposes., There is no _doubt that corporate loan demand is still
runnlng fairly strongly and it remains true that for all practical purposes
that demand can only be satisfied by the banks, However, I suspect that a
visitor to this planet would be surprised to find that the accepted remedy
for strong corporate loan demand was to impose equally strong State loan
demand, thereby increasing the pressures on the credit market. On a rough
reckoning £15 billion of gilts have been sold since last November which must
surely outstrip any conceivable public sector deficit for those nine months.
To the extent that over-funding has taken place, the private sector is
crowded out of the capital markets which are the only logical source of the
funds it so badly needs. An announcement that no more gilts would be sold
in this fiscal year, on the other hand, would r§5T3T§_;§~open the private
capital markets, and would lead to significantly lower bank lending figures.
Companies do not go to the banks from choice, they go of necessity; and
they notice that the authorities have from time to time felt it necessary
to offset pressures on the banking market by repurchasing the gilts which
they have gone to such lengths to sell.

In this context, it is interesting that overseas government
issues in sterling markets are to be limited to £100 million a month '"to
permit the revival of the debenture market"; yet overseas issues are but a
gnat compared with the camel of gilt-edged sales.




Another feature of interest rate policy is its impact upon
the supply side of the economy. There is no question that you have been
following the right policy by imposing rigorous conditions upon the economy
in order to identify and ultimately eliminate the inefficient use of
resources., To date, the policy has worked, although the burdens have been
unevenly distributed: the productive sector has borne more than the
unproductive sector; exporters have borne more than domestic suppliers.

But by and large the real economy is responding to the policy. However,
there is presently a danger that the policy is too rigorous and that, instead
of just the weakest going to the wall, those of average efficiency are
getting close to difficulties, and even the hardest are being weakened. If
the response to that situation is more government aid for the losers, then
we will get the worst of both worlds,in which the efficient operations are
both restricted by the rigour of the policy and taxed to support the
inefficient, Government aid is often seen as a kiss of life, but it moxe
frequently proves to be the kiss of lingering death. It must be preferable,
instead of going down the aid route, to relax the overall pressure on the
economy and thereby allow market forces to do their work. This presupposes
a fiscal policy which minimises the public sector deficit. ]

A further point to bear in mind is that high interest rates
stimulate the revival of the use of sterli as an international currency.
About one-quarter of the gilts sold si;:i-?E;?ﬁE3;SEEE;_;?E-?EEEEHfoﬁ'HEVe
been bought by non-residents; in the same nine months over one-third of the
growth in bank deposits has come from non-residents.

To a classical economist, the current position would present
far fewer problems than we have convinced ourselves we see. His definition
of money would approximate to sterling ML, which 1S SROWLINg no signs of
getting out of hand; on the contrary, 3T has for twelve months now shown a
level of stability the results of which are visible in the economy and in
the prospective rate of inflation. He would be horrified by the size of the
PSBR and by assurances that the PSBR would be gradually reduced enabling
interest rates gradually to fall, and he would say that this was no time for
gradualism. He would regard the problems of credit growth as deriving
directly from an excessive budget deficit and would probably not understand
a policy of funding even beyond the needs of the public sector deficit at a
time when the most desperate need is to give the private sector
room to fund itself from the capital markets and not from the credit creation
agencies. Needless to say, I would agree with him and, judging from our
conversations in the two years before the General Election, so, I suspect,
would you,

I hope you have a very good holiday. I am quite sure that
you are winning but I remain a little worried that it is still possible to
snatch defeat from the jaws of victory.

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,

London,

S.W.1l.

cc, Adam Ridley, Esq.,




10 DOWNING STREET

From the Private Secretary 7 August 1980

Thank you for your letter of 6 August.

If I was guilty of being too sanguine about the July banking
figures when we had lunch, I certainly stand corrected now. Of
course, we all knew that the ending of the corset would mean:. an
exceptional increase; but we have been surprised - I fear - by
what appears to be a big bump in lending to the private sector.

No doubt the quarterly crediting of interest payments, which you
have stressed so often, played a part; and there are also pther
quarterly payments, for example of VAT, which may not be adequately
reflected in the Bank's seasonal adjustment.

I take your point zbout anecdotal evidence but this is not
something which is lost on the Prime Minister, and that is why she
(and I) find it very helpful to have your views.

LB LANKESTER

John Sparrow, Esq.
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From: JOHN SPARROW 01-588 4545

STRICTLY PERSONAL 6th August, 1980

:1342;:_1 "iﬂFJV\ .

Publication of the money supply figures reminds me that, when
we had lunch together on 7th July, I expressed the hope that the reduction
in MLR which had just taken place (and which I welcomed then and now) would
not be put in doubt when the bad money supply figures for July came to be
published. It seemed to me at the time that you doubted that they would be
bad and that you were even mildly disputatious on the point.

I mention this only because a month earlier, in a discussion
at which you were present, the Prime Minister seemed sure that the economy
was not at that time in a recession., Taken together, the two incidents
lead me to wonder whether or not insufficient weight is currently being put
upon anecdotal evidence of what is happening in the economy. Anecdote can
never be as accurate as carefully analysed statistics but it does have the
virtue of being more up-to-date and, provided you can be sure that it'is
reliable, should therefore have a value. The problem with waiting for the
statisties is that you are always.seeing a picture of things as they were
two months ago; if you were to put your umbrella up only when you had an
analysis of the rainfall, you would probably get wet more often.

I am writing to you personally, partly because it seems to
me that some thought should be given to the balance between anecdotal and
recorded evidence, but particularly because I see nothing in what is
currently happening in financial markets that necessitates a reversal of
the July MLR cut. In fact I think that there is a case for further
movements in that direction, but that is a theme that I will develop in a
letter to Mrs. Thatcher.

Wi Lo eashas

Your sincencty
~—.

Tim Lankester, Esq.,
10 Downing Street,
London, S.W.1.
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From: JOHN SPARROW 01-588 45456

1st August, 1980.

it g

Your speech in the no confidence debate has attracted a
quite remarkable degree of approval; in my experience it is unusual for a
speech in Parliament to attract as much attention as this one did, let alone
the degree of unanimity in what have been entirely spontaneous reactions.
It is an indication of the success you are having in changing people's
minds, because I am quite sure that opinions would have been much more
divided even a year ago,

In the financial markets, the dollar has shown some strength
this week in response to the view that the fall in dollar interest rates
has now come to an end. Quite separately, the gilt market has weakened
although a more accurate description might perhaps be that it has ceased to
discount quite so much of the decline in U.K. interest rates that is .
expected.

There has been some premature discussion this week of the
conclusions likely to be drawn by the Ryrie Committee. This has coincided
with a batch of price increases by the nationalised industries which have
demonstrated yet again that the control exercised by cash limits is both
incomplete and potentially dangerous. It is incomplete because a monoEolist

Gan _always expect to increase his prices without losing sales: even this
proposition is beginning to look doubtful in such cases as the commuter
traffic on British Rail, where there is now tangible evidence of a decline.

s ineffective in that it fails to distinguish between capital and
revenue items and therefore allows (one might even say encourages) the by
now traditional sacrifice of capital expenditure in order to preserve
current eerndi;uEgT-EETE-TE;E§-¥3-?E§EEE%EE?EE1ly damaging conclusion,
that capital expenditure which is necessary and economically justifiable,
is being postponed to the detriment of the country.

Ahead of the Ryrie report, it seems to me that what is
needed is a more commercial approach, in which nationalised industries are
required to adopt pricing policies which maximise their revenues, as opposed
to cover their costs, whilst at the same time having every incentive to
control their costs effectively. Quite separately, capital projects should
be appraised on their merits, bearing in mind that if they have sufficient
merits there is every reason to believe that they could be financed by the
private sector instead of having to fund themselves through the Treasury.
If, for example, British Rail follow the pattern of the Post Office and the
Electricity authorities in putting up their prices in order to finance
their capital expenditure without having any pressure brought upon them to
reduce their costs (and perhaps without regard to the optimum pricing
structure that is currently within their capacity) then we will still be
some way from mastering the art of financial control.




Going off at a tangent, I have spent some time recently with
people prominent in the ehemical industry, who have convinced me that they
do genuinely believe that their subsidiaries in France and Spain are able
to huy gas originally imported from this country at prices anything up to
33% below those being paid by their subsidiaries here. I do not pretend
to know the ins and outs of this particular story, but I hope you will not
mind my mentioning that I am personally totally satisfied that the chemical
industry believes what it is saying, a view which covers the conclusions
they draw as well as their premises.

l_lmptuur!' J:l\‘LllﬂbLA*
Vd

\{gt;ZL___ .S—E;-Jrvﬂﬂt-;> =

The Rt. Hon. Mrs. Margaret Thatcher, M.P,,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
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From: JOHN SPARROW 01-588 45645

25th July, 1980,

‘;Z>‘l5‘, ('2}1-.’1’lks~r1>4~u1,

The trends in the financial markets remain very much in line
with what I have previously discussed in these letters and I have nothing
useful to add to what I have said before.

Developments in the real economy are also very much as
expected and, whilst there is as yet very little intellectual perception
(particularly among trade unionists) of the link between excessive pay
claims_in the past and unamglozgent in the future, there is a growing

nstinctive realisation that the two phenomena are related and confidence
about the forthcoming pay round continues to strengthen. This inerease in
confidence is based on further evidence of growing determination,
particularly among industrial managements, to ensure the profitable survival
of the companies for which they are responsible. The process of education

is still very far from complete, and both British Leyland and the Ford Motor
Company appear able to complain about competItIon Trom Japan.s

of the ATEUMENT A6 E6tling home even though the argument itself is less

than fully perceived.

You were quite right to stress the need for the mobilitz of
labour; ne ttempts to take jobs to people have failed and jobs
Tust be allowed to develop organically where it is natural for them to do
so. Another step towards a better labour market would be
national pay agreements, and to allow local labour market forces to reassert
EBEMEETvBBT"T?-EE-Egiortunately true that the great bulk of national pay
agreements are in the public sector and it really is not sensible for
equivalent jobs in, say, Liverpool, Bristol, Dundee and Canterbury to be

id exactly equal rates, e use of national Bgreements 8 override local
fgﬂfﬁfﬁ'ﬁievenfs a beneficial decentralisation of the labour market, and
necessitates the need for comparability studies of doubtful reliability,

One area to which this problem applies is that of local
government, and there is some concern that the current proposals in
relation to local government finance will lead to increasing centralisation
rather than, as had been hoped, a state of affairs in which much greater
and genuinely local accountability could be achieved. The City in its
various activities continues to see local authorities spending, often for
purposes which seem inaEpropriate to the Eresen; state of the economy.

The chief weakness in control of local government spending seems to be that
local authority borrowing, quite apart from the security of the general rate
fund, appears to Mthicall ranteed by the central government.

If that m&iﬁlly available, any local authority
requiring support for its borrowings would have to accept whatever conditions
the pguarantor chose to impose., One could hope for a position similar to




that of the IMF when it assists a country in significant financial
difficulties. The initial impact would be that many local authorities and
perhaps all of them would be unable to refinance their existing debts without
guarantees. However, well run authorities would soon re-establish their
credit rating and those which are less well run would suffer conditions which
might at long last provoke the electorate to worry about what their money is
being spent on, The two factors which lead me to suggest that it would be
desirable to remove the automatic guarantee from future borrow:i.nga are the
conspicuous over-spending in local government and the equally conspicuous
apathy of most ratepayers in the face of that over-spending. To the extent
that the outcome were greater decentralisation, albeit after a difficult
interim period, I believe that it would result in a much better quality of
local government.

uom s ce <Arp :
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W,1.

cc, Adam Ridley, Esq.
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This has been another good week, chiefly because of the
growing recognition of the severity of the recession and the consequent
determination of management to achieve affordable pay settlements, which
seems to be matched by a growing willingness on the part of at any rate
local union representatives to accept the necessities of the hour.

To say this at this stage is very much in danger of counting
chickens prematurely. Nonetheless, I have this week had direct evidence
of a mutual willingness to offer and to accept a very tough bargaining
regime this winter. In terms of overall economic policy this can only be
encouraging for eventual success, although it remains true that most
industrialists believe that they and their workforces are shouldering an
undue proportion of the burden.

t

Confidence in the success of your policies is therefore
growing and is certainly shared by the overseas sector, Friends in
banking tell me that there has been a very substantial increase this year
in the proportion of sterling deposits owned by non-residents and there
has certainly been a sizeable acquisition of gilts by foreigners, even
though it appears that much of it does not work its way through in the
official statistics. The need to export capital, which was recognised by
the abolition of exchange controls, is exacerbated by the continued
inflow of funds attracted by the present level of interest rates and it
would therefore seem desirable to encourage foreign borrowers to consider
borrowing in sterling. The government as borrower may regard this as
unwelcome competition, but the government as government should welcome
such a development. As there are encouraging signs of a move away from the
practice of issuing predominantly long-dated high coupon gilts, the time
may be coming when a genuine international market in sterling debt can be
formed,

The disadvantage of this would be that the return of a private
sector issue market would be even further delayed with the consequence that
industry would continue to fund itself in ways which are fundamentally
unsound and which look bad in the money supply statistics. At the risk of
being boringly repetitive, the ideal state of affairs would be one in
which there was room for both private sector and overseas borrowing as well
as government funding, with no one of the three pre-empting the available
funds for any material length of time. The one bad feature of the week
has been the indication that government spending is running at a higher
level than even the pessimists had believed and certainly at a rate which
is incompatible with a healthy economy.

The Right Honourable

Mrs. Margaret Thatcher, M.P.,
10 Downing Street,

LOndon, S.W.1.

cc, Adam Ridle Esq.
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I am obviously delighted that MLR was reduced to 16%
yesterday and that flexibility may have returned to interest rate policy.
The announcement had its expected effect on the gilt market and on the
exchange market, although it is increasingly believed that the pound will
remain strong even if interest rates fall much further. Certainly this
appearsmWMWGre I am told that the -
expectations are that the pound is on a strengthening trend, whatever
short-term fluctuations may take place, A strong pound in itself, of course,
need not be a fearsome and damaging phenomenon; I have mentioned before
that other successful economies have benefited from the discipline imposed
by a strong currency. The peculiar problem in our recent experience has
been that people have found it difficult to cope with the damaging effects
of a strong currency because of the constraints and costs imposed by
simultaneous high interest rates. If interest rates were to fall further,
we might then have a clearer idea of the real balance of advantageé and
disadvantage arising from a EigEIy valued pound. ne shou not necessarily
assume that in those circumstances there would be quite the same strength
of feeling that the pound is over valued.

Perhaps the most significant reaction to the announcement
was the immediate strength of equities, which is presumably attributable
to a feeling of relief that the problems of the supply side of the economy
might now be eased. Underlying the whole of the market reaction, however,
is the hope that there are now to be renewed efforts to tackle the core of
all our problems, which is the budget deficit. In this respect, the
impression generated both before an nce your Cabinet meeting on economic
policy - that you stay firmly on course - has been enormously helpful,
because only if we get Egye demands from the government can we
hope to see a real revival of issues from the private sector, ch will
help to get industrial finances into much better shape and will incidentally
reduce loan demand, the figures for sterling M3 and the presumed need to
sell gilts to control that statistic.

All in all, it has been an encouraging week,
l_1!¢5,t,\fﬂl £-A :,gl-!al—\1

]
The Rt. Hon. Mrs. Margaret Thatcher, M.P.,

10 Downing Street,
London, S.W.1,

cc, Adam Ridley, Esq,
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:b‘__, . Tharebas,

The chief event of the week has clearly been the publication
of the Wilson Report which is generally regarded as being much more sensible
and constructive than had been expected.

To deal first with the obvious points, the banks and
insurance companies were delighted at the clear rejection of the concept
that they should be nationalised, and that this was the conclusion of all
of the Committee, The Stock Exchange were pleased with the comment that
the Office of Fair Trading was not the appropriate body to review their
activities; you will know the Stock Exchange themselves have been '
consistently arguing this point, on the very good ground that the OFT is
only permitted to consider the position as it is and not to make
constructive suggestions about possible amendments or alterations. Against
this background, the Stock Exchange's pleasure at the comment is somewhat
mitigated by their recognition that it is not within the Committee's power
to move the inquiry from the Office of Fair Trading into the CSI.

The pension funds are disturbed at the prospect of
regulation and, not having read the full report in detail, I am unsure
just what that regulation is intended to achieve. 1In a perfect world,
pension funds would operate within the law with a duty to account to their
members and if that could be achieved regulation in other ways should be
unnecessary. There is a fear that the question crops up as a step towards
the £2 billion investment fund recommended by half the Committee and opposed
by the other half. The investment fund idea ignores the fact, brought out
elsewhere in the report, that there is no shortage of money available for
investment but only a deficiency of demand. The Committee as a whole explain
that deficiency of demand by reference to inadequate prospective rates of
return in relation to the cost of money, but this is a fallacious argument.
So long as the public sector continues to pre-empt the bulk of institutional
cash flow it will do so by selling gilt-edged securities on yields higher
than the competition from the private sector can afford to pay and will
therefore always ensure that, however high prospective rates of return may
be, interest rates will be at a level that makes them unattractive. The
corollary, as you are well aware, is that there is a potential investment

fund far bigger than £2 billion available to the private sector once the

public sector balances its books.

Against this background, the Committee's discussion of
various alternative methods of selling Eilt~edged securities is very
imegsfant, ut hopefully reflects a problem that will rapidly decline.

It is important for the government to fund itself in the best possible way
but in the short term it is more important for it to be in a position not
to need to fund so much, Similarly, the idea of index linked securities,

which I believe would certainly be bad psychologically, comes up against
the proposition that the borrower who is already absorbing the whole of
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institutional cash flow cannot expect to take any more by changing the format
of his borrowing. I would certainly agree that an index linked security
would be better than a continued flow of high coupon long dated stocks, so
long as one believes that inflation can be brought under control. On the
other hand, an index linked stock would be subject to the same sort of
extreme price volatility which used to characterise the fixed interest market
in the almost forgotten days when the nominal coupon came close to
representing the real rate of interest; in other words, when coupons

really were low. Because of this, if we are to have index linked securities -
and on the whole I hope that we are not - then I believe it could only be a
market led by government issues and not one which can be pioneered by

private borrowers.

The suggestions about increasing the uniformity of tax
relief on savings should provoke constructive thinking. In a Sense,;
specia x reliefs always represent a distortion of the economy but at
least relief for savings can be expected to have a more positive effect
than the conventional wisdom that tax relief should be given to investment.
Beyond that, it would also be better if such tax relief as is given
discriminates as little as possible between the alternative forms of saving.
Discrimination between permanent and temporary savings is probably sensible
and almost certainly necessary, but the current advantages enjoyed by the
building societies and, much more particularly, by many forms of lending to
the government, seem to me to be unjustifiable. The peculiar privileges
of savings certificates, NSB ordinary accounts, low coupon gilts which are
exempt from capital gains tax,and so on merely reflect an ethos in which
lending to the State is preferred to all other forms of saving. The
privileges of the building sociéties are equally rooted in an historical
attitude that lending for house purchase is morally superior to other forms
of saving.

The building societies themselves are very unhappy about the
report. You may remember that they are something of a hobby horse for me,
but one has to recognise that their success has been very firmly based in
their willingness to compete with the clearing banks by offering a much
better service to their customers. This has inevitably changed the nature of
their activities as a savings medium and, without wishing to lose the
benefits that their successful competition has brought to the general public,
I do feel (regardless of my own prejudices) that consideration should be
given to two questions. One is whether the building society route is the
best way to provide funds for house purchase; the other is whether their
attractive facilities for -current account holders can be maintained without
eventually endangering the movement as it is presently constituted. The
suggestion in the Committee report that the breaking up of the cartel would
improve matters is, I am afraid, nonsense. In the first place the cartel
does not operate universally; more importantly, it is the function of a
totally free market to produce a price for whatever goods or services it
deals in and one can therefore expect in any market that the prices for a
standard product such as money will show very little variation from place
to place.

Turning to current affairs, you may have seen Anthony
Harris's critique of the definition of M3. He points out that neither
building society deposits nor credit card debts are included in the
definition of money and, at the very least, this must make a clear
understanding of the money stock at any time more difficult to achieve.
The very success of the building societies in competing with the clearing
banks has brought this question into greater prominence.

/3.




The fact that we are in recession is increasingly clear
although I am mildly surprised that the unemployment figures included so
many school leavers before the end of the school year. I take it that
children nowadays go from their examinations to their summer holidays via
the local office of the DHSS, which I cannot regard as either sensible or
desirable. Nonetheless, unemployment is a very real problem and, as I have
suggested before, is one largely confined to the supply side of the economy.
Against this background, the hopes that interest rates will soon fall
continue to grow but the expectations, if anything, are diminishing. The
gilt market looks more and more as if it was discounting a lot of improvement
a long way ahead, but is becoming less inclined to do so.

L{ow'f sincarcly
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The Rt. Hon. Mrs. Margaret Thatcher,
10 Downing Street,
London, S.W.I1.

cc. Adam Ridley, Esq.
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-.)-c..f (. Tharety, T

I have not written since our meeting on 3rd June (which
I enjoyed very much) because no material developments have taken place in
the economic situation until this week. However, we have now had the money
supply figures to 21st May which are thought-provoking.

B SRR ——

It is generally agreed that the most significant element in
the May figures is the size of the central government borrowing requirement,
and much depends upon whether or not this is freakishly large or reasonably
indicative of what we might expect in the immediate future. —The question
is important, not least because it is at least possible that interest rate
policy is approaching, not the bend for which I have been hoping for so
long, but a T-junction, 4

- S e o )

If the May figures prove to have been unusual, and it
transpires that central government borrowing in the next few months is at
a significantly lower level, then the reduction in interest rates which the
market now seems to look for every week should, I hope, at last become a
reality. On the other hand, if the next set of figures shows a repetition

_of what happened in May, alarm and despondency may spread quite rapidly
and make the continuation of the funding programme more or 1ess impossible
until rates are in fact raised. There is at least a danger that the
historical pattern - of a prolonged plateau in MLR always being followed
by a rise - will repeat itself yet again.

It is against this background that there is a very widespread
welcome for the indications that have emerged recently of a still fi
attitude towards pu ending and in particular towards local authorities.
These are seen more and more in the guise of an Achilles heel.

l—{’!bldksﬂﬁ J':-; ¢4Ll-nal~1 ‘
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The Rt. Hon. Mrs. Margaret Thatcher, M,P,,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
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Nalr' CUn. hsnitio,

During a week in which the gilt market has gently
strengthened and the equity market has equally gently decIined, tThe
Tominant feature has been the continued strength of sterling., Although
extraneous factors such as the oil price contribute to this strength,
the chief cause is undoubtedly the differential level of interest rates,
which has been highlighted by the weakness of the dollar consequent
upon the continued decline in U.S. interest rates. It is however worthy
of note that, in contrast to previous periods of sterling strength against
the dollar, the performance of the currency this time is equally clear
when one looks at the rates aghinst the major European currencies. Since
the beginning of the year sterling has appreciated by 5% against the
dollar and by 8% against each of the Swiss Franc, Deutsche Mark and French
Franc.

The impact of a high exchange rate on both imports and
exports is therefore much more general than it has been in the past, when
at times it has been CGoncentrated very largely on the U.S. and Canadian
dollars. I have referred before to the impact that this has on the
competitive position of manufacturing industry; it seems to me now that
there may be a dichotomy in the impact of economic policy in that high
interest rates and a high exchagggﬂrate may on the whole have a net
beneficial impact on the South of England and the Midlands whilst being

Tsadvantageous on balance to the industrial areas to the north and west.

It is not surprising that corporate loan demand continues
EE_EEEEQFSB- Everybody recognises that the non oil corporate sector is
going to be in significant deficit this year. In view of the large sales
of gilt-edged stock which continue to occur, the private sector is still
to some extent crowded out of the long term capital markets and can therefore
only fund its deficit from the banks. TLack of external competitiveness
AEgravates the deficit and, at current interest rates, bank lending is
more or less bound to increase by 5% at the end of each quarter when interest
is debited.

We are now approaching the time of the abolition of the
corset, when one can expect to see the completion of the process of
re-integrating subsidiary forms of lending into the money supply figures.
One must hope that this will be recognised as a reclassification arising
from an incomplete definition of the money supply rather than as a real
increase, particularly because, if it were perceived as a real increase,
the most likely reaction would be an attempt to sell more gilt-edged
stocks which would increase the overcrowding and exacerbate the situation.
I continue to believe that the present level of interest rates is having




a perverse effect upon the economy and in particular, I do not now believe
that there would be a danger, with lower interest rates, of an undue
relaxation in private sector attitudes towards excessive pay claims.

You will be only too well aware of the widespread view that
this year's wage round has shown the beam to be in the eye of the public
sector rather than the private sector. Like all generalisations, this is
far too sweeping and in many ways extremely unfair, but the real bulwark
against a pay explosion can only be intelligent and determined management,
and the morale and the determination of some managements has been weakened
by some of the public sector settlements. Although you are known to be
committed to a reduction in the size of the public sector it has probably
gained some ground this winter, in some cases (such as local government)
by borrowing heavily and in some cases by exploiting monopoly positions to
put up prices. The effect of all this is that the supply side of the
economy is suffering whilst the demand side is at worst on a plateau.

The need to regenerate the supply side is becoming a matter of some
urgency.

One aspect of the declining supply side is the increasing
level of unemployment. One despairs when the Chairman of the TUC Economic
Committee, no less, can be quoted as saying that high pay claims will
continue so long as there is high unemployment, without the least agparent
recognition that growing unemployment will continue so long as there are
excessive wage claims. One or two private sector companies are beginning
to negotiate on the level of payroll costs which they can afford, any
settlements at a higher level inevitably being shared by fewer people.

It seems to be an approach that is understood by union negotiators and
could beneficially be adopted more widely.

I am looking forward to seeing you again on 3rd June, when
I would welcome an opportunity to go over some of the ground outlined in
this letter. I am particularly concerned about public spending, pay
settlements, interest rates, and the state of the supply side of the economy.

ugm J‘;nﬂn.a'.-.f'
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

i
cc. Adam Ridley, Esq.
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)‘,g{ Nx. Vlatele,

The chief feature of the week in the domestic markets was
not the set-back stimulated by the Chancellor's cautious words on the
immediate prospect for interest rates but the speed with which the
expectation of lower rates re-asserted itself. This optimism has been
buttressed by the continuing decline in dollar interest rates, a decline
which has been checked both later and at a lower level than I had
expected.

The dollar itself has remained remarkably resilient in
the face of plunging interest rates, and the most likely explanation
(which is supported by anecdotal evidence) is that substantial capital
inflows have been attracted by the prospect of capital gains resulting
from falling interest rates. The deterioration in the position of the dollar
which one would expect to see in these circumstances will take place, only
when the reduction in interest rates is seen to have run its full course,
at which point it seems likely that capital will flow out of the dollar
and into sterling. ;

So long as there is a substantial difference between U.K.
and U.S. levels of interest rates we can expect a further period of
increasing relative strength for sterling which will exacerbate the
pressures already being felt by manufacturing and exporting industry.
Money will be attracted into sterling by high interest rates and by the
expectation of capital gains as those rates subsequently decline; to the
extent that that money is invested in gilt-edged securities it will not
affect the money supply statistics but any investment in bank deposits or
other private sector investments will increase the apparent money supply
which may in turn obscure the fact that the problems are those of interest
rates which are relatively high rather than unduly low,

It may therefore be worth considering interest rate policy
yet again ahead of the capital inflows which may shortly be attracted to

this country.
‘v(am £~ u—da.r
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W,1.

cc. Adam Ridley, Esq.
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The growing awareness of the scope for lower interest
rates later in the year, and the increasing hope that the fall will
start sooner rather than later, has been reflected this week in a
consistently improving gilt-edged market and in an exchange rate
which, when one corrects for the fluctuations of the dolTar, has
been weakening. The problems foreseen for the private sector are,
however, still sufficient to prevent the equity market from sharing
in the improvements shown by the gilts.

However, much of the heightened expectation of lower
interest rates stems from the rapid fall seen in the United States,
which now seems to have come at least temporarily to a halt; indeed
there are the first signs of some hardening of American interest
rates for periods beyond si nths. There is therefore at least
a possibility that U.S. rates may have fallen a little too far and,
taken in conjunction with the higher rates anncunced by the Bundesbank,
the external arguments for a reduction here may prove weaker than they
now appear. The internmal arguments, which I have reheﬁ;gga-before,
remain as strong as ever.

The two topics which have attracted most attention this
week (apart from various aspects of the Iranian problems) have been
the attempts to reach a satisfactory agreement with the E.E.C. on the
level of our subscription to the club, and the cost of Mr. Ian MacGregor's
services to the British Steel Corporation.

So far as the E.E.C. is concerned, the City understands
and enjoys a good negotiation and your efforts and strategy so far have
met with widespread approval. On the other hand, I have heard a very
great deal of dismay expressed already this morning on the subject of
the arrangements proposed for Mr. MacGregor.

Analysing the very considerable number of unsolicited con-
tributions which I have received on this topic it seems clear first of
all that nobody quite understands the nature of the deal. At one extreme,
it is a transfer fee for an extremely talented man and as such may look
reasonable in comparison with the figures paid for international foot-
ballers, but seems high against such cases as there have been involving

the release of businessmen for other duties. On this interpretation,
too, the inclusion of a large contingent amount is not at all understood.

0000!2




At the other extreme, the arrangements are seen as a way
of paying Mr. MacGregor something like the salary which he has already
shown he can command, provided that he is successful; people who see
the deal in this light simply think the numbers are too big and, parti-
cularly, that the presentation will cause considerable problems within
the steel industry and conceivably in other nationalised industries.

The salient point is that, whatever the basis underlying
the package, nobody understands it - and it is natural for people to
dislike what tHey do not understand. Equally, everyone who has spoken
to me who actually knows Mr. MacGregor (which I do not) speaks of him
in the most glowing terms and there is no suggestion of any doubt as
to his capacity and sultgkélity for the job in hand. But I have
referred to 1t at such length because I have never before encountered
such a mass of strongly worded criticism on any political matter.

Nevertheless the deal has been done and should, I think,
be adhered to. If, as is reported in the newspapers,‘E?T-ﬁEEE;EEar
commands a salary approaching £500,000 a year, then the price to be
paid for his services over the next three years will not be excessive
if he is successful. Some of the criticism that I have heard simply
regards the price as excessive, but the core of most arguments appears
to be that the presentation of the appointment has seriously damaged
the chances of his being successful. It might have been better to say
that the right man for the job commanded that sort of salary, which
would be a perfectly defensible and unclouded position.

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London S.W.1.

c.c. Adam Ridley Esq.
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Until this week, financial markets have behaved since the —7

Budget very much as expected and there has been little to comment on that
has not been more than adequately covered in the Press. To-day,
international tensions have become a dominating influence on all markets,
most conspicuously so in the case of the dollar exchange rate. Unless
and until those tensions are eased, markets are likely to remain confused
but there is as yet no reason to doubt the long term trend towards lower
interest rates and, eventually, a lower exchange rate. A

Within the domestic economy, much attention continues to
be focused on the level of pay settlements in the public sector. Despite
the various interpretations that can be put on such statistics as are
available, it is widely believed that many public sector settlements are
excessive and that many of the nationalised industries are in practice
regarding cash limits as a restwiction on their capacity to invest rather
than on their ability to pay higher wages. Both the Post Office and
British Rail have recently made the point that their investment plans are
being restricted against the background of pay offers which many people
outside the respective industries regard as being on the high side.

There is the further point that those nationalised
industries which exercise an effective monopoly are also relieved of any
obligation to control wage ments by reference to their cash limits,
in that they have freﬁh%m:ml-——/'
customers, The consequent impact upon the Retail Price Index then ensures
that private sector pay negotiations come under increased upward pressure.

Private sector employers are therefore faced with a steadily
rising market price for labour and expectations by their labour force that
that market price will be available. It is unfortunately not possible in
a free market for an employer only to pay what he can afford, because he
cannot alone determine the market price of labour. He has to accept the
price determined by the market as a whole and can only respond by tailoring
his own demand for labour to the number of people that he can afford to
pay at that price. Public sector pay increases are therefore leading
inexorably to private sector unemployment.

There is a further distortion produced by the practice of
national wage settlements. In most activities, there is no national
market for labour in this country and a local government job which is
only tolerable in the South of England if the pay scale is buttressed by
overtime payments becomes, in Dundee, an employment so desirable that it
becomes an object of patronage. Because the labour market is in fact a
series of regional labour markets, we continue to see a strongly marked
pattern of regional unemployment. It remains true that unemployment in

/2.




the South East is, broadly, a voluntary situation whereas in many industrial
areas further north it is very involuntary indeed.

It therefore seems desirable in everybody's interest to try
to move away from national wage settlements on to a more regional basis.
It also seems worthwhile reviving the suggestion which I made in a letter
some time ago, that some of the nationalised industries should be converted
into public utilities, along American lines, with independent utility
commissioners charged with the authority to review pricing policy, to check
the abuse of monopoly power and to impose sufficient discipline to
encourage efficiency and sensible long term development. It seems doubtful
that the present system of cash limits and departmental control is likely
to prove sufficiently effective sufficiently soon.

L-'eu\r:l $-a tet-da., '

The Rt. Hon. Mrs., Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1,

cc., Adam Ridley, Esq.
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28th March, 1980,

éw . Tharely,

The reaction to the Budget has been relatively muted in the
City, not because it is viewed with any disfavour but because it contained

no major surprises, the broad lines having been fairly well advertised in
advance. It has been seen very much as a Budget to ponder rather than as
one which necessitated rapid action.

To the extent that a Budget can be divided into its
strategic and tactical parts, there continues to be widespread endorsement
of the strategy, such quibbles as I have heard being concerned only with
some of the tactics, Both the concept of medium term targets and the
targets themselves have been welcomed; here and there one can hear worries
about possibilities of being blown off-course at some point during the next
four years, but this is balanced by a widespread belief that some at least
of the targets are conservatively based; for example, it is thought that
the PSER in 1980/81 will in fact be less than £8% billion, quite regardless
of any improvement in our contribution to the E.E.C.. The most difficult
group of targets to assess is that for the money supply. As it is known
that the ending of the corset scheme is 1ik§T§_?3-g§fng back into the
statistics money which has been routed outside the corset, it appears that

e real tar T are likely to be nearer to 5%-9% than to the
stated 7%-11%. In later years, there may be some conflict between the
money supply targets and the rate of growth in the economy, if the
assumption about 1% per annum growth proves to be too low; one suggestion
is that in a medium term plan it is perfectly possible to express money
supply targets as a margin over the rate of growth in the economy, a
course of action which would clearly be totally impracticable for short
term control purposes. :

Still at the strategic level, I have heard mild suggestions
that the process of moving from direct to indirect taxation could have been
taken further this year, but the much more general view is that a pause in
the process 1s acceptable and probably necessary, given that, for whatever
bad reasons, increases in the RPI still seem more likely than not to be
reflected in wage settlements and eventually in unemployment. Similarly,
there has been a mixed reaction to the increasing use of the concept of
indexation either to justify measures or as part of the framework of
reference within which measures are set. In particular, those of us who
believe that indexation is a dangerous concept are concerned that it may
become more difficult to remove it from the field of public sector pensions.
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Finally, on the strategic front, there has been a very
warm welcome for the various measures designed to help small businesses,
to encourage divestment and to establish enterprise zones, There are
signs that City imaginations are being captured by these proposals.

Turning to the detailed proposals, I have heard little or
no criticism of the decision to leave direct taxation largely unchanged;
there was some regret that the investment income surcharge continues, at
any rate at its former level, and some worry that the increase in the
threshold for this surcharge implies that it has more permanence than had
been thought and hoped. The changes in the treatment of unemployment pay
and benefits to the families of strikers have been welcomed on both economic
and political grounds. Many people wish that stamp duty could be abolished
and think that it should be, whilst recognising that it is a remarkably
cheap and efficient way of raising money. And it is a very common view
that the proposals relating to company cars will encourage rather than
discourage this form of benefit in kind, which is not what people had been
expecting. In particular, it is surprising that free petrol can still be
provided for private use, The only other criticisms I have heard have
been based very much on personal interest. '

The immediate reaction of the equity market has been to
continue the adjustment towards a balanced recognition of the prospects
for the corporate sector this year. The gilt market is recovering some
of its fairly small early losses and should I think move gradually up.
Perhaps the most interesting aspect has been the very severe continued

Shortage in_the money markets, where interest rat&S remain very hi%h.
The view gaining ground is at this might mean that the government's
financial position is rather better this year, than has previously been
the case at this time of year which, taken in conjunction with the fact
that the requirement to sell gilts represents the lowest proportion of
institutional cash flow since 1971/72, should mean that the long awaited
mprovement in the gilt market will materialise later in the fiscal year.
Meanwhile, sterling continues to be extremely strong.

The Rt. Hon. Mrs., Margaret Thatcher,M.P.,
10 Downing Street,
London, S.W,1.

cc. Adam Ridley, Esq.
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23 GREAT WINCHESTER STREET

LONDON EC2P 2AX
From: JOHN SPARROW 01-588 4545

7th March, 1980.

Dear Mty ;

Perhaps the most significant feature of the week has been the

resurgence of the dollar, accompanied by the relative stability of sterling.
Events in the currency markets have again demonstrated the powerful influence
of interest rates upon exchange rates, and the difficulty experienced by
central banks in attempting to resist market pressures other than through the
interest rate mechanism. Indeed, at the beginning of the week, there were
fears that there might be an outbreak of international interest rate war,
resistance to the recovery of the dollar being in some contrast to the
intervention which took place last year when the dollar was falling.

I gather that the only noticeable selling of sterling last
week came from Middle Fast sources dealing through New York. However, we
will not know what the real market price_for sterling is until your 'domestic
economic policy has come to fruition and we have seen how the world values
a petro-currency when the budget is balanced and inflation and interest
rates are much lower than they have beem IN the last five years, I would
guess that that will not be before 1982/83 and, although the talk about
entry into the EMS appears to be reviving, I cannot believe that we could
successfully become members before we have achieved domestic economic
stability. When we have done so, I hasten to add, I believe that there will
be a case for entering the EMS.

On the domestic front, there still seems to be a considerable
gap between the gloom of the professional forecasters and the admittedly far
from euphoric views of people engaged in industry and commerce. Almost
certainly, the forecasters under-estimate the resilience that the private
sector can be expected to show when it is allowed to function freely in
markets from which it is not crowded out by government; the existence and
prosperity of the black economy continue to demonstrate that the private
sector's spirit is willing when it is untrammelled. Personally, I would
like to see more emphasis given to explaining the benefit of a revived
economy to everyone in the country, including trade union members, I am
sure that many of these do understand that their Teal interests are best served
by a return to a system which permits and encourages the creation of wealth;
but it sometimes appears too easy for trade union leaders, advocating and
pursuing destructive policies which none of their members would practice in
his own vegetable garden, to claim that disagreement with their political
or out-dated industrial views constitutes an attack on the living standards
of the trade union movement when it is in fact an attempt to offer trade
unionists the prospect of much better living standards than the policies
of their leaders could ever offer to them,




Part of the problem is the eguivalent to what in other
countries would be regarded as a return to tribalism, There is no doubt that
Mr. Sirs leads a tribe. I do not myself think that he has acted in the best
interests of his tribe, and we should soon see whether or not a majority of
the tribe think so, but it is unfortunate that industrial tribes should find
themselves set at each other's throats and that the TUC cannot see the folly
of consistently supporting each tribe in turn in its war against all the other
tribes. Mr. Sirs was quoted in the Evening Standard on Wednesday as saying,
apparently with satisfaction, that tens of thousands of workers had been laid
off as a direct result of the steel strike. It is a sad comment, but still
there is no reason to believe that it is representative. But it would be
helpful, in seeking what many people still see as sacrifices, to place
rather more emphasis on the rewards that working people can expect once the
sacrifices have been made.

uou\ﬁ &%q.—o&-r'
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
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23 GREAT WINCHESTER STREET
LONDON EC2P 2AX
From: JOHN SPARROW 01-688 4645

29th February, 1980.

Desr N Tharits,

In my earlier letter I referred to John Forsyth's forthcoming
Economic Review, of which I enclose an advance copy.

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,

London, S.W.1.




A FISCAL POLICY FOR THE 1980's

Over the past three years, rising North Sea oil
production and a sharp increase in the world oil price
have both placed sterling under growing upward pressure.
When this pressure finally forced the exchange rate over
U.S.$2.30 last July the authorities relaxed a large
number of the existing exchange controls.

At the time it was apparently hoped that this
measure alone would generate sufficient capital outflows
to alleviate the upward pressure on sterling in the
foreign exchange markets. Indeed, for a short period
such a view $eemed justified as sterling fell back to

U.S.$2.06 at the beginning of November following the
final removal of exchange controls. This level marked a
low point however, for since then sterling has moved
steadily upwards.

This edition of the Review examines the
implications of the government's ‘present fiscal and
monetary policies for the structure of the balance of
payments as the value of North Sea production continues
to rise, and concentrates on the effect of these policies
on U.K. industry. In particular, it suggests that the
government should run a financial surplus while revenues
from North Sea oil are at their peak.

THE POLICY DILEMMA

The initial reaction to the discovery of North Sea oil on a scale
which would make the U.K. self-sufficient in energy during the
1980's was to regard this development as a straightforward
benefit to the economy. It is only in the last year or so that
there has been a gradual realisation that development of this
finite and unrenewable national resource could seriously
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distort the structure of the U.K. economy. In particular it has
begun to be appreciated that, unless the benefits are managed
appropriately, oil production could significantly undermine the
internationally traded sector of the economy, which includes
both manufacturing and services.

The reason for this is that there must be a balance of
payments counterpart to North Sea oil production. The U.K.,
virtually alone among the industrial countries, will shortly be
self-sufficient in energy and the gain to the balance of
payments on this account is very substantial: with the rise in
the oil price to over $30 a barrel the market value of U.K. oil
and gas production is now running at some £16bn a year. The
gain in respect of energy must be reflected either elsewhere in
the current account or in capital outflows which could take the
form either of a deficit on capital acceunt or of exchange
market intervention and reserve accumulation by the
authorities.

However, since North Sea oil production began on a significant
scale in the winter of 1976 the capital account has remained in
surplus except in 1978 when there was a significant outflow of
funds. The cumulative position from the first quarter of 1977
to the third quarter of 1979 showed the capital account in a
surplus of £4.5bn and the balancing item in a surplus of £5bn.
These inflows were offset by £8bn of official intervention in
the form of reserve accumulation so that the current account
has shown a cumulative deficit of £1.5bn. Thus, the
counterpart to rising North Sea production has so far been
principally a sharp deterioration in-the non-oil current account
in which the rise in the sterling exchange rate has played the
decisive role.

There is now a greater recognition that the adjustment to
North Sea production should take the form of a net capital
outflow rather than a continued deterioration in the non-oil
current account. The decision to abolish exchange controls
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was influenced by this view but, while it was a necessary step
if private as opposed to official capital outflows were to
develop, it has not of itself proved sufficient to generate such
flows.

The problem is that the present combination of fiscal and
monetary policy militates against the development of net
capital outflows. The current Public Sector Borrowing
Requirement, (P.5.B.R.), is around 53% of domestic output and
the monetary targets imply that it should be funded by gilt
sales amounting to some three quarters of the cash flow of the
pension funds and life assurance companies. The authorities
are committed to raising interest rates to whatever level is
necessary to fund the P.S.B.R. within:the monetary targets
which in practice means raising interest rates to a level at

which capital outflows will be minimal. Moreover, in selling so
large a volume of securities to domestic investors yields are
driven to a point at which considerable inflows of overseas
funds occur. Thus gilt sales to the overseas sector amounted
to £635 million in the third quarter of last year.

A possible method of dealing with this problem would be to
impose inward exchange controls. There are two objections to
this course of action. The first is that inward controls are
unlikely to be effective in_a country such as the U.K. with
long established international financial connections. Thus
controls on increases in pon-resident owned bank deposits,
which have typically accounted for over 10% of total sterling
deposits, would merely serve to stimulate the already rapid
rowth of the eurosterling market. Similarly, restrictions on
foreign holdings of gilts would create an opportunity for
companies to finance their U.K. operations by issuing
eurosterling bonds, thus simply diverting the inflows. The
second and more fundamenfai objection is that if the aim of
policy is to secure a significant capital outflow, control on
inflows cannot be of more than marginal use’™
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The policy dilemma of the authorities is therefore clear. They
may have come to accept that in principle net capital outflows
on a substantial scale are a necessary counterpart to oil
production and have relaxed exchange controls in order to
facilitate them. However, such net capital outflows are
unlikely given the size of the P.S.B.R. and the commitment of
the authorities to raise interest rates to whatever level is
necessary to fund it in the gilt market rather than via the
banking system. In other words the authorities' fiscal and
monetary policy precludes a deficit on capital account and
thus ensures that the counterpart to North Sea production is a
loss in the market share of U.K. industry.

THE SQUEEZE ON THE CORPORATE SECTOR

The authorities' commitment to 'a medium term reduction in
the P.S.B.R. is founded on general financial considerations
rather than any specific views as to the correct fiscal
adjustment to North Sea developments.  Although the very
large prospective increase in revenue from the North Sea is
seen as providing the fiscal means for effecting a reduction in
the P.S.B.R. along with further cuts in taxation, it does not
appear to be seen as a factor which should influence the
medium-term target for the P.S.B.R. In particular, it is not
yet clear how far government revenues from the North Sea
will in the medium-term be used to impraove the government's
fiscal position and how far to reduce other taxes as in the 1979
Budget.

There is, in any case, a considerable debate over how rapidly
the P.S.B.R. should be reduced, with concern in some quarters
that a reduction in the P.S.B.R. at a time of recession would
exacerbate the economic downturn and place dangerous
pressure on the financial position of the corporate sector.

However, the justification for maintaining a high P.5.B.R. in
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order to minimise the falls in output and employment, and in
particular to shield the corporate sector, is open to question.
Indeed there are two reasons far believing that maintaining the
P.S.B.R. at its present level in real terms will, in the
particular circumstances of the U.K. economy, have a
contrary effect.

The first is that a lower P.S.B.R. is, in current circumstances,
more likely to be reflected in the balance of payments than in
the corporate sector's position. A lower P.S.B.R. would
involve lower gilt sales by the authorities and lower interest
rates. This should be reflected in lower capital inflows to the
U.K. as the overseas sector is typically sensitive to interest
rate changes.

Moreover, a reduction in issuing by the U.K. authorities would
probably induce international borrowers, who are now free to
borrow in the U.K. markets, to satisfy the very strong
institutional demand for fixed interest securities in the U.K.
Such borrowing would constitute an outflow of capital across
the exchanges.

For these reasons a lower P.S.B.R. would probably be mainly
reflected in a weakening of the capital account and a
corresponding improvement in the current account. The
mechanism for this would be a lower exchange rate which
would tend both to improve the cash flow of companies in the
internationally traded sector and their willingness to run a
financial deficit.

The second point is that a lower P.S.B.R., by making it possible
for the corporate sector to look to the capital market as well
as the banking system to finance its deficit, and by lowering
the interest rates at which its debt is financed, will tend to
increase the willingness and the ability of the corporate sector
to run a financial deficit.




These arguments would suggest that maintaining the P.5.B.R.
at, or near, its present level in real terms will not only
exacerbate the squeeze on the corporate sector over the next
twelve months but will be the primary cause of this squeeze.
Far from exerting an expansionary influence on the economy a
high public sector deficit may increase the pressure on output
and employment. :

THE POLICY IMPLICATIONS

While the correct fiscal stance for the next financial year has
been a matter of considerable debate there has, as yet, been
little discussion as to the appropriate fiscal position in the
mid-eighties beyond a general, but by no'means universal, view

that the P.S.B.R. should be reduced. In particular, there has
been little consideration of the implications of the emergence
of the U.K. as a major oil producer for fiscal policy.

However, the prospective scale of U.K. oil revenues make it
arguable that government policy should aim not merely for a
reduction in the P.S.B.R. but rather for a significant surplus.
There are two reasons for this.

The first is that, if the UK, is to export capital on a scale
comparable to the balance of payments gain from the North
Sea in the mid-eighties, which will be running at some 10% of
G.N.P., while at the same time restoring the capital market as
a source of funding for the corporate sector, the demands on
the capital market will be exceptionally heavy both in relation
to thHe existing level of institutional flows of funds and in
relation to G.N.P. In these circumstances for the public
sector to add to those demands would be either to reduce the
pace of capital outflows or to frustrate the funding of the
corporate sector's desired deficit or both. If, however, the
public sector uses its North Sea revenues to reduce the
outstanding level of domestic debt, that is, to run a surplus, it
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will be adding to the flow of funds available to finance both
the corporate sector and an adequate capital outflow.

The second and more fundamental point is that during the
years of peak oil production the government will be enjoying a
very large and non-renewable source of tax revenue whose
value in any particular year will he heavily dependent on a
commodity price which has a high degree of intrinsic
volatility. The government has rightly perceived that to use
these revenues to finance higher public expenditure would be
to arouse expectations which could not be satisfied when
revenue declines. By the same token, to use such revenues as
a substitute for other forms of taxation would be to frustrate
the capital outflows which are vital if the economy is to adapt
smoothly to the decline in oil production which will begin in
little over a decade.

In this context it is worth citing Alberta as an example of an
economy where a build-up in oil production and government oil
revenues has been handled in exactly this way. Clearly as a
province within a national economy Alberta is not faced with
an immediate exchange rate problem. However, in an
attempt to spread the benefits from these oil revenues over
the longest possible time period and minimise the dislocation
to the local economy, it has bought in the state debt in its
entirety and is now looking for opportunities to invest its
surplus funds elsewhere in Canada. As a result of this policy
the Albertan economy is now- booming as investment
opportunities in both the oil and non-oil sectors and the
availability of finance in the province have attracted new
industries.

Following the oil crisis in 1973 the U.K. authorities rapidly
accepted the argument that as an oil importer, the U.K. would
have to run a higher public sector deficit in order to offset the
deflationary impact of the higher oil prices on the economy.
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Unfortunately, the authorities have as yet not accepted the
corollary to this argument, namely that, as an oil producer, the
U.K. should run a smaller deficit and even a public sector
surplus in order to preserve the industrial structure of the
economy and encourage the growth of the non-oil sector.




. 23 GREAT WINCHESTER STREET

LONDON EC2P 2AX
From: JOHN SPARROW 01-688 4545

29th Febrwmry, 1980,

Dasr Tia i

I am sorry not to have written to you last week. Had I done
so, it would have reflected the view that it had been a very good week, with
evidence on several fronts that you are winning the battle for people's
minds and with encouraging indications that the PSBR in 1980/81 would not,
as had been feared, be higher in money terms than it is this year.

There appears to have been some wavering this week, but as
far as I can see it is confined to Westminster. Quite apart from the solid
evidence of growing realism provided in the private steel sector and at
Longbridge, the industrialists I speak to remain firmly behind youn policies
and are even beginning to recognise that it is part of management's role to
protect fellow employees. There has for some years been a reflex attitude
that only unions could look after their members' interests, but this is
being replaced by recognition that management has a duty in this respect
which is all the more compelling when some union leaders are failing to
perceive the best long term interests of their members.

In the longer term, the indications that the PSBR will be
reduced this year are greatly welcomed. I hope to send you next week a
preliminary copy of an article by my colleague, John Forsyth, in which he
argues that the correct stance for an oil producer is to run a surplus
rather than a deficit, and that this, somewhat contrary to the conventional
wisdom, could only be advantageous to the private sector, As you know, I
share these views.

The case for lower sterling interest rates has obviously been
affected by the pattern of increases in many major economies. Most of these
appear to have been for domestic reasons, but the move in Germany seems much
more directed towards protecting their exchange rate - with no marked
initial success. Anything like an interest rate war would be a most
unfortunate development, but a reduction in our PSBR should ensure that our
rates beEin to fall. For the time being, it would help if the supply of
gilt-edged securities could be restricted to whatever amount is needed for
funding purposes. It would_pot be consistent to over fund to control the
money supply at a time when considerable and welcome effortg_are being mada
to prevent short-term interest rdtes from going too high.

asd

L—’, w3 A c-l._c-ufn-’
’
The Rt. Hon. Mrs. Margaret Thatcher, M.P,,
10 Downing Street, g'lg_ S P e
London, S.W.1.

cc. Adam Ridley, Esq.




. 23 GREAT WINCHESTER STREET
LONDON EC2P 2AX
From: JOHN SPARROW 01-588 4545

15th February, 1980.
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In the City, financial developments are still having more
of an impact than events in the industrial economy.
b

The decision of the Bank of England to offer sale and
repurchase facilities in respect of the gilt-edged holdings of the clearing
banks was generallx welcomed as indicating an uﬁwillingness to see interest
rates rise still further, although there were a few voices which worried
about the possibility that this might indicate a weakening of your resolve;
as you know, I believe that it should be consonant with your resolve that
interest rates rise no further. There was also a suggestion that confining
the proposed facility to the clearing banks might simply divert the pressure
elsewhere in the banking system, but it is too early to say whether'or not
this fear is justified.

The money supply figures which have just heen published did
not really come as a great surprise as they were previewed in the banking
figures last week. My admittedly partisan eyes did notice that sterling
M3 (which is the controlled quantity) has risen by about 9.4% in the nine
months since the Election whereas the narrower ML, which is not the subject
of control, has risen by only 3.6% in the same period.

e

In the industrial economy there is growing sadness about
developments in the steel dispute accompanied by a feeling that both BSC and
Mr. Sirs have failed to take opportunities to extract themselves from the
dilemma in which they find themselves. What has been revealed of the
Cabinet's reaction, in terms of changes in industrial relations legislation,
has been generally welcomed. The precise proposals are not yet clear, but
the impression of changes in the laws on secondarz Bicketing and in the ways
in which strikes are financed is a welcome one, the provisions on strike
pay particularly so, There is widespread acceptance of the unworkability of
laws to which people refuse to be subject, but there is equally an awareness
that a T3f'3T'fE3'5335T51ﬁ§??ﬁ;ﬁ?-354?ﬁbught to refuse to subject themselves
to amended legislation would do so unwillingly and under duress. One feels
that you are probably staerIng as good a path as possible Through a mine-
field. I should perhaps add that, despite the treatment in some newspapers,
most of the people 1 talk to regard the rumoured split in the Cabinet as no
more than healthy discussion on a very difficult subject about which a range
of diverse views can perfectly properly be held.

Neither the steel strike nor the apparent turn for the worse

in Lexlgnd has significantly impacted op the financial markets. Leyland

seems to be another case of premature hopes being at least temporarily dashed
and suggestions that the only answer is to appoint a Receiver are again being
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heard. That course was remarkably successful in the case of Rolls Royce,
but I believe that the financial stringency from which the private sector
is now suffering makes it much more doubtful that the recipe would succeed
at this time. Yet again the size of the PSBR proves to be an obstacle to
what might otherwise prove the right way to restore Leyland to viability
reabsorbed in smaller units within the private sector,

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc, Adam Ridley, Esq.




. PRIME MINISTER

MONETARY POLICY

You raised some questions on John Sparrow's latest letter:

(i) Would it be possible to reduce interest rates by a tiny

amount if at the same time we got an undertaking from the

banks that they would limit credit on credit cards?

I think this is not feasible for three reasons. First, as

you know, there is considerable pressure for an increase in

interest rates at the moment because of thepressure on the
T T P —

banks' liquidity. This in turn is due to the heavy borrowing

B§-?EE_ESEEhny sector, and to the recent very heavy sales of

gilts %o %He non-banks. Second, personal lending by the
g~

éEE::T-_Elearers was actually negative in January. Third, it is
unlikely that the clearers would agree to limit credit on

- . - -r
credit cards unless limits were also brought in on in-store

—— e e

credit cards. The latter have become much more important

recently, and it would be difficult to get the stores to agree.

(ii) Could we let MLR go free again?

When it was free, MLR was calculated on the basis of the
Treasury bill rate plus % per cent and rounded to the nearest
1 per cent. This would put MLR at IG%Iper cent. However,
the Treasury and the Bank would resist a return to the old

system since they believe we were getting the worst of both
worlds under it: we were being blamed for the level of
———————— -
interest rates and yet we had less control over them than we
e ———,

do now.

e
(iii) You were told that there is no limit on the amount that
local authorities can borrow in relation to their rating income
even though the loans are secured on the rates.
There are two types of LA borrowing:-




(a) Short-term borrowing through the issue of bills -

—

these are secured on the rates but only for one year at

a time. In other words, borrowing at the beginning of
S—————

the year cannot exceed the total revenue expected from
e ——— e iy — S ——
the rates during the course of the year.

(b) Long-term borrowing for capital expenditure. There
are no controls on this borrowing as such, but there are
controls on capital speﬂding.' So the borrowing is
controlled by a round-about route.

(iv) John Sparrow suggested that high interest rates are
themselves inflating the monetary aggregates by encouraging

round-tripping, by attracting money out of the building'

e . = b :

societies and into the banking system by bringing in money
over the exchanges, by increasing the amount of interest which
gets debited to over-drawn accounts, and by discouraging
domestic deposits from moving overseas. There is some truth
in all of these charges, but the question is how to get
interest rates down? When we are trying to run a tight

—————
monetary policy and the demand for credit from the private

sector remains high, interest rates are bound to stay high
also. If we were tO reduce MLR at the moment the market would
almost certainly take no iﬁf%rggt. It might even have a

perverse effect in suggesting that we no longer were worried
about the monetary target. In short, although the high level
of MLR and of interest rates generally may be inflating the
monetary aggregates, the money supply would probably go even
higher if they were to fall at the present time. On the

specific point of round-tripping, the answer to this is either
for the Bank to ease .the liquidity of the clearers (as they
have done today), or for base rates to rise still further.

___M
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23 GREAT WINCHESTER STREET

LONDON EC2P 2AX
From: JOHN SPARROW 01-658B8 46456

8th February, 1980.

b.uu Cle. Therite A

The City generally is in a mood to wait and see what happens
next and there is therefore very little to discuss in relation to the behaviour
of the financial markets during the last couple of weeks. One merely notes
that, despite a series of domestic problems including the steel strike, the
behaviour of the monetary aggregates, and the dismissal of Mr. Robinson, the
pound and the equity markets have continued to strengthen, whilst the gilt
market remains without a real sense of direction.

Your comments at question time yesterday on the subject of a
new monetary base have helped to concentrate attention on that possibility.
The authorities in the Unite tates have, of course, been working on a
monetary base system for some time now and one of the lessons that has been
thrown up by their experience is that it is dangerously easy to control the
components of a statistical concept without necessarily controlling the
realities which it s supposed”to reflect. Since the introduction of the
Volcker package the authorities in the United States have been conspicuously

successful at controlling the statistics but increasi unsuccessful at
controlling the reali - largely, as your answers in the House indicate,
because of the growth of what the specialists call "disintermediation".
This is obviously undesirable in itself; it also has at
least one undesirable consequence, which is that the market loses faith in
the statistics and recognises their lack of relation to reality. It is for

this reason that the U,S. dollar bond market has collapsed in the face of
what had been, on the whole, an encouraging series of figures.
e A i e RN L Y F ik A R S e e gy

There are times when the same sort of danger is already evident
in this country. One example is the calculation of the PGHR on a basis which
excludes the proceeds from the sale of state owned assets. One has the

mpression that to the official mind planned asset disposals do not constitute
either a part of the PSBR or a supplement to it; it remains a fact that, in
market terms, both elements represent a part of the government's financing

need and both have identica; elffects upon the securities markets, and upon the
ability o e private sector to finance itse reasonable cost.
e e ————
It is possible that we have the same dichotomy between
statistics and reality in the case of the monetary aggregates. A policy of
high interest rates will itself at some stage inflate the monetary aggregates,
by encouraging round tripping, by attracting money out of the building
societies and into the banking system, by bringing in money over the exchanges,
by increasing the amount of interest which gets debited to overdrawn accounts
and, because high rates tend to lead to a high exchange rate, by discouraging
domestic deposits from moving overseas. In addition, because capital gains
on gilt-edged stocks held for more than a year are tax free, it could to-day

prove profitable for corporations to borrow money (inflating the aggregates)
to invest in gilts (which may or may not offset the increase).




To reverse the argument, it is quite possible that a reduction
in interest rates at this moment, which is very far from being a text-book
move, would act in several ways to improve the monetary aggregates without
any prospect of harm at real level except for the mgdiym term possibility
that there might be some small increase_in loan demand from the corporate
sector. As you know, I believe that corporate loan demand is largely
Iﬁ;afﬁntary and relatively inelastic at anything like current interest rate

levels and I would not therefore expect lower interest rates to cause any
real damage: I would expect a significant psychological advantage.

While the clouds are still massing on the industrial front,
it is probably not practical to think in terms of lower interest rates.
However, I remain convinced that interest rates must move down rather than
up and that they must do so sconer rather than later, particularly in view of
the scissors effect suffered by the corporate sector from a linked combination
of high interest rates gnd a hiﬁh exchange rate. am told that there is a
danger that a reduction of interest rates would be regarded as a U~turn; I
think there is also a danger of being over-aware of possible allegations of
a U-turn. Most of all, I think it important to keep one's eyes on the real
situation and to recognise that even the best statistics are only proxies for
reality. The two dominant features of our financial and fiscal position
are North Sea oil and the PSBR and financial policy must recognise the
consequences of the former and minimise the potential damage caused by the
latter.
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

ce. Adam Ridley, Esq.
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25th January, 1980,

On the whole, this has been a steady week in the financial
markets apart from the astonishing, albeit predictable, fluctuations in
gold and silver. The sale of another large issue of gilt-edged stock has
been accomplished successfully, although it has resulted in very straitened
circumstances in the short-term money market, In due course the continued
sale of gilts will presumably be reflected in a continuation of the recent
run of encouraging figures for M3.

It is becoming conventional wisdom that interest rates will
not now be reduced until the Budget. This view is not based on a belief
“that there is no case for an earlier reduction; indeed, more and more people
are recognising the need for lower interest rates. The majority view of
likely timing derives more from a feeling that lower interest rates would
be a useful sweetener in what might prove to be an otherwise depressing
Budget. I report this view without sharing it. It seems to me to be out of
character for your government to allow questions of tactical advantage to
influence the timing of a strategic decision,

In a newsletter published this week by Tim Congdon of
Messels there is an article advocating floating rate or indexed issues by
the private sector (which I do not wish to discuss) which starts off with an
extremely valuable analysis of the recent pattern of lending. His conclusion
is that personal sector borrowing, when adjusted to exclude unincorporated
businesses and after allowing for the shift in the pattern of housing
finance away from building societies and towards the banks, rose only
slightly last year. He adds that, as the lending totals are boosted by
IETEFEE%—EEE;Egnashiting and interest rates were much higher in 1979 than in
1978, underlying loan demand from persons was probably down between the two
years. It follows from this that personal Borrowing Bag Proved elastic in
response to higher interest rates, as one would have expected; that company
borrowing represents the bulk of the increase in loan demand; and that
company borrowing has proved inelastic,

This leads one back to the fact that most corporate borrowing
is now involuntary and not likely to be choked off by high interest rates.
In broad terms, bank borrowing is the only avenue by which companies can
currently finance their needs, because few people wish to take on long term
commitments at what we all hope will be short term levels of interest.

Mr., Congdon also makes the point that, because interest is debited and not
baid, higher interest rates inflate the aggrogates which théy are meant TO
control.” The ultimate absurdity would be to visualise interest rates at
100% a day to choke off lending; the effect would be that M3 would double
daily, but this would hardly be a case for even higher interest rates.

72,
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The cost of finance is still very much attributable to the
size of the PSBR and some unhappiness has been expressed that Nigel Lawson's
Epeech on Tuesday, which was presented as re-affirming your commitment to
control government borrowing requirements, nonetheless indicated that the
PSBR is likely to rise in money terms in 1980/81 and that the goal is now to
keep it level as a proportion of gross domestic product, It may well be
that Nigel Lawson has been quoted out of context; however, the unhappiness
stems from a belief that the control of money needs to be buttressed by a
fiscal policy which moves more rapidly towards a balanced budget, Keynes
himself confined his case for government borrowing in a recession to those
situations where there was inadequate private sector willingness to borrow,
and there is every reason to suppose that in 1980 the private sector will
pe only too willing to take up the funds not borrowed by the government, at
the lower interest rates which would then prevail.

I recognise that the size of the PSBR in 1980/81 may well be
a matter of necessity rather than one of preference. However, there are a
lot of people in the City hoping that the preference for a lower PSBR will be
sufficiently strong for the examination of both eernditura and revenue
possibilities to be rigorously continued with a view to seeing whether or

"ot The nocessity can in fact be reduced. On the expenditure side, as we

discussed when we last met, this is ultimately likeiy to mean the complete
elimination of some activitieS as well as the removal oi fat. On the
FevenUCSTae —Thc ObVIOUS Areas are excise duties and oil taxation and one
has the impression that these are already being very carefully examihed.
But, whatever the method, a lower PSBER is regarded by many people in the
City as the most essential pre-requisite of a return to a healthy economy.

Finally, the steel strike continues to have little immediate
impact on the rest of industry. I was grateful for your message on the cost
of redundancies, and passed it on., The City is still happy with the
ey
government's stance.

E]" o ucal-sf: LN "-&-4-1-1'
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
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18th January, 1980.

é.&d Q/; g W VA .

The domestic financial markets have all shown strength this
week, and gold has continued to go through the roof. The behaviour of gold
and indeed of silver and other commodities is an understandable reaction
to the increasingly troubled state of the world, Arguably the reaction has
been over-done but it would be a brave man who backed that judgment with:
money at this juncture.

The strength of the domestic market, on the other hand, '
appears to fly in thé Tace of the dustrial troubles. To some
extent this 1s because people still do not fear the worst, and comfort
themselves with the reflection that strikes, however protracted, do prove
in the end to be finite, More important, however, is the cautious but
growing belief that interest rates will be lower on or before Budget Day,
backed by the view thmﬁur

-T{LA policies will eventually be understood and, when understood, will be
0 § nA  successful, I ETEE-E;?-?HE'Tﬁﬁ?EEEIEE'that, despite the coverage in the
newspapers, the steel strike is not yet biting severely on the rest of
industry.
#
ﬁA\‘ Nevertheless, the situation is clearly causing anxiety and
the first faint murmurings of appeals for compromise are being heard. One
suggestion which may not conflict with your basic philosophy is that the
refusal to supply tax-payers' money in order to pay the wages of an
unprofitable industry should be steadfastly maintained but that the tax-payer
“ W might reasonably supply money to meet redundancy costs involved in restoring
¥ plants which are currently over-manned to economic viability based on a smaller
v . work-force., The argument for this is that redundancy costs are in the nature

Tt} of a once and for all capital payment; the argument against is that it is just
B another way of pumping money into BSC. If the return to viability were

‘ ’c l*)‘ reasonably certain I would myself prefer the argument in favour.
-

L“"‘ . You may have seen Sam Brittan's article in the Financial
Times yesterday, in which he again argues the case for indexed bonds. As
you know, I do not agree with that argument, but the article also draws
-\“uuﬂlattention to the fact that the borrowing requirement in real terms has been
) K very much lower than in nominal terms and in some years has been negative.
- V¥ | onTeTe To Some extent tautologous and misleading. The borrowing
v requirement in real terms will always tend towards zero, because the
larger the deficit, the higher the likely rate of inflation and therefore
the bigger the correction from nominal to real., The converse argument would

tend to apply if the governmanf were in surplus. It would be unfortunate




if the belief grew that a large nominal borrowing requirement did not matter
because the inflationary problems caused by a large deficit have the single
virtue of minimising the deficit in real terms, It is unfortunately true
that people in general do not think in "real" terms; this is clear from

the reactions of finance directors and mortgage borrowers alike.

u.,....rz $‘n cerely '
o Seared

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1l.

cc. Adam Ridley, Esq.
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<b~eu .~ .'11—..411\.,_/’

The week has been dominated by growing fears about the length
of the steel strike and its impact on industry. If the strike does turn out
to be a protracted affair, it will provide an early measure of the willingness
of the private sector to stand up and be counted in support of more rational
conduct of wage bargaining,

This is because a prime victim of the strike will be the
engineering industry, which is already fairly stretched in consequence of
their own strike late last year. Many companies in the industry are still
fairly heavily borrowed at high interesf rates and, if they are denied
supplies of steel, will soon come to the point at which they will either have
to close down some or all of their plants or seek to apply pressure for the
steel workers to be bought out. They could conceivably do both. This is

mply a conflict between public good and private self-interest, or
between long term and short term views of what is good for the economy;
there will certainly be people in the engineering industry who will believe
that the public good and the long term interests would EEE_be served by‘
their companies becoming too iously debilitated. So far, I detect no
signs of weakening and any criticisms that are heard have related more to
what some see as weak negotiating by BSC than to the general posture that
has been adopted and the way in which the government has remained aloof
from the battle. As the pressures grow I think it is inevitable that some
sign of weakening will develop.

Although the steel strike overhangs the financial markets,
the underlying trends are still seen to be favourable. The market is aware
that gilt sales in the current month are now at the £2 billion mark and
therefore expect that the money supply figures will be favourable for the
third month in a rowwsm%y. As a result,
the money markets are actively considering the poss ity of a cut in MLR
in that month although they recognise that their calculations could be
upset either by a resurgence of private sector loan demand (which is
considered unlikely except as a consequence of the steel strike); or by
a renewed inflow of money across the exchanges, of which there are some
signs to-day, On the other hand, the general expe6?EETEH‘!E‘tnut'fﬁﬁ'ﬁvund
will continue to move upwards both against the dollar and on a weighted
average basis and, now that exchange controls have been relaxed, lower
interest rates are seen as the only mechanism by which the value of sterling /
can be controlled, It remains true, of course, that the full impact of

exchange control abolition will not be felt until interest rates are lower.
_-—‘—
e —————




Against this background, and with the confirmation that the
central government borrowing requirement will be reasonably close to the
Budget forecast for the year, the gilt market is_weiphing up the likely
funding strategy. With the suggestion of a BNOC share sale raising upwards
of £500m., it is felt that the need to fund may well have passed for the
current fiscal year but that it might be sound policy to issue a partly-paid
stock with the bulk of the calls falling due after 5th April in order to
make a start on next year's funding programme, On the one hand this may
Furn out to He unnecessarily expensive; on the other hand, the gilt market
is likely to improve considerably in the absence of a_tap stock and when the
steel strike is DVETT—rouTd conceivably go to levels at which funding would.
be apparently cheaper but actually more diffi o achieve., In the end,

I think the funaIng-Solicy has to stem from your intentions about interest

rates. R
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1l.

ce, Mr. Adam Ridley
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From: JOHN SPARROW 01-588 4545

4th January, 1980.

AR o L

Neoar s ks

Events both at home and abroad have created a sense of fear
which has dominated the financial markets in the first week of 1980. Most
attention has been given to the behaviour of the price of gold, although
there are some grounds for thinking that some part of its recent rise has

been caused by people who mistakenly sold short at the end of last year and
were forced to cover their oEllgations at more or less any price,

In any event, there are signs to-day of a gradual raturﬁ of
confidence in some sort of stability. There are hopes that the steel strike
will not last too long and that the realities of the situation in that

industry are in fact being recognised, underneath all of the talk. There
remains a genuine worry about the position of the economy. :

P —

This worry stems from familiar sources, which are inter-linked,.
They are public borrowing, interest rates and inflation; at present, there
is rather less concern about the money supply and an increasing expectation
of an improving trend in the growth of credit.

P i

Interest rates are having a very considerable impact on the
private sector and are certainly not helping to develop the supply side of
the economy, In addition, the abolition of exchange control will not
produce the desired out-flow of capital until U.K. interest rates are
relativalz low. No6EEE3TEEET'?EE;‘EIIT1§EETTE‘?Ehain high (although not
necessarily at current levels) so long as the overﬂﬁﬁ!ﬁing bulk of
institutional cash flow is absorbed by the sale of Eilt-edged securities,
1837 15—?33353!553-?35?'y0u are making renewed efforts to control public
spending but it is increasingly felt that reductions in the PSBR will also
require higher revenues.

The problem about increasing revenues, other than as a
consequence of inflation, is that they have an impact either on the retail
price index and therefore on the perceived rate of inflation or on
personal after tax incomes and therefore on incentives. One area which is
outside those objections is the taxation of oil revenues and, as Mr. Howell
has indicated that the government now wants to reduce the rate of depletion
during the 1980s, it seems that there is a case for re-examining the
workings of PRT. A lower depletion rate will presumably mean less emphasis
on the development of marginal fields and therefore less need to structure
the tax so as to _encourage further development expenditure. Furthermore,
the sharp upward progression of the price of 011 as ated very considerable
cash flows for the oil companies and has also greatly increased the '"rent"
or super-profit arising from North Sea activities. It would therefore seem

/2,




possible to increase revenues from this source and, to the extent that PRT
was conceived as a means of transferring any super-profits to the nation,
it would be consistent to do so, There may well be a further psychological
advantage in accelerating the flow of revenues from this source and that
arises from the length of time it appears to take to change spending plans,
whether upwards or downwards.

Because of the rigidity of public spending, an unexpected
large flow of income would tend not to be spent but to reduce the PSER,
On the other hand, the current expectations of considerable future flows of
revenues from this source must make it harder for people to accept the need
to cut spending in 1980 when, they might argue, the cuts will not really
have their full impact until a time when the money will be available,

For what it is worth, the consensus of opinion in Morgan
Grenfell is that the pound and the equity market will both strengthen in
1980. Looking further ahead, I heard the Editor of Old Moore's Almanac say
that he already has his predictions for 1981 and they indicate quite clearly
that 1980 is the last of the difficult years. I know the quotation about the
fault not being in our stars, but perhaps this means that we shall have
corrected the faults in ourselves by the end of the year.

ua-..ﬁ Soacerctyy |
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1l.

cc, Adam Ridley, Esq.
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Although the week has been full of interesting developments
there has been little to which I can usefully add comment.

‘2)‘J_/ (?,1_"TT§.1791-1,

For example, one can only say of your discussions in Dublin
that you have a very great deal of support from City and public opinion and
that the battle that you are fighting is a necessary one. Again,
developments at Leyland can only be watched with interest and hope.

The one area which does deserve comment is the extension of

the U.S,-Irapiap conflict into the banking world. There are already signs
that this is causing the dollar to retreat and sterling to apprecia'te and

it seems reasonable to expect other countries which have traditionally held

dollar assets to pay more atteption to the possibilities of diversifying
nto other currepcies than was already the case. To the extent tha
v

ersification is taking and does take place, we will have another factor
to strengthen the pound, and sterling will have taken another step on the
road back to being a reserve currency.

Any significant build-up in sterling liabilities to overseas
countries could in due course be offset by an increase in the extent to

which foreigners bec indebted to this country by Borrowing sterling in
London. At present interest TeTesTRIs woTTT-FemrrobabTeBaT-E TR
éﬁﬁﬁamy starts to benefit from the medicine, overseas bhorrowing in London
would be a desirable development,

L{Qm A P-Q!'da-,
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10, Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
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By Qs Tlinks,

Higher interest rates are beginning to bite and are reflected in the equity
market and in the sterling exchange rate. The gilt market has lost some
of its initial enthusiasm, although it is worth noting that the yields are still
significantly less than might have been expected with MLR at 17%; in other

words the gilt market is still discounting a downward trend in interest rates

as it has (mistakenly) been doing for most of this year.

In this context, it is pertinent to mention that there is a view held in the City
that MLR only goes down if it goes down shortly after a rise, and that any ,
prolonged period of a stable MLR is followed by an increase. This is
justified not only by examination of recent history but also by the argument
that, in a period of monetary growth, MLR is only held at any given level
if it is not working properly, which leads to the presumption that the next {
move will be upwards. I do not mention this because I believe that it has
great rational significance, but because it is part of the psychology which
so often is at least as important as the facts in determining the trends of
markets. Set against it is the expectation that the authorities will not wish
to reduce interest rates until there is clear evidence that the monetary
aggregates are growing less rapidly. As market confidence is still going
to be important in your funding programme and in your economic policy,
there is something of a tight-rope in charting the future of interest rates.

There has been renewed discussion recently of the advantages of issuing
Government stock on an index linked basis, and one should not lose sight
of the fact that the arguments are not all one-sided. Apart from the
familiar points that indexation legitimises inflation and, if applied to Government
securities, will lead to pressures for it to be applied elsewhere, there is
‘ every likelihood that the issue of such a stock would kill the equity market
stone dead. One can understand why investment managers would like to
have a portfolio including Government paper which offers a guaranteed real
rate of return; it is difficult to see why they should want to hold anything
else. The chief argument for indexation is that the cost of the present
system to the taxpayer is going to be enormous as the rate of inflation is
brought under control. One cannot deny this problem but there will be




2.
alternative methods of tackling it.

For example, a twenty-five year stock issued at par with a 14% coupon

might be expected to stand at about 130 when long-term interest rates have
fallen to 8%. As investment ma.nag.é'f'g-are particularly concerned about
protecting capital values, they might well look favourably on a proposal to
replace that stock with £130 nominal of 8% stock, which would save about a
quarter of the interest burden. I certainly feel that before any commitment
is made to indexation full consideration should be given to alternative methods
of tackling the very real problem of the accumulating interest burden, as well
as to the ramifications of indexation itself.

On the industrial front, I still believe that the prospects for this pay round are

not as bad as is generally thought. The tide of management determination is

still swelling and is slowly being reinforced by the publicity given to examples

like British Leyland. There are obviously considerable worries about the

miners, but my guess is that the figure of 20% will not prove to have a disastrous.
knock-on effect; much more important is the determination with which the Coal
Board holds its position. Inevitably, the miners are being asked to ballot on a
loaded question, but people I know in mining areas are of the view that there would
be no strike if the question were phrased neutrally and that there may well be no
strike anyway. They think that the bulk of the mining workers, left to themselves,
would accept 20%. '
However, the situation is still not being helped by the general acceptance of the
imminence of 20% inflation. There is still very little notice taken of the new

Tax and Price Index, and I am told that it is sometimes difficult to discover what
that stands at any way. The VAT adjustment is rarely remembered and it seems
to me that insufficient attention has been drawn to the fact that the last three months
have seen the RPI growing at a rate of about 12%. If the pay round is to be brought
to a satisfactory outcome, I hink That an elfort in educating managements and work-
forces alike is called for. The Treasury forecasts clearly do not help, nor does
inflation proofing of payments for not working.

Finally, the need for the proposed study on housing finance has been emphasised
yet again. For interest ratesto be effective in the housing market it is much more
important to have a system which regulates the amount of funds available than to
have one which keeps those funds flowing at considerable social and financial cost
to people who entered into contracts in totally different circumstances.
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The Rt. Hon. Mrs. Margaret Thatcher, MP. ,
10, Downing Street,

London, SW1.

cc: Adam Ridley, Esq.,
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éuf ﬂa.m‘.u,

The package of measures announced yesterday has been generally regarded

in the City as convincing, although to regard it as the final turning point is
still as much a matter of hope as of belief. At times like these, not everyone
reads all of the detail, but those who have have particularly welcomed
Geoffrey Howe's repeated emphasis on the need to restrain public spending.

It is increasingly recognised that it is the size of the PSBR that is forcing
interest rates to levels which mean in a very literal sense that public spending
takes place at the expense of the corporate sector.

The decision modestly to advance the payment dates for PRT is seen as a
sensible method of easing the pressures in this fiscal year by using some
of the considerably higher flows of revenue that are expected in the next
fiscal year. As you know, it is a move which I welcome; what criticism:

I have heard seems to be based on the assumption that the PSBR next year
will be as high as it is currently and that advanced payment merely means
a problem deferred. I think it is most important that this should not prove
to be the case and that the bulk of the increased oil revenues will be used to
reduce the Government deficit.

As and when markets become convinced that the PSBR is going to trend
downwards, so we can expect to see much healthier financial markets and
interest rates dropping from their present penal level. We are now at a
point where interest rates compound the very aggregates which are chosen
to represent the money supply and which the rates are themselves meant to
be controlling. In addition, the problems for manufacturing industry and,
I suspect, particularly for small businesses are being exacerbated. It is,
therefore, highly desirable for rates to start falling as soon as possible.

There was some expectation that fiscal measures would be taken to reduce

the PSBR by using the regulator, but it is recognised that you do not want to
continue the pattern of having several Budgets every year. More disappointing
was the omission of greater restraint on peripheral lending forms like
Barclaycard and Access. However, on the whole the general consensus is
that rates have now reached the level at which the demand for loan funds will
become extremely elastic, and that this is likely to be particularly so in the
case of the personal sector.




2.

I believe that you are going to the United States in December and you may
therefore like to be forewarned that two of my colleagues had a meeting
this week with Congressman Reuss and formed the opinion that he totally
misunderstands your economic and financial policies, to the extent that
he sees them as being the reverse of what in fact they are. The
conversation took place against the background of the difficulties which the
US Administration currently faces and it is therefore understandable that
he should be looking elsewhere for scapegoats. Apparently he waxed
eloquent on the lack of monetary control here and in Germany and on the
excessive scale of public sector pay settlements. Possibly he may by
now have changed his mind, but my colleagues thought you would like to
be aware of the conversation, although they would like you to recognise
that it took place privately.

Also on the subject of your American visit, Bill Mackworth-Young tells
me that John and Jane Irwin rang to ask if there was any way in which they
could be of assistance this time; Bill told them that he thought that the
Prime Minister would stay in the Embassy but that he thought you would
appreciate the offer.

Finally, I gather that the additional tranche of long gilts has been
significantly over-subscribed with the result that the gilt market has
regained some part of its recent losses and, one assumes, some part
of its confidence. Perhaps this is the turning point after all.

L{guﬂ gince by

The Rt. Hon. Mrs. Margaret_Thatcher, MP. ,
10, Downing Street,
London, SW1.

ce: Adam Ridley, Esq.,




Note for the record

c.c. Mr. Wolfson
Mr. Hoskyns

Mr. John Sparrow called on the Prime Minister at 1015 hours today.

Mr. Sparrow said that nobody had expected the October banking
figures to be anything like as bad as they had turned out to be.
Nor was there any clear reason for the bad figures., One possible
explanation was that interest rates were now debited quarterly;
if this was not taken account of in the seasonal adjustment, it
would tend to push up the figures for October. His own experience

was that companies were not increasing their overdrafts.

Mr., Sparrow went on to say that the City were expecting MLR
to be increased to 16% on Thursday. Gilts prices had falleniin
response to this expectation. But brokers generally felt that
today or Wednesday would be the last time to buy gilts cheaply.
In other words, they expected the interest rates to come down
once the MLR increase was announced.

Besides the MLR increase, many people in the City were
expecting additional spending cuts and the use of the regulator;
these, combined with the hope 'of renegotiation of the UK's EEC
budget contribution, would help to bring down the PSBR.

The Prime Minister asked whether companies were not borrowing
to finance big pay settleﬁents. Mr. Sparrow replied that the current
level of settlements was not as high as it might appear. It was
the big settlements which got all the publicity. Small settlements
did not get publicity because it was not in the interests of managements
to publicise them. He cited the example of Mather and Platt which
had settled for 124%, and also the Talbot settlement. It would be
a mistake for the Government to try and give such settlements
publicity - even though the publicity given to the big settlements

/did have




did have an influence on the general tenor of the pay round.

After the meeting, Mr. Sparrow told me that a general question
running through the City was whether the Government were going to
embark on a 'W'turn. His own clear impression from what the
Prime Minister had said to him, and what she had said at the
Lord Mayor's Dinner, was that the Government had no such intention.

13 November 1979




PRIME M;\I}AR 9”" O.. .

MEETING WITH JOHN SPARROW

You might want to discuss with John Sparrow
the reasons for the continued high level

of bank lending to the private sector.

In his last letter, he said that he thought
the pressure on loan demand was easing.

But this was written before the October
banking figures came out.

Mr. Sparrow was one of the optimists on
interest rates in the summer (see record
of your last meeting with him attached).
It will be interesting to hear from him

whether he thinks an increase in MLR this
week would be a peak and, if so, how soon
we can expect rates to fall. (You
obviously won't want to go firm on the

MLR increase with Mr. Sparrow, particularly
on the.exact figure; but the City are
certainly anticipating the increase.)

12 November 1979
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The publication of the latest figures of banks' eligible liabilities disclosed a

rate of growth which came as a complete surprise to the markets and which

is widely thought to have been just as much a surprise to the Government and

to the Bank of England. Imevitably, in those circumstances some people are
questioning whether or not the figures are representative; however, the over-
whelming reaction has been one of dismay with marked and serious consequences
for interest rate levels and the gilt edged market.

- In these circumstances, it seems inevitable that attention will once again focus
on the size of the PSBR. It is difficult to produce a sector analysis which
satisfactorily explains the increase, and it is recognised that the money supply
figures, when they are published on Thursday, may well show a lower rate of
growth. But it is generally assumed that the money supply will be seen to
have been growing at an excessive rate and that central Government borrowing
will have been an important causative factor.

I recognise that questions about the size of the PSBR will be unwelcome so soon
after the announcement of your plans to stabilise public spending. I mentioned
at the time the problem that cuts in planned spending were being widely seen as
real cuts and it must still remain possible that real cuts will be necessary.
However, two other possibilities have been mooted both of which may make a
psychological as well as a real contribution.

The first possibility is to use the regulator in order to increase the price of
alcoholic drinks and tobacco. There was a certain amount of surprise that no
such measures were included in the Budget and it is arguable that drinking and
smoking are now relatively cheap in real terms. On the other hand, it is
recognised that you may not wish to do anything at this stage to give further
impetus to the retail price index and it must be admitted that the use of the
regulator would probably depend more upon its psychological effects (which
would be mixed) than on the flow of income which would result.

The second point is one with which I know you are familiar. That is that our
national contribution to the EEC is a very substantial part of the PSBR and that
your negotiations in Dublin take on an ever greater importance in the current
situation.

The more conventional way of bridging the gap is, of course, to sell gilt edged
stocks. At the moment that would be difficult and, to the extent that it proves

possible, it will be expensive. No one in the City knows quite where they are
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at the moment, but one strand of thought which is developing is that the gilt
market must be at or near its bottom and this therefore does give some hope
that it will be possible before the end of the year to resume selling stock on

to a rising market. My hope would be that, at present interest rates, the
emphasis would be on short-dated stock, but I know that the weight of opinion
is that there is much more appetite for long gilts and that, in a buyer's market,
the seller must accommodate to the buyer's preferences. I would still like to
see some test made of the appetite for short gilts.

On the evidence of one day's dealings, the BP issue has been a resounding
success, in terms of achieving a good price for the Government combined with
a satisfactory after market and no suggestion of uncovenanted profits for
speculators. It has been described to me by one of the participants as the
sort of results one achieves once in a life-time and I do believe that everyone
concerned deserves very great credit for the success.

I was delighted to see that you have appointed a Working Party to consider the
flow of funds into the Building Societies. As you know, this is one of my hobby-
horses, the fundamental imbalance which arises from borrowing short-term
money to lend on a long-term basis necessarily resulting either in unbearable
fluctuations for the house owning borrower or unacceptable swings in the flow

of funds for the Building Societies themselves - and, as often as not, both
problems simultaneously. To my mind, the central imperative is that bprrowers
need to feel far more certainty about the nature of the commitment into which
they are entering than is possible under the present system; one can draw an
analogy with industry, where I believe that the chief constraints on investment
plans are not so much the level of interest rates but the uncertainty as to their
course in the future. If Building Society customers are to have a clearer idea

of their borrowing costs then it seems to follow that the Societies will need to
reduce their dependence on short-term money and move much more into financing
themselves on a 7-10 year basis (which I understand approximates to the average
life of a mortgage). If they were to borrow significantly on a term basis, I would
not expect the result to be schemes such as that announced last week by the Anglia
Building Society.but rather a regular programme of borrowing affording the Societies
scope to average their borrowing costs over an interest rate cycle or even to
relate the cost of a particular mortgage to the cost of money at the time it was
entered into. Any such scheme would be best introduced at a time when the
interest rate cycle is at or near its low point, but that merely reinforces the
argument for setting up a Working Party when interest rates are high so that

they can make their recommendations in good time.

Finally, airport sites are none of my concern but I hear more and more often
the view that the third British airport need not and indeed should not be a London
airport; there is much more need for labour intensive activity in the North of
England than there is in the South-East; that land communications are so greatly
improved that journey times are rapidly diminishing; and that the evidence that
every visitor wants to come to London depends to some extent on the fact that at
the moment they cannot come anywhere else.

qom lfsul-l.l? ;

Qq}-v- -r?-""“"

The Rt. Hon. Mrs. Margaret Thatcher, MP,

ce: Mr. Adam Ridley
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The City has spent most of the week exploring ways in which it can
take advantage of the relaxation of Exchange Controls.

It is now common ground that it is no longer feasible to control the
money supply by existing physical constraints like the corset. In
consequence, we are likely to see some ingenious developments in
financing methods, some of which will be beneficial but some of which
will result jn higher monetary growth. If, as I think, the pressure of
loan demand is easing at the moment, then there is probably a lot to be
said for waiting for ingenuity to show its forms in order to improvecthe
chances of creating a control system which is not too full of loopholes.
In this context, it would seem desirable to frame a control system in
such a way as to avoid activity encouraging the growth of a major market

in Euro-sterling which would make the control of domestic money supply
much more difficult to achieve.

The other immediate aspect of Exchange Control freedom is the need to
re-assert the primacy of prudence in banking activities. This is a
subject to which the Bank of England has already turned its attention but
it is one not to lose sight of.

Sterling and gilts markets have steadied after their adjustments to the

new state of affairs. Equities continue to weaken, but this is probably
much more in connection with the worsening industrial outlook than a
continuation of the reaction to last week's announcement. Opinion is
hardening that there will be no sudden rush out of sterling by UK investors,
although a gradual and finite increase of interest is likely to be seen,
particularly when the prospects for Wall Street improve. No clear
pattern is foreseen for inward capital movements, although my guess

is that these will also be significant.

The White Paper on Public Expenditure has so far resulted in a fair
measure of confusion, largely because there has been much greater
emphasis on the relationship between your proposals and those outlined
by the previous Government than there has been on the actual pattern of
real spending. I can see the possibility that this emphasis on cuts will
create a growing recognition of the facts of our economic situation; there
is, however, a danger that if the magnitude of the real cuts gets over-
exaggerated, it will foster the creation of attitudes amongst wage earners
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which will make this winter's wage negotiations more difficult to contain.

It appears that there is likely to be little or no reduction in the proportion

of GDP spent by the public sector in 1980/81, which must mean that the
PSBR will be on the high side of what we had all hoped to see. There is

a danger of getting the worst of all worlds by maintaining a fairly high

real level of expenditure whilst at the same time attracting the reputation

of making savage cuts in almost every direction. In other words, I wonder
whether more attention should be paid, not so much to quantities themselves,
but to the light in which you want those quantities to he seen.

L/om 5'a ceredy '

N S,

The Rt. Hon. Mrs. Margaret Thatcher, MP.

cc: Adam Ridley, Esq.,
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The major development this week has, of course, been the
abolition of exchange controls. The timing was unexpected (which is an
excellent thing) and as a consequence quite a lot of people are finding
that they have to think through the implications rather more rapidly than
they had expected but there is no doubt that the decision is very welcome
indeed.

From a narrow City point of view the opportunity is now
there: 1o rww_ﬁww%
centre, which shou have a favourable impact on invisible earnings.
ﬂs;g-importantly, it is now possible for the Tirst time for sterling to
achieve a true eguilibrium which diminishes the fears that were beipg

expressed about our international competitiveness and the unemployment
that would follow from an excessive exchange rate,

The domestic investment markets have been marked down
since last Tuesday, more so in the case of gilts than has been true of

equities., The abolition has significant implications for the funding of
public sector borrowing, because one can be less sure that institutional
cash flow will just mount up awaiting the moment to invest in gilts.
However, I Pelieve that the willingness of institutions to invest abroad
is probably being over-stated at present. Pension funds in particular
have liabilities dénominated in sterling and will not want to create an
exchange exposure; the detailed Eﬁaﬁfbdge of individual overseas companies
is much less than most investment managers would like, except in the case
of the very big corporations; there is always the fear that the
significant news about a particular company will be known (and acted on)
in the local market before it reaches London; and in any event, it has
been perfectly possible for institutions to invest abroad in the last

few years without a great oxposure to the premium. Given the attitudes
of mind of most investment managers, therefore, I would expect some
greater diversification overseas but not perhaps as much as is currently
bruited., And, given a progressive reduction in the size of the PSBR, it

follows that the implications for funding, whilst deserving attention,
are less serious than had at first been thought.

The dollar continues to behave nervously and U.S. interest
rates continue to scale new peaks. Nonetheless, there remains every
reason to expect the dollar to strengthen in 1980, creating circumstances
in which movements of sterling Will be Tar better judged by reference to

the trade-weighted index. It is assumed to be implicit in the strategy
that 55’35555?"53?!555!’ contemplate full membership of the E.M,S.; you
may have seen the recent Chatham House paper on s?arIfng which was written
by two of my colleagues here but, in case you have not, I enclose a copy.

/2.




I had lunch yesterday with the Manchester branch of the
Bank of England, where my fellow guests were northern industrialists and
one retailer. It was an informative occasion, The retailer said that

there was clear evidence that tax rebates are being spent in the shops,
but that he expected an 1ncreasiﬁETE'EEEEE?T?TFE‘E%mosEhere to_emerge
partly because no sustained increase in consumer spending was expec%ed
and partly because of the cash and interest rate squeeze which is being
experienced, He therefore forecast a sustained reduction in stock
18vels and significant price cuts between no dThe January sales.
In other words, he confirmed that the VAT increases in the Budget, which
are still being treated by everybody as a component of inflation, are in
fact having a deflationary effect with favourable consequences for the
money supply and the EPI, but unfavourable consequences for unemployment.
In his own words, the Government 's strategy is working. It is increasingly
clear that unemployment is a problem that needs to be considered on a
regional rather than a onal basis. The consensus of opinion round the
table was that the redundancies which have occurred and are expected to
occur reflect a continued battle with the problems of over-manning and are
/ neither designed to reduce actIvity mor expected to lead o lower

production.
—————
Attitudes to pay increases varied. At one extreme, a

company had already settled at between 9% and 123%. At the other extreme
people were talking about a need slightly to exceed the expected increase
in the RPI. Everyone seemed to agree that what happened in the public
sector would be significant, although it was pointed out that the
Government's current refusal tc involve itself directly in public sector

pay negotiations offered a much greater hope that the most significant
‘eriterion would be an ability_fo pay. Unfortunately, the industrialist who
spoke most strongly on the need for discipline was also the man who felt
that he could not really enter into a pay negotiation unless the Government

, gave him a bench-mark and that he really needed an exchange rate between
$1.70 and $1.80 to export competitively.

On the whole, there was a clear feeling of support for
your economic policies and of acceptance of the consequences. One man in
particular said that he would be very happy to put up with current
interest rates if inflation can thereby be conquered.

A final comment on interest rates. It seems increasingly
possible that domestic considerations would call for gradual reduction in
interest rates but that the level of international and particularly
dollar interest rates may be thought to make such a reduction impracticable
or undesirable. I _am not sure that this oint is true. We tend to
assume that dollar rates should be lower than ours because we subconsciously
believe that The American economy 18 sounder and more attractive than ours.
That subconscious belief may still be right but it does at least deserve

examination.
f.a e
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.l.

cc. Adam Ridley, Esq.
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It becomes increasingly difficult to find something
meaningful to say about the state of the financial markets on a weekly
or even occasional basis, and it has taken me far too long to realise that
the major reason for this is that economic policy is following a firm and
steady course and does not give rise to the alarms, excursions and
fluctuations that we have become accustomed to over a number of years in
which policy was often contradictory and rarely continuous.

City support for the policies remains undiminished; Citx
understanding increases steadily. The fears and worries which have been
expressed about particular facets of policy (including those which I
felt) are heard of less and less. This leads me to wonder whether or not
regular reporting is sensible, or even possible and, whilst I am anxious
to be of as much help as possible to you and to your colleagues, I would
welcome a chance to talk to you for half an hour about the role that you

want played and whether or not I should play it. I am available more or
less at any time,

The settlement of the engineering strike has been perhaps
rather better received in the City than it should have been. I followed
this with particular interest because, quite apart from my City interest,
I happen to be the Chairman or one engineering company and a director of
another. The pressures were considerable, but my impression is that the
managements of the individual companies would in fact have been more
determined than their representatives in the Federation proved to be.
What struck me as particularly significant was the frequency with which
one heard that particular groups of employees had neither the wish nor
the need to strike but did so because they fear more than anything else
loss of their union card, I think that this situation might be improved
if, as is proposed, secret ballots are facilitated; I am sure that it is

\a problem that must not be lost sight of.

l,{.p&nt'f' f-ﬁ~nﬁlc—t/th1 .

§l=1~ Seesvmd,

The Rt. Hon. Mrs. Margaret Thatcher, M,P.,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
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One of the enduring impressions of my visit to Australia in
August was the way in which senio nagers i their savings. In this
country most senior employees, when they have saved some money, pass on the
responsibility for looking after that money either totally by entrusting it
to an investment manager or a unit trust, or partially by investing in
equities, or opt for what they regard as total security by investing in
building societies or national savings or short-dated gilts. In Australia,
the attractiveness of this combination of safety and delegated
responsibility seems to be much less. More or less everyone that I spoke
to in Australia makes little or no use of the Stock Exchange or ofltha
conventional savings media: the former is left to the institution and the
latter to small savers. Instead, the people that I met would each have a
range of direct investments of ‘remarkable diversity and including shops,
garages, office blocks, houses, pig farmg and, in one case, the Frostie
concession at the Taronga Park Zoo. They spend their working hours in
their offices and devote at least asmuch energy and enthusiasm to their
salaried jobs as we do, but they also get real enjoyment and satisfaction
from supervising their direct entrepreneurial activities.

Of course, Australia is a much younger country than the
U.K, but I came away with the distinct impression that they are much
closer to the true nature of capitalism than we are with our much more
managerial approach. As it seems quite likely that the next few years
will see a diminishing demand for people to work in large factories (and
I have a subjective impression that many of the people who work in British
factories do not enjoy it in the least and only do it for the money),
there will be a growing need for a large number of small pockets of
employment as the existing large pockets slim down, and development
along the lines of Australian private enterprise could only be helpful.

You may have seen a recent article in the Financial Times
in which Peter Riddell pointed out that we have a prosperous, hard working,
rapidly growing small business sector which we call "the black economy",
The burden of his article was to seek a means of legitimising the black
economy without killing its sense of initiative and attitude to work.

A participant in the black economy normally has unlimited liability,
because companies are easier to check up on; such employees as he has
normally have no trade union membership, no pension rights and little or
no job security. On the other hand, they tend not to pay their taxes and
they do work extremely hard, It is reasonable to draw a connection
between the general lack of security, in its broadest sense, and the
very positive attitude to work,
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I find it difficult to see how one can truly legitimise the
black economy, unless it were by exempting from tax anyone who worked
for a small unit which rejected for itself and for its employees the
complicated safety net of security with which we all tend to surround
ourselves., However, I do think that more could be done to stimulate
small employment, and two ways in particular seem to me to be worth
attention. The first already exists, in the form of Section 30 of the
1978 Finance Act which, roughly paraphrased, allows anyone setting up a new
business with the genuine intention to make profits to offset any losses
in the early years against taxation paid on income in previous years. The
provision is a generous one, but it is very little known. As is so often
the case, a few quick minds have seized on the possibilities opened up by
the Section and the chief result so far appears to have been a mushrooming
of tax savings schemes devised in the City and using financial mechanisms
such as leasing without really doing anything to stimulate small business
and small employment. Because the section is being used in this way, it
would not surprise me if at some stage its repeal were sought, '"to block
a loophole'". I would be sad if the baby went out with the bath water,
because it seems to me that if proper attention were drawn to Section 30,
it might well help to encourage the genuine development of small businesses
owned and financed in whole or in part by people like me, who work for a
salary but could contribute something to a second activity.

The second suggestion is that anyone who employs someone
else should be able to deduct the costs of employing that person from his
taxable income. The point here is that private individuals cannot 'currently
get tax relief in respect of employees who work in their house or in their
garden. The consequence is that a considerable potential demand for labour
is either stifled or forced into the paths of the black economy,
Gardening has become an activity carried on largely by old-age pensioners
with some support from moonlighters; domestic service has virtually passed
away., And yet these are employments which could be available and which would,
1 think, be attractive to quite a few of the school leavers whose prospects
of unemployment probably constitute the most serious aspect of that
problem. There seems little justification in principle for saying that
employment in a factory or a grocer's shop attracts tax relief but
employment in a garden or a kitchen does not, I agree that, like any such
suggestion, there would be the possibility of abuse but I do not think that
that could ever be as great as the potential benefit. And if I am right
in thinking that we are going to have more and more need of small units of
activity with a bias towards service activities, then some such provision
is not only necessary, it is amply justified.

I have written this letter because the subject is one that
was brought home to me by my Australian visit and also because the
underlying problem and similar solutions are increasingly being discussed.
I know that, when you were in Opposition, you gave a lot of thought to the
development of small businesses. I certainly see more hope in small
businesses than in schemes for share ownership in large and therefore
anonymous concerns. If there is work going on in this field, is there
anything that I can do to help?

~LA Ca
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,

10 Downing Street,
London, S.,W,1.

cc, Adam Ridley, Esq.
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After a fairly dull period, economic news is back with a
bang this week.

Sterling fell sharply this morning, to some extent because
$2.20 was regarded as a significant level which, once broken, led to a lot
of selling. There are a variety of causes for this movement. First, the
advances earlier in the summer were themselves self feeding and called for
correction. Secondly, there is a growing perception of the competitive and
other problems of British industry, which is thrown into highlight by the
engineering strike. Thirdly, the money supply figures for August appear to
reflect some outflow of capital following the relaxation of exchange
controls, and the proposal by Imperial Group to buy a U,S, company for

llion is substantial in itself and also as a guide to the way in which
industrial managements are thinking.

The decline in sterling was stemmed by the publication of the
latest retail price index which was probably slightly better than had been
expected. However, it is quite likely that when the New York market opens
this afternoon there will be more selling than buying and further downward
movement is possible, Less immediately, there is probably more scope for
sterling to fall than to rise, although much will depend upon the outcome of
the current §ﬁ5¥5 of industrial disputes,

The most notable development in relation to these disputes
is the determination of managements, to an extent which I certainly have
never seen before, to resist the payment of exorbitant 1t wage claims. m
previous years, one has heard much of the argumant that the short term
costs of a dispute are greater than the one year cost of conceding the
claim, and at that point resistance has crumbled rapidly. The point at which
that comparison applies has already been reached for a great many
engineering companies, but this year there is a much greater recognition
that the one year cost of concession is not a valid part of the comparison,
because concession involves paying an annuity rather than a one year figure.
One is also hearing much more than before evidence of the recognition that
the man who gives way when pushed will tend to get pushed again, harder
and more frequently. All in all, the attitudes of those industrial
managements that I meet has been very encouraging and reflects a real and
growing belief that your government is offering industry a chance to regain
some sort of balance if the courage is there to take the opportunity.




On the particular subject of the engineering strike, the
consensus is that it can be expected to go on probably for another three
weeks, This week, for the first time, people will be receiving pay-packets
“containing anything down to half what they have been used to. Next week, for
the first time, there seem likely to be large factories closing rather than
endure the inefficiencies imposed by the strike. The pressures on both
sides of the argument are therefore mounting, and there will probably be an
element of back-sliding on both sides. As both sides begin to lose control
of their membership, we should move closer to a settlement around the end of
the month, the level of which will probably be determined by the relative
proportion of people cracking under the strain.

Still on the industrial front, the evidence that Michael
Edwardes is still trying to make sense of British Leyland was welcomed in
the City, where it is hoped that he will be given every opportunity to
continue along his present lines, without being given blank chegues which
would weaken the incentive to succeed and strengthen the resistance to change.
The failure of union leaders to perceive and act towards the true long-term
interests of their members is as vividly illustrated in Leyland as is the
refusal of those same union leaders to accept the responsibility far the
natural and foreseeable consequences of their policies. Even to-day,Mr. Duffy
(who I understand wanted to settle weeks ago) appears to be totally unable
to comprehend what he is doing, willingly or not, to Leyland and to a much
wider spectrum of industry.

The recent outcrop of statistics has generally been
interpreted favourably in the City. I have mentioned that the RPI was
slightly better than expected; the same comment applies to recent figures
on wholesale prices, the money supply and on the central government borrowing
requirement, although it is recognised that in each case there is still a
long way to go before a satisfactory position is reached., It is now widely
accepted that interest rates will not come down until there is visible
evidence not merely that they are ﬁs;king but that they have worked. As
you know, I have always been somewhat heretical on this subject, and I do
hope that the present level of interest rates will not be maintained too
far into the coming recession. I am less concerned by arguments about what
the building societies will do in January than I am by a wish to see the
disciplines currently being applied to the private sector maintained at a
level which leads it towards the paths of virtue but falls short of the
point at which it does excessive and long-term damage,

The gilt market continues to discount a drop in interest
rates, as it has done more or less throughout the summer: I do not expect
it to fluctuate very much either way in the near future but if it does move
in the next few weeks it will probably be downwards. Equities are still
probably fairly reflecting the immediate difficulties and the long term
hopes. Among currencies, the dollar will one day soon reflect the very sharp
improvement in the U.S, current account which has taken place during 1979,
which will have an impact on sterling, as will the re-alignment within the
EMS which is now increasingly looked for. The chief question in most City
minds is whether the Deutsche Mark will be revalued by something like 2% or
3%, which will still leave it as the strongest EMS currency and probably

—

/3.




=4

require another re-alignment early in 1980; or whether the revaluation will
be of the order of 5%, which will probably take it to the bottom of the
pand and allow it to work its way up again over a rather longer time span.

There are a cow le of longer term themes on which I had
intended to write to you this week. However, I think that this letter is
probably long enough already and I will write separately early next week.

ugvﬂ A ety )
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W,1.

cc, Adam Ridley, Esq.
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It is always salutory to return from a visit to the other
side of the world and find how little things have changed in the meantime.
The fluctuations that take place all the time in financial markets fall
into better perspective when one finds that over a period of more than a
month the domestic securities indieces have barely moyed and that the only
significant change has been a stabilisation of the pound at something

- below its peak levels, a process that was not unexpected and which I
231 ¢ gather reflects a measure of official intervention,
e e R M ————

Against this fairly calm background and given that
economic affairs have been temporarily overshadowed by events in Lusaka
and more recently in Ireland, the most significant development has
probably been the debate ovar the appropriate size of the PSBR next year.

It appears that some strands in The debate have in any event been
misunderstood, but I remain firmly of the view that a steady and consistent
reduction in the PSBR is the most fundamental plank in your economic
platform. It is at the root of so many of our economic difficulties and,
whilst I accept that there will come a time when one should have regard to
the size of the PSBR in relation to_g;gggjﬁmmwjig_n;gﬂugx and not merely
consider it in nominal terms, I do not think that the time is yet ripe to
pursue any policy other than reduction in both nominal and real terms.
Sound public finance is the touchstone from which all else will flow, and
the recent reassessment by Wood Mackenzie of the financial flows to
Government from North Sea oil encourage me to continue to think that the
PSBR can be reduced without damaging manufacturing industry; indeed, I
would expect manufacturing industry to benefit considerably from a reduced
Government demand for funds available for investment.

In the United States, Mr. Volcker also appears to be
committed to sound public finance, which should make it easier for a similar
policy to be pursued here. It should also lead to a strengthening of the
dollar in the next few months.

It is interesting that, in Australia, the prevalent
attitude in business circles is one of regret that Mr., Fraser's government
has not acted as decisively in pursuit of its policies as you have here
and the contrast is seen as being very much in your favour. To the extent
that Australians really think about the British economy, their chief concern
is the attitude of trade unions, This is obviously an understandable worry,
but one has the impression that the difficulties are exaggerated by the
distance, just as Australia's own problems appear less significant when one
is there than when one reads an English newspaper.

/2,




I shall more in the swim of things next week and hope
write more fully, if anything has happened to write about.
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The Rt. Hon. Mrs. Margaret Thatcher,
10 Downing Street,
London, S.W.1.

cc. Mr. Adam Ridley
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The chief feature of markets this week has been the
continued appreciation of the pound, Interestingly, this appreciation
is not now particularly marked only against the dollar but is apparent
against most major currencies. This is perhaps explained by the fact that,
among the major financial countries, ours is the only central bank which
has not been intervening on a significant scale to stabilise the dollar
which in turn would indicate that a dollar recovery would tend to have a
disproportionate impact on sterling. ;

D Tln Tharctrs

The new U.S. team of Miller and Volcker is thought well of
in financial circles and may succeed, by its appointment, in stemming the
political move away from the dollar. It is true that the economic
difficulties of the United States are still very real, but the markéts may
soon feel that they are adequately discounted at present parities,

It is generally expected that the world will move towards
recession as the year progresses and that interest rates world-wide will
tend downwards, possibly quite significantly by the end of the year. The
U.K. gilt-edged market remains reasonably stable, while equities continue to
drift in the face of the very real problems concerning the private sector.

A point which is attracting some attention in the City is the
damage done to the Eovernment's programme for returning quoted investments
to the private sector by the practice of announcing its intentions well in
advance. It seems likely that a fund manager wishing to invest in, for
éxample, ICL will defer his purchase in the expectation that he will have
the opportunity to acquire a holding later in the financial year at below
the market price. The same is true ofjg:and all the other quoted
investments currently owned by the public sector. For all I know, it may

be necessary to make these announcements in advance, but the practice does
have two deleterious effects.

First, the fact that potential investors refrain from buying
in the expectation of being able to purchase a particular share more
cheaply will itself cause the market price to fall and therefore reduces
the price which the government will eventually realise on the tax payer's
investment. Secondly, the recovery in the share price after any government
offering will be correspondingly greater (because the fall beforehand has
been correspondingly more) and this will lend support to those people who
will in any event argue that these transactions constitute some form of
give-away.
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As I say, the course of action that has been taken may well
have been inevitable and it has in any event taken place. However, some
thought might be given to the possibility of increasing the sales

ilt-edged stock this financial year, in order to put the government into
%ﬁﬁ'ﬁﬁgfiiah Tater in the year of being able to say that their funding
requirements for 1979/80 have been Eg} and that some or all of the
proposed equity sales are therefore not necessary for purely financial
reasons; that the commitmént to return the investments concerned to the
private sector remains as strong as ever; but that it will be done in each
individual case at a time of the government's own choosing, when market
conditions are favourable and in order to achieve (as anx other ipvestment
manager would seek to do) the maximum return on the investment. In the
ab3ence of Some such possibility, olicve that we will see an increasing
under-valuation in those gquoted shares over which the possibility of
significant government sales hangs.

Your statement in the House that interest rates would not
come down until borrowing demand was under control was clear and
unequivocal but was read by many people as indicating an expectation that
there will be no reduction during a rather longer period than I think is
likely. It should be borne in mind that a considerable’and probably
growing pfoportion of borrowing demand is not sensitive to interest }ggg
levels, either because it is genuinely involuntary, as I believe to be the
case in a great many commercial concerns, or because no great attention is
paid to interest rates, as I think is true of much of the private sector.
One of my colleagues also points out that high rates of interest in
themselves enlarge the monetary aggregates to the extent that the interest
rate is debited to accounts and not actually paid. The statement did

————— | ek
have some effect on the gilt market, largely because of the timing
connotations that were read into it which I am sure you did not mean to
convey.

I hope that your visit to Lusaka is successful., When you
return, I shall be in Australia and on my return I plan to take a short
holiday. I shall therefore not be in a position to write to you again
before the end of August, though I will try to be in touch if anything
really major occurs in what is traditionally a fairly quiet month.

L’{O'-ﬂ A~ uu—v‘\r'_
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The Rt. Hon, Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
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NOTE FOR THE RECORD e. e, Mr. Wolfson

Mr. John Sparrow called on the Prime Minister at
1430 hours on Monday, 23 July. The following are the main
points which came up in discussion:

(i) President Carter's Cabinet changes.

Mr. Sparrow said that he thought William Miller would

be a better Treasury Secretary than Mr. Blumenthal
had been. He had consistently said the right things
about monetary policy and energy pricing: it remained
to be seen whether his words would be turned into
action. It was disappointing that the Administration
had failed to announce that energy prices would be
increased to reflect real economic costs !
immediately.

(ii) Sterling

The Prime Minister said that it seemed that there was
little that the Government could do to moderate the
rise in sterling - though, with the very bad trade
figures, it must come down before too long. The

latest relaxation of exchange controls had, if any-
thing, improved confidence; further relaxation was
probably called for, but it would be unwise to move

too fast. Mr. Sparrow commented that it was generally
assumed in the City that exchange controls would wither
away. The trade figures would probably continue very
bad for the next few months in his view. Companies
such as Courtaulds were rather exaggerating the

adverse effect which the exchange rate was having on
their operations; but there certainly were some companies
which were suffering. 1In his view, a sterling/dollar
rate of between 2.20 and 2.40 was about right.

/ (iii)




(iii) Interest Rates

Mr. Sparrow said that industry was being adversely
affected by the high cost of borrowing, which com-
A ——

bined with the effect of the high exchange rate on

ligquidity. He thought that there was a case for a
e e

phased reduction of M.L.R.. The July bank lending

figures would probably be bad, but there should be
an improvement in the August figures. By then the
corporate sector should be spending less on inven-
tories partly because of cheaper imports. Loan

. ” —
demand was not sensitive to interest rstes; but

companies which were borrowing were having to pay
dearly. The City were generally convinced that
interest rates must come down before long. So if
M.L.R. were reduced, there was little doubt thatr
interest rates would follow. In other words, a signal
from the authorities in the form of an M.L.R. decrease
would not be ignored. The Prime Minister pointed out
that interest rates were still below the current rate
of inflation. Mr. Sparrow denied this on the grounds
that the V.A.T. increase in the Budget was not part of
the underlying rate of inflation. The underlying rate
of inflation was running at about 12 per cent, which
was the same as the yield on gilts. This meant that
the bulk of investors in gilts - namely the pension
and insurance funds which did not pay tax - were keep-
ing up with inflation. Mr. Sparrow went on to say that
the institutions would probably hold back their sub-
scriptions to the new long tap until September when they

hoped that interest rates would be on the turn. It

was true that, if they firmly believed that interest
rates should fall, they would be subscribing now;
however, they tended to act like ''sheep'" and wait until
their expectations were confirmed before moving.
Falling interest rates would not have much effect on
the exchange rate, but they would help to moderate the
present high level.

/ (iv)




(iv) Equities

Mr. Sparrow said that the general tone in the equity
market was one of gloom and doom. This was due to the
strong pound, the poor prospects for profits and the
fears of a bad winter.

(v) Aid

Mr. Sparrow said that he hoped the Government would
consider the possibility of diverting part of the exist-
ing aid programme to E.C.G.D. financed projects. This
would help to ensure that U.K. industry benefited '
from the programme. The Prime Minister explained that
the bulk of the aid programme was already tied.

[
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13th July, 1979.

This has been a quiet week in the markets, all of which
have drifted gently downwards as Eﬂey so often do when the temperature
rises. I have nothing new to report in the financial world, although
I would commend to you a letter from Tim Congdon published in to-day's
Financial Times. The letter makes a persuasive case for the proposition
that steady reductions in the PSBR are central to the restoration of a

—— — e —— .
free economy.
—__,_.———-—"\

Perhaps the most interesting thing this week has been the
evidence that the process of acclimatisation to a free economy is '

gathering strength. There was a lot of sound and fury at the TGWU'
Conference, but my reading of Moss Evans's major speech was that he, like
Joe Gormley, is much more prepared to face up_to_the realities of life
than are his more militant colleagues and that his chosen approac
therefore is to rival them in words but to lead them more cautiously in
action. I hope that I am right in that interpretation, because it becomes

clearer day by day that the last five years have been a bad time for
working people and, milsmmnWWto %.

ssociate cause and effect, I am reluctant to accept that Mr. Evans has
not learned at least a Ea;t of the lesson.

Similarly, the attitudes of management seem to be becoming
much more positive than they have been and therefore reinforce the
encouragement that I feel. You will know better than I how the CBI's
mind and will is working; my own impressions from my meetings with
industrialists are that, for the first time for many years, the challenges
are being welcomed rather than feared.

The only other thing to which I want to refer this week is
the hardening of interest rates in several countries, So far as our own
intermEMWMn against the background
that we are still at a significantly higher nominal level than any other
major industrialised country, we have an inherently strong currency, and we,
like the United States and most of Western Europe, E?E'hoving into a

period of recession in which interest rates will inevitably tend to
weaken, But I will not go over old ground.

e
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The Rt. Hon. Mrs., Margaret Thatcher, M.P., J

10 Downing Street, {: e
London, S.W.1.

cc. Adam Ridley, Esq.
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Public sector borrowing requirements

From Mr. I. G, Congdon strength of institutional cash
Sir,—Mr. Samuel Brittan's flow which has led to massive
iscusi he latest &ilt-edged sales and the success-

?'““.-f;':ﬁ?, a:?cg (3(}.] Financigl ful financing of the large PSBR
Analysis in *Iiconomic View. Outside the banking system. If

point “si(July 5) was accmmi{ inflation declined, the institu-

and thought-provoking. We aref tions’ ability “'_ﬂ(S'.EILI'ti‘_Lm.\mLu-
delighted that the calculagionsd Ment_debt would wea en, In
we made of rising Government thaf stnsc, a FSHI_! ('ql{l\'?'k‘nt
oil reyvenucs, which could have 103 per cent of national income

: not he financed in' a

& profound effect on the finan- ,could :
cial situation in the nest few lmnnnor consistent with mone-

years, have entered the public ftary deceleration. There is also
debate on economic policy. no doubt that the exceptional
When he moves from arith- interest rate volatility in recent
metic to analysis, however, Mr, Years is largely attributable to
Britjan veaches & conclusion the big Budget deficit and fhe
very different from our OWwn. 1'(‘31”.““1.: lll‘ll‘(‘l'la_in_lil'.‘s in the
Onur argiment was that the oil f“',“!“’ﬂ programme.  Does Mr,
veventies should be used to Britian want this state of affairs
reduee the public sector horrow- to-continue?
ing requirement as one in. Mr. Brittan says that, “for
aredient of .a financial policy the pure purpose of monetary
which would permit.a gradual control the Messel PSBR pro-
slowdown in monetary growth, jections are far too severe,"” We
To ensuve that the oil revenuces find this statement surprising
arve deployed to this end and no  in that the PSBR reductions we
other, wo suggested that the envisage vear by wvear after
Government should announce a  1980-81 are smaller than those
medium-term financial plan re- which would occur (in a full
Jating to hoth the money supply vear, on a constant employnient
and the PSPER, , hasis) as a result of the last
But Mr. Brittan helieves that, Budget, which Mr. Brittan eriti-
“all that is necessary is the cised on June 13 as not
monetary  (argets themselves.,” sufficiently tough in its financial
Apparently, Mr. Priftan con- targets, More seriously, the
siders that the PSBR wonld notion that a small Budget
nave little connection with deficit is “severe” harks back
monetary policy if there were to the worst kind of Key-
no exchange controls. In that nesianism, which Mr. Brittan
case, “the decision ahout how himself has ably denounced in
large a Budget deficit 0 run many articles for quite a lonz
becomes a matler of whether tinte. In any case, 1o desceribe
the country concerned wants to  the PSER reductions as
be a net lender or borrower “severe” is simply a misundoer-
overseas.” standing when the reason for
Private seetor capital outflows those reductions is extraneous
might-well develop after a cut to the level of domestic aggre-
in_the PSER.  Bat monetary gate demand.
policy  would  still  be  condi- it is suggested by Mr. Drittan
tioged by the size of the Budzet that “ the real reason foy reduc-
defivit.  Institutional cash flow ing the PSBR is to enable the
has been buoyed up in recent private sector to purchase over-
years by inflation—and it is the seas assets” Wa nointed out

substantially, there would need
to be a radical reshaping of in- i
vestment patterns, as the supply
of gilts would dry up. But the
major  financial institutions
would be able to decide them. |
selves  whether  their money
should be invested overseas or
in debt issued by UK private
sector companies, It is inappro-
priate for Mr, Brittan (o pre-
Judge this question by saying
that all the surplus funds shoul
be invested overseas, Indeed, |
“the real reason™ for cutting |
the Budget deficit in our view s
that finacial institutions conld
resume” their traditional “fune-
tion of allocating resources to
companies and individuals, * In
recent vears, that funciion has
heen usurped by politicians and
civil servants; they have re-
ceived the finanee to back their
hunches, prejudices and dogmag
from the high PSBR and the
accompanying massive pilt sales.
Mr. Brittan thinks there would
be “a famine of domestic finan-
cial assets” if the PSBR weroe
lowered drastically, Why is he
$0 pessimistic about the ability
of financial markets to match
supply with demand ?  Tsn't it
possible that companies might
want to issue debentures or new

equity “To comperisate_for_the
0 miscelianeous

(essation

Department of Industyy welfare

hand-outs ?
““

Reductions in the PSHER. are
an essential part of sound finan-
cial policies--and of the move
towards rational resource allo-
cation bv private  sector
decision-takers  to  whieh the
present  Government is  com-
mitted, . ’

Tim Congdon,

L. Messel and Co.

PO. Box 521,

Winchester House,

100 Qla Broad Stree!, EC2.

|
that, if the PSBR were to be cut 1!
I
|
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Market movements in the last two weeks have reflected the
various economic circumstances which I have discussed in previous letters
and have also highlighted the continuing divergence between external and
domestic considerations. When I pointed out in April that steriing was
ds?-aﬁeap other than on a very short historical perspective, I compared
the situation then with that which applied in 1974, when the rate against
the dollar was $2.40; I must confess that I had not realised how quickly
people would be looking towards $2.40 as an achievable and sustainable
level. !

The markets are now looking for a fall in MLR and no doubt
will seize on the hint that emerged from reports of governmental

discussions with the building societies, that rates can be expected to
fall in a month's timg. I would have pref to see

but I recognise that it may be difficult to act on undocumented feelings
that the underlying rate of growth of the money supply has eased
considerably since the Budget. In view of the publicity given to the
building society talks, I would think that it would in any event now be

difficult to reduce MIR in the next two weeks without giving the
impression of having been blown off=-course by an inconvenient consequence
of market forces. would seem consistent to wait until there is
concrete evidence of the slackening of monetary growth which I believe is
happening.

There are various reasons for this belief, The personal
sector enjoyed a considerable spending spree both before and after the
Budget and will now be tightening its belt. The corporate sector will
benefit to an extent estimated at £750m. from the taxation changes
incorporated in the Budget, and most particularly from the increase in
VAT. The public sector is assumed to be reducing its propensity to
spend whilst the impact of the overseas sector is quite rightly being
absorbed by the exchange rate rather than by premature intervention.

I expect these threads to knit themselves together in time and allow
domestic interest rates to be eased, probably right through to the end of
the year. The major external constraint on the reduction is represented
by U.S. interest rates,which are currently three percentage points below
ours and are expected to fall as they enter the recession which is
predicted there as cohfidegjly as it is here. The only other thing that
needs to be said about exchange rates is the case for shelving exchange
controls grows day by day, particularly now the dollar premium factor

is very nearly negligible.

My last letter set out some thoughts on the management of
the gilt market, and I have since then studied the Bank of England

Quarterly Bulletin on the same subject,
\a.bb-M
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The only major point of difference between us is that the
Bank argues strongly against the sort of flexible operation which I believe
to be necessary, As I understand it, their attitude is based partly on
wishing to keep faith with investors to an extent which, in my opinion,
unduly weights the balance of advantage towards the buyers rather than the
sellers of gilts; and partly on the need to smooth the Tlow of funds to
the government. In their discussion of convertible stocks they make a
point which is in fact reflected throughout the article where they say
of a particular tactic "to the extent that it does produce an advantage
to the investor, it will of course prove correspondingly expensive to the
government, although this risk may be worthwhile if It enables the
momentum of the funding programme to be maintained without a rise in
interest rates'. I agree that the risk may be worthwhile but I suspect
that it often is not.

The other point which the Bulletin makes but does not
pursue is on page 139 where it says "inflation, and the scale of government
borrowing, have necessitated high nominal yields ....'". It is precisely
these two factors which your policies are aimed at correcting and which,
when corrected, will make both monetary control and the management of the
gilt market much easier to tackle successfully. The references on pdge 143
to the position in the United States reinforces this view, although the
moral is not specifically drawn.

Elsewhere, confidence in your policies over a range'of
subjects continues to be expressed. This is particularly so in relation
to the energy crisis, but your determination not to get involved in the
miners' wage claim is welcomed; the continuing pressure on Local Authority

spending is also regarded favourably, as it is widely believed that this
part of the public sector is in even more need of discipline than is
central government. Finally, the EMS appears to be feeling the pressures
of fluctuating exchange rates; as the Deutsche Mark is entering a period
of seasonal weakness, changes might well be delayed until after the

holiday season, But I shudder to think what would ve happened if sterling
had been involved, It has gone off the graph on which we chart curren

—_—

movements ! —
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc, Adam Ridley, Esq.
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I should have mentioned in my main letter this week my
belief that a decision on whether or not to sell BP shares should be
delayed as long as possible.

I say this because present circumstances are such that one
would not recommend selling the shares for investment reasons; 1 do not
believe that the sale is propounded for doctrinal reasons, particularly
as what is called '"the BP solution" has been so heavily canvassed in
respect of other state activities; and one is therefore left with th
simple argument that the money is needed. L

If that is right, then there is certainly scope to delay
the sale until the fourth quarter of the current fiscal year, which I
believe would be advantageous. It also opens up the possibility that,
if the pattern of gilt sales is more favourable than has been expected,
the need to sell BP will diminish - particularly as the money will be
coming from the same sources. Put another way, one would expect an
individual holder of BP who is in need of money to explore the possibility
of borrowing against his holding before he contemplated disposing of it,
at any rate in current circumstances, where the prospects for the oil
industry look favourable and the equity market is extremely depressed
relative to gilts.

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.
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Thi;iﬁt-edged market

The principles on which the marketing and
management of marketable government debt other than
Treasury bills (gilt-edged stocks) are at present based -
have been long established and may be summarised as
follows.

o Investors and traders are free to determine the size
and composition of their gilt-edged portfolios in
the light of their own assessment of current and
prospective economic and financial conditions, and
of the prices and yields determined by a market
made in the stock exchange by jobbers.

*The Bank deals or is prepared to deal continuously
in this market within a well-defined and weil-
known framework, an essential element of which is
that the Bank operates at prices close to those
determined by the general body of transactions in
the market.

The Bank issues periodically on behalf of the
Government new stocks which normally are
intended to replenish the portfolio which is
available for market operations, although recently
some issues have been fully or nearly fully
subscribed on application. The terms of new issues
too are pitched so as to offer yields very close to
those prevailing in the market at the time of the
announcement of the issue.

An article in the June 1966 Bulletin{1] described the
objectives and techniques of the Bank's management of
the gilt-edged market within the above framework. The
present article describes subsequent changes in those
objectives and the consequent adaptation of techniques
and instruments, and considers. against that
background, a number of proposals for further change
that have been the subject of recent public discussion.

The evolution of chjectives and techniques

In the 1966 article, the main objective of gilt-edged
management was stated 1o be to maximise the long-run

Net official sales of gilt-edged stock

desire of investors at home and abroad to hold British
government debt. This main objective followed from
the Government’s continuing need for large amounts of
long-term finance both to meet its current borrowing
requirement (at that time for new capital investment by
the public sector) and to replace maturing debt. Other
aims of gilt-edged management which were seen as
important from time to time were to assist economic
policy by promoting or sustaining the most appropriate
pattern of interest rates, and to assist credit policy by
limiting government borrowing from the banking
system. These two aims were regarded as shorter-term
and were clearly subsidiary to the longer-run aim of
preserving the aftraction of government stocks and
sustaining the health and capacity of the market.

This concern to maintain the longer-run, structural
health of the market has remained an important
objective of gilt-edged management. Since 1966,
however, as the main emphasis of monetary policy has
shifted to controlling the trend in the growth of the
money supply (and in particular, in recent years, the
growth of sterling M,), the raising of government
finance from domestic investors outside the banking
system has become an increasingly important shorter-
term objective of gilt-edged market management. This
change of emphasis came about by stages and was
accompanied by adaptations of the Bank’s operating
techniques.

In 1966, the principal quantitative objective of
monetary policy was limitation of the growth of bank
lending in sterling to the domestic private sector. and
the principal method of achieving that objective was
quantitative rationing. The short-term development of
bank lending to the public sector was not a principal
consideration, Finance for the Government could be
obtained as necessary from the banking system —
through the tender for Treasury bills and the Bank's
financing operations in the money market—and this left
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;..rec of flexibility over the timing of government
furaing in the gilt-edged market, which allowed the
Bank, consistently with, and indeed in pursuit of, its
main aim of strengthening demand for government
stocks in the longer term, to seek to moderate changes
in yields arising from changes in market sentiment.

The essence of the technique of gilt-edged management
employed at that time was summarised by the phrase
‘jobber of last resort’. Thus the Bank was prepared to
deal in gilt-edged stocks of all maturities at prices close
to the market level, prime considerations being to
preserve the almost unlimited marketability of gilt-
edged stocks and, to that end, to limit the pressures
experienced from time to time by the gilt-edged
jobbers. This technique did not and could not preclude,
as a part of interest-rate policy, changes in prices and
yields in response to market developments, but it was
considered that sharp changes, other than any that
might be consequent on a change in Bank rate, would
be likely to be disruptive to the market and liable to
impair the demand for gilt-edged stocks over the longer
term.

Starting in 1968, more importance came to be attached
to a wider quantitative aggregate than bank lending as a
target for the conduct of monetary policy. In 1968 and
1969, in agreement with the International Monetary
Fund, quantitative limits were set for domestic credit
expansion (DCE). This step was of limited importance
for the management of the gilt-edged market. however,
partly because the Government’s requirement for
finance was quite small at that time and partly because
it was not then regarded as a lasting change in the
objectives of monetary policy. The basic technique
described above remained unchanged but the Bank,
while still concerned to avoid disruptive volatility in the
market, tended to move more quickly the prices at
which it was prepared to deal.

A more significant step was taken in 1971 when direct
quantitative control of bank lending was abandoned,
and the arrangements for credit control were modified,
with the broader aim of regulating the growth of the
money supply, principally by variations in interest rates.
This new emphasis on the money supply, rather than on
interest rates per se, as the immediate goal of monetary
policy has been carried further since, leading to the
public announcement, from 1976, of quantitative
targets for the growth of a particular monetary
aggregate—sterling M, in the last two years—for
periods of twelve months ahead.

In May 1971, preparatory to the change in credit
control arrangements which took place the following
September, the extent of the Bank's operations in the
gilt-edged market was modified: and the Bank's
position in relation to the market was codified as
follows.

© The Bank is not prepared, as a general rule, to buy
stock outright except in the case of stocks with one
year or less to run 1o maturity.

It reserves the right to make outright purchases of
stock with more than a year to run solely at its %
discretion and initiative. w0 By
It is prepared to undertake, at prices of its own
choosing, exchanges of stock with the market
except those which unduly shorten the life of the
debt.

It is prepared to respond to bids for the sale to the
market of tap stocks and of such other stocks held
by the Bank as it may wish to sell.

This remains the framework of the Bank’s operations.

These adaptations of technique were primarily intended
to improve the effectiveness of monetary control. It was
clear that the ability of banks and other investors to sell
to the Bank large quantities of stock at moments of
their own choosing, at prices not far removed from
those ruling in the market at the time, was incompatible
with monetary policy in its modified form. The principal
change was therefore that the Bank ceased to be
prepared to respond to requests to buy steck outright,
except in the case of stocks with one year or less to run
to maturity.

Inevitably this change implied greater short-term
fluctuations in gilt-edged prices and some reduction in
marketability. It was not felt, however, that the longer-
term health of the market need suffer in consequence.
It had become clear by 1971 that the Bank’s willingness
to deal at prices close to the market level allowed
speculation too large and too easy a role in the
management of portfolios; it often meant that in
practice the Bank provided the counterpart to dealings
by the rest of the market. The curtailment of the Bank’s
operations therefore made room in the market for
others to operate in more realistic conditions.

Nevertheless, tension for gilt-edged market
management can arise between the objectives of
shorter-term monetary control and of sustaining the
longer-term health of the market. And this tension
became more marked during the 1970s as the emphasis
on control of the broader money supply increased.

The choice of the broader monetary aggregates. DCE
and sterling M,, as the immediate target for monetary
policy has tended to concentrate attention on the role
of gilt-edged market management in implementing
monetary policy, in a way that has become increasingly
evident. An important characteristic of such broader
aggregates—which does not apply to narrower
measures of the money supply such as M,—is that they
can be closely analysed, in an accounting sense. in
terms of their credit counterparts. Properly interpreted,
and allowing for the inter-relationship between the
counterparts, this has the considerable advantage that it
can help in understanding the factors contributing to
monetary growth. It highlights the extent to which the
public sector borrowing requirement (PSBR)—and.
indeed, other sources of monetary growth such as bank
lending to the private sector or inflows from abroad—
are offset by sales of government debt, and more




particularly of gilt-edged stocks, to domestic investors
outside the banking system. This direct accounting link
lf_@fﬁ\ the gilt-edged market and the behaviour of the
broader money supply, month by month, means that
the extent to which the momentum of official sales of
stock is being maintained has assumed much more
significance—Dboth for the authorities and for the
general public—as an indicator of how far monetary
policy is succeeding in its quantitative objective than
was the case when the link was seen to be with the
liquidity of the banking system,

This development has occurred against the background
of a sharply higher government borrowing requirement
and of a higher and more variable rate of inflation. In
the eight years to 1970, the PSBR averaged a little over
£4 billion (2% of GDP at current market prices). Since
then,'it has averaged £6 billion (6% of GDP), with a
peak of over £104 billion (104% of GDP) in 1975. This
huge expansion of government borrowing took place
during a period in which not only the rate of inflation
but alse its variability from year to year increased
sharply. In the eight years to 1970, inflation—measured
by the increase in the monthly retail price index over
the previous twelve months—averaged 4%, ranging
from under 1% to 8%; in the eight years since then
inflation has averaged just over 13%, ranging from 74%
to 27%. Nominal interest rates have naturally been not
only higher but also more volatile as a result, and this
volatility, and the asscciated volatility of expectations
about the future rate of inflation, have greatly added to
the problems of gilt-edged market management.

Public sector borrowing requirement
and purchases of gilt-edged stock by
non-bank private sector
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Despite the unfavourable background, management of
the gilt-edged market on the basis described above has
Proved capable of raising finance for the Government
0 a very large scale indeed over a prolonged period, as
#shown in the accompanying chart. And this has

helped to contain the trend in the growth of the money
supply in the last five years to a rate that has been
generally consistent with official policy objectives,
Thus, sterling M, increased at a rate of around 10% in
most calendar years since 1974, which has been well
below the rate of growth of nominal national income.
This has not been without a cost in terms of high
nominal interest rates. Inflation, and the scale of
government borrowing, have necessitated high nominal
yields, which—given the uncertainties regarding the
future rate of inflation—have largely excluded potential
private borrowers on fixed-interest terms from the
capital market.

Adaptations to deal with the effect of uncertainty
Government finance on this scale involves continuous
borrowing. From time to time, however, investors may
lack confidence in the outlook, for example in respect
of wage demands and industrial disturbance and their
implications for future inflation, and in the economic
and financial policies being pursued. Some uncertainty
and risk are of course always present, and it is for
investors and their advisers to assess them. At times,
the uncertainties are such that investors cannot be
confident that the level of interest rates will not rise,
and hence do not feel justified in committing the funds
they manage—generally in the interest of others—to
investment in fixed-interest securities at that time.
Sometimes the extent of uncertainty may be such that
some investors are disposed to sell their existing
holdings of gilt-edged stocks, keeping the proceeds
liquid, and this, within the framework of the Bank’s
operations described eatlier, is allowed to bring about
whatever rise in yields may arise from market
transactions, Once such an adjustment is completed—
and how long that takes will depend upon the degree of
uncertainty and the range of investors affected by
it—the Bank is then able to resume the Government's
funding programme on the higher yield basis. But at
other times, perhaps when it is less clear which way a
situation will develop, investors generally may lack the
conviction to sell their existing holdings but still decide
to keep their accruing funds in liquid form. In such
situations, while prices in the gilt-edged market may
remain relatively stable for some time, turnover
contracts, and the market effectively becomes
immobilised until the way ahead becomes clearer.

The principal effect of such periods of uncertainty,
given the present emphasis of monetary policy on
controlling the behaviour of sterling M,, is to interrupt
the contribution which sales of gilt-edged stocks outside
the banking system make to that control. It should be
noted, however, that the other factors affecting the
growth of sterling M, are also subject to similarly large
and erratic short-term fluctuations: the PSBR, the
growth of bank lending, and the impact of external
transactions can all vary from month to month by
amounts which are very large in relation to the average
monthly increase in the money supply that is consistent
with the monetary target. And such variations are
predictable-—even for just a short period ahead—only
with large margins of error. The short-term interruption
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of the flow of official gilt-edged sales is therefore not
the only reason why there may from time to time be
random month-to-month fluctuations in the growth of
the money supply; and even if a more regular flow of
- sales could be achieved, this would not in itself be
enough to remove such fluctuations arising from other
factors.

The purely temporary divergence of the growth of the
particular target aggregate, steriing M., [rom the
intended trend—whatever the origin of the
divergence-—is not in itself a cause for concern, in the
sense that such erratic fluctuations are uniikely to have
any significant effect either on the real economy or on
inflation. This is more especiaily true when the origin of
the divergence is a temporary interruption of the gilt-
edged funding programme. since in this case the
additional monetary balances which result are, in some
large part, held by long-term investment institutions
awaiting commitment in the capital market. and so are
not in any direct sense available to finance transactions
in goods and services. If. therefore, one could be
confident in any particular casc that a funding pause
would indeed prove to be shori-lived, the proper course
would be simply to ride it out.

In practice, however, a central difficultv—for financial
analysts generally, including investors in the gilt-edged
market, no less than for the authorities—is 1o
determine at the time whether an incipient divergence
of sterling M, from the intended trend is merely erratic
or whether it marks the beginning of an important
acceleration of monetary growth in some more
fundamental sense. Although, as noted above,
interruption of official gilt-edged sales is not the only
possible cause of short-term fluctuations in the growth
of the money supply, any uncertainty on the part of
investors in the gilt-edged market is likely in present
circumstances 1o pose this question quite quickly. The
size of the PSBR, and the continuous. heavy funding
programme it invelves, mean that if investors delay
their purchases of gilt-edged stocks for only a month or
two there is likely to be a noticeable upturn in the
growth of sterling M;. The authorities then have to
assess—in the lighit of the causes of uncertainty and of
other developments (including. for example. the
behaviour of other aggregates, such as M,, and
particularly the non-interest-bearing element of M,, ~
which are much less directly affected from month to
month by the timing of gilt-edged investment

decisions)—the significance of this upturn and whether
itis likely 1o continue. They may decide that the..
hesitation on the part of investors generally is w
founded and make policy changes: or they may decide
that policy ehanges are not necessary. If. in either case.
a sufficient body of investors remains unpersuaded,
sterling M, wili continue to grow above the required
trend, and this can lead to more active selling in the
gilt-edged market, until yields eventually rise to a point
where investors come back into the market and the
funding programme can be resumed.

o
)

In many cases, such a vield adjustment (or the policy
action taken to forestall it) may be accepted in
retrospect as having been necessary in the light of
outside circumstances to maintain monetary control.
But in other cases it may appear to have been part of a
self-generating spiral, with the initial uncertainty
causing an acceleration in sterling M, which in turn
affects expectations about interest {(and possibly
exchange) rates, leading eventually to upward
adjustments of yields which are in excess of those
justified by the underlying situation and which may
subsequently therefure be reversed. The danger of such
unnecessary disturbance and interest-rate fluctuations
would be reduced if a somewhat smoother pattern of
sales of gilt-edged stocks to the non-bank private sector
could be achieved in the first place.

Partly-paid stocks

Faced with this problem. the Treasury and Bank
introduced an adaptation in their issue technique in
March 1977 by providing for enly pari of the
subscription money for a new issue to be paid at the
time of application with the balance being payable in
instalments timed by reference to the Government's
expected funding need. This adaptation, which has
been used with varying degrees of success on a number
of subsequent occasions, was designed to smooth the
flow of funds from outside the banking system into
gilt-edged stocks by staging the calls to correspond with
the expected funding requirements in successive
banking months.

In addition, new gilt-edged instruments have been
introduced which were designed to be attractive in
conditions of uncertainty.

Convertible stocks
Even before the recent concern. namely in March 1973,
a convertible stock, 9% Treasury Convertible Stock
1980, was issued, which offers holders an option. in
1980, to convert at predetermined terms into a stock
maturing in the vear 2000. With this type of security,
investors are offered a short-dated stock at close to the
current market vield for that maturity at the time of
issue. with an option to convert at a later date into
longer-dated stock at a yield close to that prevailing for
the longer maturity at the time when the convertible
short-dated stock was issued. Such a securitv gives the
investor the option of holding a short-dated stock to
maturity, or, by exercising the conversion right, of
moving into the long end of the market at a specified
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fater date (or dates) on terms which are known in
adyar=z and which may then no longer be available in
(¢ A§Tket. The attractiveness of a stock of this kind
d::'“pends in part upon the relationship between
short-term and long-term yields at the time of issue.
The attractiveness of the conversion option in particular
depends on investors’ assessment of the likely course,
beyond the immediate future, of long-term interest
rates. If they judge that there is a good chance that
jong-term interest rates will be lower by the time the
conversion aption may be exercised. they will find the
option attractive. To the extent that it does, in the
event, produce an advantage to the investor, it will of
course prove correspondingly expensive to the
Government, although this risk may be worthwhile if it
enables the momentum of the funding programme to be
maintained without a rise in interest rates. There are a
number of possible variations on this general theme.

Variable rate stocks

The second instrument designed to cater for conditions
of uncertainty is the Treasury Variable Rate Stock, of
which three issues have been made, maturing in 1981,
1982 and 1983. These stocks offer investors a degree of
isurance against rising short-term interest rates, always
provided that their market price is relatively stable. The
msurance takes the form of six-monthly interest
payments based on the average discount rate for
Treasury bills over the preceding six months. At par.
the interest rate payable is a half per cent over the
Treasury bill discount rate, and for every one point
discount on par the prospective capital gain to maturity
cifectively widens the margin over the Treasury bill
rate, if the stock were held to redemption, by about a
quarter per cent. In practice none of these stocks has
traded at par, so that the effective margin over the
Treasury bill discount rate has always been larger than
a half per cent, The variable rate stocks have not yet,
however, proved to be more than modestly attractive to
investors outside the banking system as stocks to be
held; they have not been very actively traded in the
market, and, partly as a result, they have not perhaps
w far enjoyed sufficient price stability. They have none

Prices of variable rate and other
selected gilt-edged stocks

Prizes on last Wednesday in
each month
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the less played some small part in smoothing the flow of
funds to the Government, coming into demand when
the outlook for interest rates seemed particularly
uncertain and when official sales of conventional stocks
were depressed, and being bought back by the Bank.
against sales of conventional stocks, at other times. This
role could grow with increasing market experience of
the stocks. In the case of variable rate stocks, 100, a
number of variants are possible. One such variant that
has already been adopted by a number of local
authorities has the interest rate set half-yearly at a fixcd
margin above the six-month inter-bank deposit rate
ruling at the beginning of each interest period, though
these stocks too have yet to establish any significant
market outside the banking system.

Some suggested possible further chaiges in
technique and instruments

The adaptations so far described have not involved any
departure from the established principles on which
official management of the gilt-cdged market has been
based. It remains the case, however, that uncertaint¥
among investors continues to cause occasional
interruptions to the Government’s funding programme.,
The rest of this article, therefore, considers a number of
possible further changes—some more radical than
others—which, it has been suggested, might be
introduced to achieve a smoother path of official sales
despite recurrent periods of uncertainty attributable o
factors external to the gilt-edged market itself. These
would involve changes, either of operating technique,
or in the range of gilt-edged instruments.

A number of these changes could have significant
implications for the structure of the giit-edged market,
and in particular for the market-making mechanism.
Despite the developments since 1971 described above, a
gilt-edged investor is still normally able to deal almost
instantly at his own initiative in large amounts of stock
of any maturity at—or at something very close to—a
known market price; and this liquidity. provided by the
gilt-edged jobbing system, remains an important
element in the attraction of gilt-edged investment. {iis-
difficult to avoid the conclusion that the present
market-making mechanism would be seriously affccic.
by some of the changes that have been advocated, but it
is not easy to predict what alternative mechanism might
emerge and how effective such an alternative micht b
These questions are touched upon in the discussion tha
follows, but they would need to be very fully considercd
in a complete analysis of the proposals.

Changes in technique

In the area of technique, the changes that have been
suggested fall into two main groups. The first group of
suggestions would involve sharper changes in the prices
and yields at which gilt-edged stocks are made
available. The second group would involve some form
of more direct relationship between the authorities and

" major investors through which the amounts, the timing

and the terms of gilt-edged stocks to be taken up would
be determined in advance.




Suggestg for greater flexibility in the price at which
government stock is marketed are based on the
proposition that a sufficient fall in the price at which the
stock is obtainable will, in any surrounding
circumstances and without any associated policy action,
produce the required demand. In the Bank's judgment
this proposition needs qualification, as is explained
below.

These suggestions for greater price flexibility are of two
kinds. The first relates to the prices at which the Bank
markets stock out of its own portfolio through
transactions on the stock exchange, where the initiative
for varying the price would fall upon the Bank. The
second relates to the method of public issue of
government stocks, where proposals have been made
for issues by tender (or auction) which, in this variant,
would not be underwritten, and under which the
variation in price would be determined entirely by the
investors.

The pricing of tap stocks

At present, a new stock is normally issued at a price
closely in line with the prices of other comparable
stocks already in the market, and the amount of the
stock not taken up by the public—usually a large
proportion—is taken into the Bank’s own portfolio,
with the Bank acting in effect as an underwriter. If the
market remains firm. this tap stock is subsequently sold
by the Bank through the market at prices raised in
fractional steps above the issue price. If, on the other
hand, as a result of a change in conditions giving rise to
uncertainty among investors, demand for the stock does
not develop, the Bank does not immediately reduce the
price at which it is known to be prepared to sell.
Instead, the Bank waits until the market recovers or, if
the market generaily weakens, until the yield
adjustment is completed and the market has stabilised,
when the tap price will be lowered in a single step n
response to bids from the market. This established
practice provides assurance to investors who subscribe
for stock on issue, or purchase it through the market
soon afterwards, that, short of a general weakening in
the market, their position will not be undermined by
the Bank’s supplies being subsequently made available
at lower prices.

The main suggestion that has been made in relation to
more flexible pricing of stocks from the Bank's own
portfolio is that, in order to maintain the momentum of
sales through periods of uncertainty caused by changes
in outside circumstances, the Bank should be more
willing to lower the tap price in one step, going bevond
the fall in market prices generally, or in smaller steps,
in line with the decline in the market, without
necessarily waiting until the market yield adjustment is
completed. A difficulty with this approach is that such
behaviour, in the conditions of weakening confidence
where it would be relevant, could tend to add to, rather
than diminish, the uncertainties in the minds of
investors.

If the Bank—as by far the largest seller in the market,
and with earlier knowledge of some important
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developments likely to affect the market, such as
imminent policy steps, statistics, etc.—had had to,
reduce its price once. why should it not do so :|:_rq&hf"‘-‘
shortly thereafter? Given this evidence of official "+~
urgency to sell stock, investors might well conclude
that, by waiting, they might obtain still higher yields.
There could be a danger that prices in the market
would move away from the Bank, simply falling further
in response to cach successive reduction of the official
price of the tap stock. At some point one must presume
that this process would stop, and that yields would
reach a level at which investors were prepared to
commit the required funds; but the increase in yields
might need to be unnecessarily large in these
conditions, and, in the case of the proposal for a single
step change, it would be difficult to arrive at a reasoned
judgment in advance as to the tap price which would
ultimately need to be set. In these circumstances. it
could, as a practical matter, become necessary to find
other means of establishing an appropriate price,
perhaps through tenders or through a process of
négotiation with major investors, with the further
implications discussed below.

The argument has been put that the authorities already
act on prices in the gilt-edged market by changing
minimum lending rate (MLR). and that shifts in the tap
price would only differ in degree. But the difference in
degree would be very considerable. Changes in MLR
are made as  result of varying considerations, not
necéssarily immediately related to developments in the
gilt-edged market, and their effect on pilt-edged prices
is indirect and may be greater or smaller depending on
the surrounding market circumstances. Furthermore, a
change in the yield on a three-month bill from, for
example, 94% to 10% changes its price by only one
tenth of one percentage point, while to secure a similar
change in the yield on a 20-year stock would require a
change in price of about 5%. Such changes in price
imposed unilaterally by the authorities would involve
heavy capital losses which operators would be likely to
regard as beyond the normal hazards of business; and
the only defence for the market-makers against such
behaviour on the part of the authorities would be to
narrow the market drastically whenever such conduct
appeared to be in prospect.

A modified version of this suggestion is that the Bank
should lower the tap price at which it is prepared to sell
during periods of a weakening market, but by less than
the full extent of the fall in prices generally, so keeping
the price a little way above the market as a whole. The
intention would be that, because investors would have
greater certainty as to the price at which they could re-
enter the market, they would be encouraged to sell
their holdings and so accelerate the yield adjustment. It
would seem, however, that such a policy would in
practice be almost indistinguishable from the previous
suggestion, and that the Bank’s price adjustments
would have much the same effects upon market
expectations.




fore generally it has been suggested that the Bank’s
echninue in pricing tap stocks is too easily predictable:
i, it is argued, can, if they are uncertain,

Ipotipone their purchases of stock in the knowledge that
if prices should improve, they will not, while a tap stock
is active, move ahead too rapidly so that the cost of
delay is likely to be small. This argument sometimes
prompts the suggestion that the Treasury and the Bank
could price a new issue some way ahead of the market,
or that the Bank could adjust its selling price of the tap
stock upwards by larger amounts. so encouraging
investors to accelerate their purchases in the immediate
situation and weakening their complacency over the
Jonger term. There are circumstances where, within
generally rather narrow limits. this tactic can be—and
indeed has been—used. But it can only be used where
the Bank is reasonably confident that the surrounding
conditions in fact justify an unusually sharp decline in
yields and where this prospect is likely to carry
conviction with investors. If used where the overall
circumstances did not in fact justify a fall in yields to
the extent implied by the pricing decision, the tactic
would be likely to induce an otherwise unnecessary
interruption of the funding programme as vields
subsequently adjusted back to more appropriate levels.
In a similar way, it has been suggested that the
authorities should vary their tactics in introducing new
stock issues, by periodically standing aside from the
market, but this possibility has been largely precluded
by the recent size of the funding programme, which has

involved more or less continuous borrowing.

In considering these various proposals for a more active
pricing policy, the Bank is conscious that a securities
market cannot function satisfactorily if there is an
operator in a position to exercise overwhelming
influence who is liable to enter the market
unpredictably both as to timing and behaviour. All of
the proposals would—if carried very far—introduce an
important new clement of uncertainty into the
determination of gilt-edged prices. This in turn would
seriously impede the making of a market, in any size, in
gilt-edged stocks—whether by jobbers, as at present, or
under some different institutional arrangement. The
restriction on marketability which could then result -
would tend to reduce one of the principal attractions of
the gilt-edged market for investors, damaging its long-
terin capacity.

Tenders

A different kind of suggestion for achieving a smoother
pattern of gilt-edged sales through greater price
flexibility is for the adoption of a tender system for new
issues. Again there are a number of possible variants,
but a common element would involve the Government
announcing from time to time the volume of securities
it wanted to sell on particular dates. or in a given
period, and then leaving it to investors to determine the
price and yield at which they were prepared to buy it.
As with the suggestion for a more active policy of
lowering of the tap price, the object would be to enable
the authorities to sell the amounts of stock expected to
be required in any given period to achieve shorter-terim

control over the growth of sterling M, unhampered by
interruptions in government funding arising from
changes in outside circumstances. (This would of course
still leave sterling M, subject to erratic short-run
fluctuation arising from unpredicted variations in the
other credit counterparts, as mentioned earlier.) The
proposal may derive in part from the regular use of the
tender technique for new issues of US government
securities by the US Treasury. In considering it,
however, one needs to bear in mind that there are
substantial differences in the size and structure, and in
the role, of the government bond market in the two
countries.

In the United States, the $330 billion of government
bonds outstanding are equivalent to only some 16% of
GNP, whereas the £57 billion of gilt-cdged stocks
outstanding is equivalent to some 42% of GNP in this
country. Although government borrowing has increased
in the United States—as in the United Kingdom—in
recent years, government bonds have not dominated
the capital markets to the same extent: in 1977
government bonds absorbed only some 30% of the total
funds raised in the US domestic capital market,
whereas the comparable figure for the United Kingdom
was nearly 90%. In the United States, 100, government
bonds are typicaily of much shorter maturity. They
include a large proportion of two-year issues, and only
about 16% have a life beyond eight years; whereas in
this country gilt-edged stocks are rarely issued for less
than four to five years, and some 60% are of more than
eight years’ maturity. This results in an average
maturity of US government bond issues of about five
years, compared with about twelve vears for gilt-edged
stocks in this country. Finally, the institutional
arrangements in the two government bond markets
differ: prices are made in the US market, for example,
by dealers in government securities rather than through
the stock exchange as in this country. Such differences
suggest the need for considerabie caution before one
can conclude that arrangements found helpful in the
United States would be similarly effective in the United
Kingdom.

A major difference in the present context is that the us
Treasury’s debt management objectives are not the
same as the present objectives of debt management in
this country as described above. In particular, the US
Treasury is not directly involved in the implementation
of monetary policy and its use of the tender technique
for new stock issues is not primarily directed to the
achievement of short-term monetary control. In the
United States, the main emphasis of monetary policy in
recent years has been on controlling the narrower
monetary aggregates, which the Federal Reserve
authorities influence essentially through management of
the level of short-term interest rates. There is
consequently not the same direct link between
government debt management and the chosen
monetary target in the United States as there is here.
and debt management policy can therefore be directed
to a far greater degree to the narrower objective of
providing finance for the Government at the lowest cost
consistent with maintaining an appropriate maturity
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structuze. In this context, the use of the tender

techn! would seem to be designed to deal with the
difficulty that can at times arise with a fixed-price
offering if market sentiment should change (in either
dircetion) between the announcement of terms and
suseription, rather than as a means of keeping up the
volume of sales in circumstances of uncertainty without
regard to the effect on market yields. On the contrary,
in framing its programme of debt sales, the US
Treasury pays considerable regard to the advice given
by the Federal Reserve authorities, and by the main
government securities dealers (who effectively
underwrite the tenders and act as intermediaries in on-
selling a large part of new issues to final investors) on
the capacity of the market to absorb new issues—
particularly of longer maturities-—without an undue
cffect on market prices.

A form of tender technique, with a minimum tender
price set in line with market yields at the time of
annouricement of the issue and designed to secure for
the Government—through a lower borrowing cost--a
part of the benefit from any sharp improvement in
market sentiment between the announcement of terms
and the date for subseription, was in fact adopted by
the Treasury aad the Bank for a new issue (121%
Excliequer Stock 1999) in March 1979, This followed
the uniguely heavy oversubscription, resulting from an
abrupt reversal in market expectations about the future
coutse of interest rates, of two stocks issued a month
carlier, The use of the tender technique for this
purpose, howeyver, is basically different from its usc to
achieve greater short-term control over the growth of
the money supply by ensuring the necessary volume of
gilt-edged sales in any given period. If that were the
objective, it would at times involve pressing ahead with
an ssue even in a market which was unsettled by

“side conditions, and accepting the resulting yield;
thie objective would in such conditions be likely to be
frustrated if there were a minimum tender price, unless
it vwere set on a yield basis substantially higher than the
prevailing market level. A change to this method of
issue would not of itself help to diminish investors’
uncertainties about the future, nor make it easier for
them to make a judgment about the future course of
yields, and hence about the yield at which they should
commit any large volume of funds to long-term fixed-
interest investment. Given that they would still have
open to them the possibility of buying stock in the
secondary market or—because of the continuous nature
of the Government’s borrowing need—of entering a
subsequent tender, by which time the particular
uncertainty might have lessened, they could, in
uncertain conditions, continue to find it more prudent
to stay short and wait. Investors would, therefore, not
necessarily enter a tender even of this sort, in the
required volume, at the times when it mattered. And to
the extent that they did so, it would probably be at
prices and yields that discounted an unfavourable
outcome in those areas that were the source of
uncertainty.

The effect of tenders of this second kind, in terms at
least of short-term price volatility, might be somewhat
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similar to that of a more active policy of moving the
official tap price, with similar longer-run implicatinns
for the capacity of the market. Used with the ob| =)
selling a predetermined volume of stock, the tender -
technique would have a further corollary. It would run
counter to this objective for the Bank itself to enter the
tender on any substantial scale; the Bank's own
dealings in the market would, therefore, be curtailed
and would no longer provide a reservoir for adjusting
the level of sales to the Jevel of investor demand as
under the present tap arrangements. At the same time,
as things stand at present, the gilt-edged jobbers do not
have the resources to bid regularly at tenders in
amounts that would enable them to assume this .
function. If the tenders were to be successful, therefore,
given the present institutional arrangements in the
United Kingdom, virtually all the stock offered would
have to be taken up directly by investors—whatever the
state of market confidence happened to be—with no
large intermediary to cushion the impact on prices. In
part, the gap left by the implied change in the Bank's
16le might be filled if the capacity of the present jobbers
were (o increase or if new intermediaries emerged,
perhaps of the kind of short-term dealer in government
securities that exists in the United States. Such a
development would be unlikely to come about
overniglit, and the market in gilt-edged stocks could be
severely affected in the meantime, But even in the
longer term, the change in market structure and the
greater short-term price volatility that could result from
the tender technique—if used to achieve cioser short-
term monetary control—might well lead to both
reduced marketability and a significant shortening of
the maturity structure of government debt. In the
conditions envisaged, market-makers might be
prepared to run a sizable book in short-dated stocks,
but they are less likely to be prepared to take in the
longer maturities on the same scale because of the
higher risks. Any development in this direction would
involve a considerable change in the management of the
government debt, in view of the already heavy burden
of annual maturities that have to be refinanced.

Because of structural changes in the gilt-edged market
that could result from a general shift to tenders, some
commentators have alternatively suggested that tender
issues might be made on occasion, at times of particular
uncertainty rather than as the normal method of issue.
This more modest step might still, however, have the
disadvantage that it would tend to increase rather than
diminish uncertainty. There would be the danger that
once the tender technique had been used in the manner
suggested, the possibility that it would be used again
could damage confidence in a hesitant market on
subsequent occasions: prospective buyers might be
deterred from investing when they would otherwise
have done so, by the fear that a subsequent tender
would impose capital losses on them. Experimentation
in this area is not, therefore, wholly straightforward.

A more direct relationship with the major investors
The suggestions for possible changes in technique
discussed so far would maintain the traditional arms-
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length nature of the relationship between the
'mj,p --ities and investors in gilt-edped stocks. An
M different approach would involve a more direct
re dnonshlp between the Government. as borrower,
and major investors, for example, the larger pension
funds and life assurance companies. Suggestions under
this heading include:
® the negotiation of underwriting of government
stock issues by the long-term investment
institutions, rather than by the Bank as at present
(whether such issues were on a fixed-price or
tender basis); and
the negotiation of direct placings of government
stock with the institutions.
Purchases of gilt-cdged stock by
insurance companies and pension funds

e £ millions
[:I Iasuranee companies” and penson finds
1 acyuisiionof finageial assets
D of b, purchases of gilt-edped stock

= Pur

I g I}ui aturch by
nons-bank private
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The réle of the long -term investment institutions in the
gilt-edged market has grown rapidly in recent years.
Even so, these institutions do not generally account for
more than about half of all net purchases of gilt-edged
stocks by investors outside the banking system. and
their combined holdings of gilt-edged stocks still
amounted to only a third of the total nominal amount
outstanding at the end of 1977. The institutions do not -
represent the small. tightly-knit groupiag thai is
sometimes supposed: at the end of 1977 there were
some 300 life assurance companies and over 2.000
pension funds in the United Kingdom, with over 100
institutions with assets of over £100 million accounting
for two thirds to three quarters of the total long-term
institutional investment. Thus, while suggestions of this
kind might in principie be applied to a significant part
of the Government's gilt-edged market borrowing, they
would not of themselves provide a total solution to the
funding problem.

A key question—as in the case of the proposal for
tenders—is whether the suggested change in new issue
technique would in itself make it casier tor the long-
term investment institutions to maintain their purchases
of gilt-edged stocks through periods of uncertainty.
without wide fluctuations in interest rates. Other things
being equal, there is litile reason to suppose that

institutional investors would be willing to commut their
funds—at times of uncertainty—to fixed-interest stocks
offered by way of a placement where they were not
prepared to buy the same stock offered by way ot a
public issue, unless they were given the inducement of a
significantly higher vield. Nor is it clear that the
institutions could prudently. in the interest of their
pension fund members or insurance policvholders, take
on the very considerable risks of loss (hat would be
involved in the regular underwriting of government
stock issues (which are at present underwritien by the
Issue Department of the Bank) on anything like the
recent scale, unless they were free to move the
underwriting price quite widely 10 protect themselves in
adverse conditions. While, therefore, it is possible to
see how this approach could function in market
conditions that were reasonably favourable—when the
present technique 1s satistactory—it is hard to sce that
arrangements of this sort could be freely negotiated in
those conditions where they would be most helpful,
without producing much the same effect of greater
short-term price fluctuations that would result from Lhc
carlier suggestions.

Some suggestions for a more direct relationship
between the authorities and major investors would go
some way towards displacing a free murket and would
involve varying degrees of goevernment influence over
the decisions taken by the major investors, In the
extfeme this could extend to statutory direction. It is
beyond the scope of this article to discuss the general
arguments for and against such an extension of
government influence. It is reasonable to assume,
however, that the use of such influence would tend. in
the first instance. to hold yields on gilt-edged stocks
below the level that would otherwise be established in
the market; and that this in turn would tend to reduce
the attraction of investment in gilt-edged stocks to other
investors not subject to similar influence or control.
Though it might be possible to achieve in this way a
smoother flow of investment in gilt-edged stocks by the
major institutions, it would not necessatily follow that
gilt-edged sales to tiie non-bank private sector as a
whole would be more regular; nor perhaps that a higher
overall volume of sales would be achieved.

The last three suggestions considered—for tenders: for
negotiated underwriting of government issues by the
institutions; and for some element of direction by the
Government of the institutions’ invesiment—have been
discussed separately, as logically distinet proposals. In
practice, however, this distinction could prove ditficult
to maintain. The pressures on the Government could
tend to lead to a progressive development: in order to
avoid the disturbance to interest rates that might be
expected to result from the adoption of tenders. there
would be a temptation to look for some underpinning
of the tenders by institutional investors. and. in
negotiating the terms of such underpinning. the
Government would need to exercise considerable
restraint if a free market was to be preserved. To this
extent, therefore, the implications of the various
proposals in these areas need to be looked ai together.
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New forms of gilt-edged instrument

Suggest advanced for possible new types of gilt-
edpged stocks fall into two main groups. First, there
have been various proposals for new short-term
marketable government debt instruments, with
maturities ranging from perhaps three months up to
about two years. Secondly, some commentators have

advocated the introduction of a marketable government

stock indexed in some way against inflation.

Short-term instruments

The short-term instruments suggested are principally
designed to attract into government debt institutional
funds awaiting investment (including longer-term
investment in the gilt-edged market) and some part of
the liquid resources of industrial and commercial
companies currently held with the banking system and
so forming a part of the money supply. They could also
appeal to personal investors, though in this area

particularly they would compete with the range of (non-

marketable) national savings instruments already
offered by the Government,

At present, there are two marketable short-term central

government debt instruments generally available to
investors: Treasury bills and gilt-edged stocks
approaching maturity. Both Treasury bills and gilt-
edged stocks with less than one year to run to maturity
are eligible reserve assets for the banking system. They
consequently have a particular value to banks as
compared with most other short-term asscts with which
they compete, and their yield, iherefore, tends, on
oceasion, to be bid down to a level unattractive to
investors outside the banking system. The suggestion
has, therefore, been made that a new instrument could
be issued which would not be an eligible reserve asset,
and in relation to which—because of the short
maturity—a more active pricing policy could be

Local authoerity short-term debt by type of holderys)

adopted without the implications such a policy would
have if adopted in relation to the gilt-edged market

generally. m"‘m

Although there is no central government instrument of
this kind available to the market, it is an area which is
already quite heavily drawn upon by local authorities,
through deposits, mortgages and negotiable bonds,
none of which is eligible as a reserve asset. The total of
such temporary local authority debt outstanding is
around £4 billion, of which some £14 billion is held by
non-bank financial institutions and about £4 billion by
industrial and commercial companies and persons taken
together. If the central government raised additional
funds from outside the banking system by marketing a
new short-term instrument, it would be in competition
with local authority short-term borrowing; this would
tend to limit the net additional inflow of funds to the
public sector as a whole.

1t is difficult to establish how large a market, outside
the banking system, there would be for a new short-
term central government debt instrument of the kind
proposed, The behaviour of the groups of potential
investors identified above suggests a strong preference
for holding their short-term assets in the form of
conventional bank deposits which are both highly liquid
and wholly capital-certain. For example, industrial and
commercial companies’ holdings of certificates of
deposit amount to only some 5% of their holdings of |
conventional bank deposits; and the long-term
investment institutions typically wish to keep their
liquid resources available for immediate investment
when they perceive an appropriate opportunity. This
might suggest that there would be little demand for any
short-term central government instrument that was not
a close substitute for bank deposits. If the Government
offered such a close substitute, this would not produce a
meaningful reduction in the liquidity of the economy. If

£ millions: emounts outstanding of end-year

of which:[b]

Orher

institutions.

Industrinl
and commercial
companies

98
Mb
741
649
452
B2

329
460

465
524
768
110

59
453
484
459
579
229

Ly

[2] Includes all loans repayable within one yeer of their inception.
[b] Excluding revenue bills.

Distribution of main s!erlihg liquid asset holdings at end-1978

£ millions

I}lnk ! Building plller_

institutions

National
savings

Treasu
bills an

Local
authority
debt

Tax

instruinents
gilt-edged
stocks

Holders
Persans 36,616 4.578
ial and m 230,
139

s1

Insurance companies|b]

11,238 7
— 509

«« mot available,

[a]  of which, certificates of deposiv £440 million.
[b] 1977 book value (net).
[¢] Treasury bills only.
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holdings of the new instrument were excluded from the
definition of sterling M, (which does include certificates
(F"?["‘sit'issucd by banks), the growth in sterling M,
ﬁﬂg t statistically be reduced; but this effect would be
seen by the financial markets as largely optical.

To attract such liquid funds into a less liquid asset, the
Government would need to offer a higher yield.
Indeed, action has already been taken to make both
national savings instruments and certificates of tax
deposit more attractive. The contribution that a new
general-purpose, short-term, marketable security could
make would depend in part on how far this higher cost
was regarded as acceptable.

Indexation

The final suggestion to be considered is some form of
index-linked marketable government security. There 15
little doubt that an appropriately priced. inflation-
proofed marketable security could be attractive to a
wide range of investors. This is not because it would
necessarily yield a higher return to maturity than a
conventional fixed-rate security—that would be difficult
to judge in advance and would depend upon whether,
in the event, the future rate of infiation proved to be
greater or less than the rate presently discounted in
nominal market yields. (By the same token, the real
cost to the borrower would also be difficult to predict in
advance and might prove to be greater or less than on a
conventional stock.) The attraction would be that the
‘real’ rate of return to maturity would be fairly clear;
this would provide a measure of protection 1o investors,
and would be particularly attractive to institutional
investors such as pension funds whose liabilities also
rise with inflation. It would also mean that investors
would be substantiaily protected against capital loss as a
result of a fall in the market price arising from an
upward shift in infiationary expectations (though not
from price fluctuations associated with changes in real
interest rates). This characteristic particularly means
that indexed gilt-edged stocks would remain attractive
to investors when they feared accelerating infiation,
which is the predominant cause of interruption to the
government funding programme at present. The
introduction of indexed stocks almost certainly could in
principle, therefore, make an important contribution to
smoothing the pattern of official gilt-edged sales.

The question of an indexed stock cannot, however, be
looked at solely in this narrow context. Frequent
recourse to an instrument of this type—and once a start
had been made down this road it would be difficult to
draw back in future conditions of uncertainty—would
create considerable pressure for indexation in the
capital markets more generally. There is room for
differences of view about how far the introduction of
indexed gilt-edged stocks would lead to the spread of
indexation through the economy as a whole. But if this
were a significant possibility. the authorities would need
to be assured that the implications of indexation (¢.g.
for the tax structure, for the financing of industry, ete.)
were fully understood and thai the economic and social
consequences were acceptable. Whether or not the

generalisation of indexation through the economy
would be advantageous is a question that probably
cannot be answered in an absolute sense: it would
depend to a considerable extent upon the prospect for
the development of the economy. in the light of the
other available policy options, at the time. But it is not
the purpose of this article to discuss that much wider
question: the immediate point is that the argument for
indexed gilt-edged stocks needs to be made in that
wider context, and not considered solely as an
expedient to facilitate gilt-edged market management.

Conclusion

The purpose of this article has been to explain the
evolution of the role of gilt-edged market management,
and of the technigues and instruments employed,
during the past decade or so; and to contribute to the
public discussion of certain possible further
developments.

Present policies have enabled the funding in the gilt-
edged market of the Government's borrowing 4
requirement—which has itself been very large—to
make an important contribuation to the objective of
controlling the trend in the growth of the money supply
over the past years. Closer month-by-month contgol
over the growth of sterling M, is not, however,
achievable. One reason for this—but one reason only
among others—is because the contribution of gilt-edged
funding can be interrupted from time to time as a result
of a weakening of confidence among investors,
particularly relating to the outlook for inflation and the
adequacy of economic and financial policies to contain
it, which makes yields seem unattractive. Steps have,
however, been taken to secure a smoother flow of
government funding and to moderate the effect of such
interruptions.

The latter part of the article has discussed various
suggestions for further change put forward with the aim
of improving the authorities’ capacity for short-term
monetary control, and of reducing the risk of the
authorities having to accept interest-rate fluctuations, or
to take preventive policy action, not justified by the
underlying economic circumstances. Some at least of
these suggestions would seem likely to add to, rather
than diminish, the short-term volatility of interest rates
without necessarily leading to greater stability, or to
lower interest rates, over the somewhat longer term.
Most of the suggestions that have been put forward
would be likely to have far-reaching implications—for
the structure and capacity of the gilt-edged market in
the longer term, for the nature of the relationship
between the Government and the major institutional
investors, or for economic management in general—and
the question arises whether the objectives aimed at
justify such possible consequences.

As noted earlier, erratic, short-run, month-to-month
fluctuations in the rate of growth of sterling M, or
indeed of any other monetary aggregate, may derive
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from a number of causes, and are not likely in
themselves to be important. Monetary control is
therefore properly directed to the trend of monetary
growth over a longer period. As this emphasis becomes
more widely understood, and provided that investors
are convinced that the authorities are prepared to take
the steps necessary to maintain this control, unjustified
reaction in the gilt-edged market to erratic short-term

fluctuations in monetary growth may diminish. While
there may, nevertheless. be scope for further technical
changes in gilt-edged market management, whichi ]
designed to improve the authorities’ capacity for
shorter-term monetary control, one cannot properly
expect that such changes will serve in place of
substantive policy changes that become necessary from
time to time in other areas,
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In the markets this week the pound has remained strong, : 1n1‘
equities have remained weak and gilts have fluctuated fairly narrowly. I
referred last week to the conflict between domestic and external
considerations; one aspect of this is the effect on the private sector of

a combination of high interest rates and a strong currency which, taken
together with announcements this week about the actual level of profitability
and official expectations about its future trend, has been more than sufficient
to upset the equity market. i

As you know, my reaction to this is to argue that there is a
balance of disadvantage from maintaining MIR at its present level. However,
I have heard it suggested in the City that it may in fact be official policy
to maintain the pressure on the private sector in order to make it more
necessary for managements to resist possible excessive wage demands next

winter. If there were such a policy it would need to be kept under very

close review because, frightening though the disease of unearned wage claims
may be, there are remedies which could eventually be worse if they are
pursued to the point at which they too seriously debilitate the patient,

A more obvious justification for the present level of MLR
is the need to sell gilts and to control the money supply. You asked me
when we met on Tuesday to let you have my thoughts on the management of the
gilt-edged market, and the rest of this letter is concerned with that subject.
As I write I have not had an opportunity to read the latest issue of the
Bank of England quarterly bulletin which I understand is particularly
relevant; however, I think it may be better to let you have my own views
now and to deal next week with any points raised in the bulletin or in public
discussion.

The first thing that needs to be said about the management
of the gilt-edged market is that we probably would not even be aware of the
Srotlon TYThe TEBR and, in consequsicer TheTesd To SsTL E1Tts vore ——
significantly regﬁced. The weaknesses inherent in the present system
become apparent only because the market is very much a buyer's market when
the seller is a forced seller. It can therefore be argued that no change
needs to be made because your policies will lead to the removal of the
problem which draws attention to the weaknesses. I tend to take the other
view, that weaknesses in the system should be eradicated but I certainly
would agree that a significantly lower PSBR would reduce the need for change
and, more importantly, would allow a much greater latitude so far as the
timing of any change was concerned,

Timing is of the greatest importance, because it would be
disastrous to make any changes unsuccessfully, Probably the most important
point here is to make any changes at a time when the institutional investors
are liquid and are therefore relatively eager to buy stock, a state of
affairs which does not apply to-day.
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Before suggesting changes, it is worth running over some of
the ways in which the present system is thought to be faulty. One family
of problems arises from the habit of manipulating MLR, which is a short-term
interest rate, to facilitate the sale of stocks, of ich are lon rm.,
This gives rise to an extremely volatile ttern of short-term interest
rates which is damaging economically at or near the peaks of the cycle and
damaging psychologically because of the uncertainty which it constantly
engenders. Another consequence, because the pattern has become accepted and
predictable, is that stocks tend to be sold in large quantities only when
interest rates are at their highest with the result that the stocks are at
their most expensive to the taxpayer.

Another point of criticism is the proportion of long dated
securities being sold at a time when interest rates are high. This pattern is

not repeated in other countries and is in marked contrast to the instincts
ind Eélicies of EZEEnce directors in the private sector, who try to maximise
their short term borrowings when they judge interest rates to be high and to
fund on a long term basis only when they Judge interest rates to he low, The
EEET'tﬂET‘TﬁﬁIF'EEEEEEE?-E;1;¥;;n faulty does not invalidate the principle
that they try to follow. The usual justification for a high proportion of
expensive long term debt is that this reflects the portfolio preferences of
the buyers, who are typically insurance companies and pension funds.
Nonetheless, one should note that institutions in the United States, for
example, are prepared to buy short term securities in the absence of anything
longer term, even though one would assume that their portfolio prefeyences
are similar to those of British institutions; in other words, one's
preferences are not necessarily the only determinants of what one will do.

in addition, there is ?o-day a relatively new potentfal buyer of U.K. government
debt in the form of the rest of the world. You know that I expect foreigners
to be interested in gilts at present interest rate levels and I am fairly
confident that the foreigners' portfolio preference would be for short-dated
stocks.

The third group of criticisms relate simply to the mechanics of
selling gilts. It is often felt that the relative position of the jobbers,
brokers and investors is excessively strong and leads to unnecessarily
expensive funding. For example, in times of uncertainty, it would be possible
for the jobbers to mark prices down just before applications for a tap stock
are due, which would have the effect of discouraging applications and thereby
ensuring that the business was ultimately routed through the jobbers.

Turning to possible solutions, I start by rejecting one, The
idea of indexation is being canvassed again, but it seems to me that
indexation of government securities would kill the equity market stone dead
and would result in a degree of crowding out for the private sector much
greater than is currently seen. I find indexation of government debt as
objectionable as indexation of public sector pensions, for almost exactly the
same reasons.

I believe that what is needed is a far greater degree of
flexibility on the part of the authorities. One reason why MILR has to be
raised to perform the Duke of York manceuvre is that to cut the tap Ericg
without signalling the intention by raising MIR is regarded as a breach of
faith with the market. 1 do not believe that that view can be sustained and
I therefore think that the authorities should be prepared to rgise or lower the

rice of the tap stock whenever they feel it necessary. Secondly, and in
conjunction with this, they could make much more use of open market operations
to buy gilts when they feel that yields are getting excessive or when they
judge that market confidence needs a boost. Thirdly, they could introduce
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tranches of stock in smaller quantities much more frequently and sell them
by tender, in a way not unlike that used in the Treasury bill market.

An increased flexibility in the attitude of the authorities
would in turn lead to much less rigidity on the part of the buyers. Given
this flexibility, I believe that we would find ourselves funding the
government's borrowing requirements more readily and more cheaply and that
we would then see that structural change is not necessary. Greater
flexibility would help to redress the imbalance between the relative
strengths of buyers and sellers and could usefully be accompanied by a
gradual reduction in the proportion of long term debt offered to the market.
The reduction would need to be gradual because minds change gradually, but
part of the process could take the form of a greater willingness to let it
Ipe known that there would only be a limited amount of long term debt being

issued in any given year, accompanied in the early stages by a greater
willingness to issue medium term debt.
Incidentally, one interesting consequence of a move away from

the use of MLR as the trigger for gilt sales might be that there was_no real
ced for MLR any more, At present, the principal influence on short term
rates is exerted through the Treasury bill market, and the automatic link
between Treasury bill rate and MLR has already been abolished, If MIR was
not being used to control long term rates it could arguably fade away which
would at any rate dispel the illusion that it is the government's action

in raising MLR which forces up mortgage rates, overdraft rates and all other
interest rates. Those rates will, of course, continue to go up and: down but

it would be easier for people to see that they were doing so as a result of
the play of market forces rather than, as at present,all the blame being laid

at the feet of the government. " Looking again to America, one does not find
there the direct attribution of all interest rate problems to the
Administration and it is unnecessary for it to happen here.

I will revert to this subject next week when I will have
read the quarterly bulletin, 5 b
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The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc, Adam Ridley, Esq.,
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Mr. John Sparrow called on the Prime Minister at 1600 on
Tuesday 19 June. The following are the main points which came
up in discussion.

Mr. Sparrow said that the City was basically pleased with the
Budget. The immediate marking down of gilts prices was inevitable,
given the increase in MLR - which in itself had been somewhat
unexpected. But the MLR increase clearly indicated that the
Government was intent on keeping the money supply under control,
and this ought to provide a good basis for the sale of gilts
over the next few months. The take-up of the new tap stocks
on Thursday would be watched very carefully. Another more
promising aspect was the fact that corporate loan demand was
likely to be rather lower over the next few months because of
the recent accrual of cash from the pre-Budget spending spree

and because of the short-term cash flow effect of the VAT increase.

Mr. Sparrow went on to say that he did not think the current
level of sterling could be sustained - given the recent trade
figures. The rate was being pushed up by the combination of
high interest rates and the fact that many regarded sterling as
a "petro-currency'.

The Prime Minister said that she was concerned about the

current provisions for corporate stock relief. Her impression

- and this was confirmed by Mr. Sparrow - was that it had a
distorting influence on company behaviour: companies tended

to increase their stocks unnecessarily at the end of the financial
year, which was a waste of resources and which meant a loss to

the Exchequer. Mr. Sparrow added that ~corporation tax generally
had become an "optional tax'". It should either be abolished or
made operative: he would prefer the latter. Mr. Sparrow then
referred to PRT, and said that he was worried that the Exchequer
was losing unnecessary funds because of the "uplift'" provision.
This meant, for example, that BP would be exempted from substantial
amounts of tax when they took over part of the Beatrice Field, as
they were reported to be proposing to do.
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The Prime Minister asked Mr. Sparrow for his views on the

present methods of funding the borrowing requirement. Mr. Sparrow
replied that he would let the Prime Minister have his views in
writing, but did not not accept the Bank's argument that the
institutions necessarily required long-dated stock. This was

an excessively expensive method of funding. On the other hand,

he thought that there must be a revival of interest in equities

at the expense of gilts before too long. The Prime Minister

commented that she could not see how businesses would be willing
to borrow for investment purposes at current rates of interest.
Finally, Mr. Sparrow said that in his experience industry was
already becoming more aware of the need to negotiate responsibly
on the pay front: they were beginning to realise that from now

on they, rather than the Government, were responsible for their
actions. But it would be helpful if the Government could :
produce a new "standard of living" index - this would involve

regarding tax as part of the cost of living. The Prime Minister
said that the Treasury were working on such an index.

21 June 1979




f

Cean (

23 GREAT WINCHESTER STREET
LONDON EC2P 2AX
From: JOHN SPARROW 01-588 4545

15th June, 1979.

J)-l&n/’ f'2f1u"1'1"""‘*";

I was wrong last week when I forecast the reaction to the
Budget. The vocal reaction has been favourabple, as I thought it would be,
but the markets themselves slipped. To some extent this is due to a certain
nervousness about possible union belligerency, although I would have thought
that everyone should have expected words from the union leaders; the
interesting question is whether or not the words will subsequently be
matched by actions, and Mr. Gormley's decision to stay on is one small but
hopeful straw to indicate that the bite will not be as bad as the bark,

What I had failed to foresee, and what the markets did not
expect, was an increase in MLR to 14%., It is this which has set the gilt-
edged market back, whilst at the same time adding to the strength of
sterling, and it is natural for equities to become relatively less
attractive when such higher interest rates are available. You will know

that there is a fair amount of unhappiness in the City about the way in
which gilt-edged stocks are sold. This is based partly on the argument
that it is unnecessary and positively harmful to manipulate short-term
interest rates in order to sell 25 year debt. The feeling is strengthened
in this case by the very considerable profits which the jobbers are thought
to have made, in effect at the expense of the tax payer (although most
brokers see it as being at the expense of their clients).

The conflict between domestic and external considerations
is becoming more and more apparent, Domestically, the effect of the
Budget tax changes has been to make gilts lesg attractive to the personal
SeCTOT whereas the external reaction has been summed up by the European
banker who told the Daily Mail that 14% in a petrocurrency was just too
good to believe. I repeat the City view that, even without 14% interest
rates, sterling is strong currency, although my reading of the Red
Book in paragraphs 15 and 16 of the "Economic Outlook to 1980" persuades
me that the Treasury is not yet convinced of this, It is a vitally
important consideration to be clear about because it has major implications
for policy. VYou may have seen that in his lecture at the City Upiversity
yesterday the Governor said that attempts to adjust to countries'
differences in economic performance through flexible exchange rates had
severe limitations. The key reasons for this were "that the exchanges
fluctuated on a far shorter time scale than that required to make
fundamental adjustments, the statistics were not reliable enough to
ensure that the correct action was taken, and efficient industries were
hit as much as inefficient ones'. A strong pound based on the oil
situation and reinforced by high interest rates will be eventually
corrected, but only after the resultant lack of industrial competitiveness
has been felt., It is for this reason that a colleague said to me this
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morning that he hoped the Duke of York would not turn into the Vicar of
Bray.

None of this affects the fact that the Budget as a whole is
regarded as being a great stride forward. Inevitably, there are pockets
of trepidation as people (and in particular, managements) find themselves
actually in the sort of world they have been arguing for for years; but the
only real misconception that I have encountered is the very widespread one
that the rate of inflation is synonymous with the retail price index. This
is obviously wrong, not least because the effect of VAT is deflationary
although its effect on prices is to increase them. But one of my favourite
maxims is that the only truth that matters is what people believe, whether
it is in fact true or not, and if people generally continue to believe that
inflation is represented by retail prices, then the next twelve months
will be harder than they need to be, The interesting thing about the
falacy is that it is shared by all sorts of people, and unless it is
dispelled in the City, in Fleet Street, in Whitehall and in Westminster,
one can scarcely hope that it will be corrected in Wolverhampton or Wigan.

I am grateful to you for finding time to see me next Tuesday
and I look forward with pleasure to our meeting,

b(em rincerdyy,
~Jo— Sparve>

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W,1.

cc, Adam Ridley, Esq.




10 DOWNING STREET

MR. LANKEé;;R

John Sparrow is coming to

see the Prime Minister at 1600
hours in the House of Commons next
Tuesday, 19 June. In the past

Mrs. Thatcher did not have any
briefing provided as John Sparrow's
letters were always the point of
discussion. I have warned John
that you will probably be present
which I assume you would like to
be.

12 June 1979

=S5

/Hq

—




. 23 GREAT WINCHESTER STREET
- LONDON EC2P 2AX
From: JOHN SPARROW . it 01-688 4646

8th June, 1979,

R ]

As I write, the City awaits the publication of the trade
figures with rather more calm than had seemed likely earlier in the week.
It is inevitable that markets will be quiet at this stage, so soon before
the Budget, but I would make an exception from my general rule that markets
have no political significance in the case of any developments on Wednesday.
I believe that the markets want to reflect optimism and can be expected to
improve, probably quite significantly, if the Budget approximates to the
expectations based on your Manifesto and your actions in office. If the
markets do go on Wednesday, I think that this will have to be read as
criticism of the budgetarx Eroggsals = criticism which I still believe is
more likely to be related to the level of the PSBR than to the size of tax
cuts, although this aspect too is of importance.

Developments in relation to the energy crisis have heen
generally welcomed in the City. There are still voices arguing for
rationing, but David Howell's gtatement yesterday was widely approved. The
level of profits announced by BP has significance in relation to the
subject matter of my letter last week, and in particular to the suggestion
that I made there, that any problems arising from the increased value of our
0il reserves could most sensibly be financed by recourse to the cash flow
which that oi S producing.

It is difficult at this stage to find anything else of
immediate importance to comment on, but there is a longer term problem which
I would like to draw to your attention. It is becoming increasingly clear
that the verz generous level of pension benefits which is now common to
managgﬂsnts in practically every sector of industry, as well as in the
public service, is having some adverse effects. One is that it tends to
restrict the mobility of management, as people become aware even in their
40s that their pensIon Tights are too valuable lightly to be foregone.
Secondly, the same perception reduces the incentive to take risks and
increases the search for security, which does not chime in at all with the
intention to stimulate risk taking by means of tax cuts. Thirdly, the
general reliance upon pension rights encourages people to live (and spend)
for to-day, because they see much_iess need to have their own pool of
savings outside their pension fund; this again operates against the
creation of an atmosphere of self-reliance and increases the likelihood of
fluctuations rippling through the economy as consumer booms come and go.
The last problem is exacerbated by the present practice of giving
preferential tax treatment to pension funds whilst actually penalising
capital savings. One hopes that the penalties will soon be removed, but
that will only reduce the disparity rather than eliminate it.
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In discussion of pension fupds, most public attention has

been focused on the problems likely to arise in the stock markets as the
pension fund movement accrues ever larger sums of money. There are some
very real incipient problems here, but I believe that more thought also
needs to be given to the effects of very large pensions on individual
managers, I put it forward as a subject which might be worth some study
when the days of immediate action are over and the pause for reflection and
long term planning arrives.

I am in touch with Adam Ridley and Peter Cropper and hope
to be able to spend more time with them when their period of purdah is
over. It would also be helpful to me if I ¢ould occasionally have a
conversation with you, to ensure that I am still heading in the ri
directions. ave a feeling that, now that you are in office, I should
concentrate less on the detail of each week and more on the broader

themes and that would be helped if I could from time to time explore the
subjects which interest you,

Qom "’".““""'L".

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc, Adam Ridley, Esq.
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From: JOHN SPARROW 01-588 4546

1st June, 1979,

Ny Mo Tharcte,

A great deal of attention is currently being focused on
the immediate consequences of the latest oil crisis. On the other hand,
very little note appears to have been taken of the medium term consequences
for the economy and for the financial markets. =

The recent rapid increase in the price of oil transforms all
previous calculations about the benefit to be derived by the U.E. from 1ts.
North Sea assets. Because we are a high cost producer the proportionate
impact of price increases will be much greater than would be the case in
most other oil producing countries. A fairly rapid move from $14 a barrel
to the level in the low $20s currently being projected is therefore of
considerable significance for the balance of payments. !

Taken in isolation, the increased flows into the U.K. will
be of such a size as to exert very strong upward pressure on the value of
the pound. Subsequently, the peak values of sterling would prove to be
unsustainable because of their effect on the competitive position of
industry and, if the worst fluctuations are to be avoided, it seems likely
that there will be a need to intervene in the foreign exchange market to
prevent excessive strains when the size of the flows has become apparent.
I do not believe that this need is immediate, and I was very pleased to
read reports of John Nott's speech to the Export Association in which he
stressed the need to accommodate ourselves to a strong pound. But if the
pressures lead, as 1 think They WAy, To an unsustainably Righ value for
the pound then intervention will be necessary.

This in turn will lead to very severe strains on the money
supply, unless the intervention is financed by gilt edged sales., That
would only be possible if the supply of gilts 1s accommodate o the
potential demand, which in turn must mean continuing emphasis on reducing
the budget deficit which has in recent years in itself required the sale of
more gilts than could comfortably be accommodated. If the analysis is
right, it also reinforces most of my favourite hobby-horses: the need to
relax exchange control; the impracticabilify of sterling entering the EMS;
and the need to ensure that the Exchequer gets its proper share of the oil
revenue.

In this last connection, it has been suggested to me that, if
there is a problem (as seems likely) in squaring the circle for this year's
Budget, one possibility which ought to be considered is that of requirin
advance ent o T. The basis for this suggestion is that the
estimated revenues from this source are under £% billion in this financial
year and of the order of £4}% billion in 1980/8T. As the arguments earlier
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in this letter almost certainly mean that both figures will be greater,
it is clear that there is a considerable pool of revenue which could be
brought forward if there were willingness to do so. Indeed, one can
short-circuit the whole of the argument by saying that the proper source
of the revenues needed to finance intervention in the exchange market
would be PRT which ought to be levied in a way that more nearly matches
the problems for the economy caused by the flow of oil revenues.

I mention this last point as much as anything because the
views I hear about Budget prospects when I travel out of lLondon are very
different from those which circulate in the City. In the City, the
emphasis is much more on the PSBR, balancing the books, and giving such
tax concessions as can be afforded. Industrialists, on the other hand, are
much more convinced of the need to cut taxes, not just for selfish reasons
but also very widely at the bottom of the tax scales. I believe that the
industrialists have their priorities wrong, and I note that the individual
views which I hear are not reflected by the CBI in its official
representations to the Chancellor. Nonetheless, the fact that those views
are held is worthy of some attention.

qo-ar‘f A u.l-i-b..,

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W.1.

cc. Adam Ridley, Esq.




23 GREAT WINCHESTER STREET

LONDON EC2P 2AX
From: JOHN SPARROW 01-588 4545

25th May, 1979.

b.u-/ qrs.’ﬂafdw, /

The markets this week, and in particular the gilt market,
have displayed something akin to the mysterious behaviour of the dog which
did not bark in the night. There has been considerable resilience in the
face of some apparently discouraging news, including Mr. Healey's confirmation
that the starting point for this year's PSBR is in fact the £10§ billion
that had been bruited around as well as the disclosure that last year's
PSBR overran an estimate made as recently as 3rd April by the better part of
10%. :

'.-.-—_ .

Whatever adverse effects these annourc ements might have had
has been more than balanced by the growing evidence that your government
intends to stick to what it has said. As you know, markets are more
interested in the future than in the past or present and the hopes for the
future are growing:‘-T? is also significant that the move from one' side of
the House of Commons to the other has of itself enhanced the stature of
many of your colleagues and, in this context in particular, that of Geoffrey
Howe, In passing, I would add that people who six to twelve months ago were
worried about the quality of the team that you would be able to choose to
support you are now volunteering the fact that they are surprised to find
how good the team appears to be and how well it is shaping up to its task,

Since I wrote to you last week, the prospective oil shortage
has become common currency and it has led people to wonder what other problems
are likely next winter. At present, most of the people I talk to regard
pronouncements from trade union leaders as sound and fury signifying, if not
nothing, then—certainly nothing disastrous. Mr. Murray's threat to tear
up the TUC guidelines which were annexed to (but, as I understand it, not
part of) the Concordat published in February comes rather strangely from
somebody whose personal position would be severely weakened by such a
course of action and who had in any event previously given the impression
that the whole document was torn up anyway. However, there is a feeling that
it would be prudent to fund as much as possible of the current year's PSBR
before Christmas, This To8s not imply that action this day is required;
if The BudﬁE% is along the lines that I believe it will follow, I would expect
a much more favourable climate for gilt sales to ensue,

==t

The effect of this on the money supply will be augmented by
the current crop of rights issues, whose mone seguences rallel
those of gilT Bales. The rights isSsues are helping to depress the equity
mwmlso seeing some of the bad results that we have been
expecting. Significantly, the disappoinfing results this week all tended
to show the impact of stggng sterling on corporate profits; you know my
views on the desirability of relaxing exchange control to prevent sterling
getting unnaturally strong, although I remain convinced that one should not
temper the discipline by attempting to make sterling unnaturally weak. Despite
the fact that I expect more bad results during the rest of 1979, I think it
likely that this market too will begin to discount the future after the
Budget and I would expect it therefore to strengthen as the summer proceeds.
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It now looks as if the United States economy is moving into
recession sooner rather than later. The situation there shows inter
paralliels with the period of Wilson government here. The administration
is still arguing that the decline in consumer spending will be offset by
industrial spending; whereas it seems more probable that the U.S, is in the
grip of a cl&g§ic stock czsle and that industrz's reaction to reduced
consumer spending ﬁTII'be at least to contain if not to reduce S inventory
ievels. On thd face of it, a recession in the U.8, should be good for the
dollar but it will also have the effect of reducing interest rates and thereby
discouraging capital inflows. Again I look to the pattern in this country

a few years ago when sterling reached its trough in 1976 at a time when the
current account deficit had almost been eliminated,

The first real test for the , whose demise has been
predicted by Monsieur Chirac without attracting any attention at all, will
come in the autumn when the Deutsche Mark is seasonally strong. The
combination of oil, high interest rates and new policies should ensure
that sterling continues relatively strong.

Finally, there has been renewed comment on our net contribution
to the EEC following on the announcement that this has now reached the level
of £1.5 billion., This is, of course, £1.5 billion of taxes and £1.5 billion

—— et i
kcﬂ?gggﬁ and it is therefore significant far beyond the question of our commit-

ment to Europe, It has been suggested to me that the German commitment to
agriculture is now so_strong that attempts to alter the CAP are unlikely

to reap a rich or even a sufficient reward, but that the election of a new
European Parliament opens up the possibility of changing the revenue
argangements by which EEC expenditure is finanGed. Certainly there would
seem to be considerable benefits to be gained from what might prove to be

the simpler argument that we are paying too much and should pay less.

I very much enjoyed your party on Wednesday and am grateful
to you for inviting me,

The Rt. Hon. Mrs. Margaret Thatcher, M.P.,
10 Downing Street,
London, S.W,1.

cec, Adam Ridley, Esq.




