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THATCHERISM IN PRACTICE: A PROGRESS REPORT 

Text of a speech given by the Rt Hon Nigel Lawson MP, Financial 

Secretary to the Treasury to the Zurich Society of Economics at 

the Kongresshaus, Zurich, on Wednesday 14 January 1981. 

I count it a signal honour to have been invited to address this 

distinguished society. 

I see that the last occasion on which you invited a British politician 

to address you was some four years ago, when your guest speaker was 

Margaret Thatcher, at that time Leader of Her Majesty's Opposition. 

Her theme on that occasion was - and I quote - "the fundamental 

change in direction which. I believe is about to occur""in the western 

world in general and in the United Kingdom in particular. Two years 

later Margaret Thatcher was elected Prime Minister - achieving, 

incidentally, the most decisive election victory secured by any 

Party in Britain since the Socialist landslide of 1945 - and since 

then she and the Government she leads have been putting into 

practice the ideas she expressed to you in 1977. 

When, therefore, your Chairman asked me to let him know the subject 

of my address, it seemed only logical that I should try and 

provide you with a frank interim assessment of the Thatcher 

Government's progress to date in the sphere of economic policy. 
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But perhaps it is sensible first to set the scene - to sketch in the 

background to the economic situation we inherited when we took office 

in May 1979. 

Throughout most of the post war period, British economic policy tended 

to be based on two hypotheses: 

First, that the prime duty of government was to promote full 

employment by the use of appropriately expansionary fiscal and 

monetary policy; 

Second, that inflation was a distinct and separate problem, 

to be solved by direct action on wages and prices, ranging from 

exhortation, through voluntary and quasi-voluntary guidelines, to 

statutory controls. 

The outcome was disappointing. Despite the best intentions of Governments 

of both political parties, each successive Government over the past 

thirty years experienced a higher average rate of both unemployment and 

inflation than its predecessors. 

Thus unemployment averaged a third of a million during the first post

war Conservative Government, half a million under Labour during 1964-70, 

three-quarters of a million under the Conservatives in 1970-74, and 

It million during the last Labour Government. 

Similarly with inflation: the average annual increase in retail prices 

was 3t per cent under the Conservative Government of 1951-64, 4t per 

cent under the first Wilson administration, 9 per cent under the Heath 
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administration, and 15 per cent during the lifetime of the last Labour 

Government. 

This experience, and in particular the experience of the 1970s, 

eventyally convinced most of those concerned with economic policy, both 

inside and outside politics, that these two ruling hypotheses were 

invalid. 

It became increasingly widely accepted that inflation could be curbed 

only if monetary growth was restrained: and furthermore that unemployment 

could not be reduced more than temporarily by fiscal and monetary 

expansion: indeed, successively larger monetary injections had produced 

even smaller and shorter-lived reductions in unemployment followed by 

more rapid acceleration in inflation and yet higher unemployment. 

But the legacy of this prolonged phase of what had come to be known, 

rightly, or wrongly, as Keynesianism, remained. Not merely in terms of 

steadily rising inflation and unemployment, and the malign expectations 

the former, in particular, engendered. But successive fiscal boosts had 

led to an inexorable growth of public expenditure as a proportion of 

Gross Domestic Product: from a little over 30 per cent of GDP in 1960 

it rose steadily to over 40 per cent by the end of the 1970s. And 

successive attempts to control inflation by 'direct' means had led to a 

plethora of controls and restrictions of one kind and another·- riot to 

mention an increase in the statutory rights of trade unions, in the hope 

of securing their support. Between them these two developments had 

seriously stifled the market economy and blunted the edge of market 

forces. Finally, there was the enduring legacy of psychology and the 

attitudes bred by decades of economic miseducation, not least the public'E 

conception of what is and what is not within the power of Government to 

deliver. 



Such, then, was the unpromising long-term context to the economic 

situation we inherited in M~y 1979. But the immediate situation itself 

was not particularly promising, either. 

Monetary growth was clearly excessive - and I shall have more to say 

about that later. Inflation was .. on a sharply rising trend: over the 6 

months to May 1979 retail prices rose at an annual rate of 13.8%, 

compared with an annual rate of 8.8% over the 6 months to the previous 

May. Public expenditure was once again on a pronounced upward path, and 

planned to rise by over 10 per cent in real terms between 1978-79 and 

1982-8). 

The explosion of the previous Government's pay policy during the winter 

of 1978-79 had led to massive public sector pay commitments - notably 

via the agency of the newly-created 'Clegg commission' set up to compare 

public and private sector remuneration and to make recommendations 

accordingly - which the Conservative Opposition, in the heat of the pre

election period, had pledged itself to honour. 

And, lastly, the world as a whole stood on the brink of recession. Insofar 

as that recession had been triggered by a massive increase in the price 

of oil, the UK secured some obvious compensation: nonetheless the fact 

remains that the course to which the incoming British Government had set 

itself was inevitably made harder against a backcloth of world recession. 

That course represented - and represents - a sharp departure from the 

dominant post-war policy trends in the UK as I have already described 

them, although to a Swiss audience, for example, I am conscious that it 

will appear almost tediously familiar. 

Broadly speaking we set as the overriding objective of macroeconomic 

policy the conquest o:f inflation; while at the same time we embarked on 

a microeconomic policy of removing wherever possible major market 



-(hstortions .from the economy so as to improve the performance of the suppl) 

side of thp. pconorny, thus laying the only true foundation for wealth 

creation and the only hope of' increased employment in the long term. 

Our macroeconomic approach has been most fully articulated in the medium

term financial strategy published at the time of last year's Budget, some 

10 months after we took office - although the broad thru:.t of policy was 

of course made perfectly clear from day one~ Inflation was to be squeezed 

out of the system by a steady deceleration in the rate of monetary growth 

over a four-year period; this was to be accompanied by a gradual underlying 

reduction in the size of the Budget deficit, so that an undue share of the 

burden of achieving a declining rate of monetary growth would not be borne 

by interest rates and thus, in particular, by the pr:i:~tate sector; and, 

finally, this fiscal stance was to be achieved so far as possible not by 

increasing taxation but - consistent with our microeconomic policy 

objectives 

real terms. 

by a steady._reduction in the total of government spending in 

Now that the best part of two years has elapsed, how has it all worked out 

so far ? 
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In terms oC our overriding objective oC bringing down the rate of 

inClation, the progress to date has been most encouraging. 

I mentioned a moment ago that, when we took office in May 1979, inflation 

in the United Kingdom was on a sharply rising trend - and that, based 

on the latest six months, retail prices were increasing at an 

annual rate of 1).8 per cent and accelerating. By contrast, over the 

most recent six-month period for which figures are available, the annual 

rate oC inflation is down to 8.4 per cent. 

Although this latter figure is, for seasonal reasons, somewhat too 

flattering, and the true underlying rate is probably still just in 

double figures, there is no mistaking either the change of trend or 

the sharpness of the fall. 

Moreover the reduction in the rate of inflation since we took office 

has occurred over a . period during which world inflation, if anything, 

worsened. Even more signiCicant, it has been achieved without the aid 

of subsidies, price controls or formal wages polici~s. 

Indeed, pay and price controls have been abolished, as indeed have 

dividend controls; subsidies are being progressively reduced; and in the 

nationalised industries - including the state-owned energy industries 

of coal, gas and electricity - the Government's policy has been to 

encourage the industries concerned to move steadily towards full 

economic pricing. 

At the same time, a whole range of other restrictions and controls 

have been either liberalised or abolished altogether. 
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Perhaps the most dramatic example o£ this has been the complete 

abolition, within six months o£ our taking o££ice, o£ the very 

severe regime o£ exchange controls which had been maintained by 

successive British governments £or over 40 years without a break. 

At the time, this decision was widely criticised as rash, i£ not 

£oolhardy. In the event it has~proved highly success£ul in every material 

respect ,- so much so , in £act , that there are more voices to - day asking 

£or the imposition o£ in£low controls than there are those seeking 

the reimposition o£ the old out£low controls. 

Let me make it absolutely clear, incidentally, before I go any further, 

that I am not trying to pretend that our record so far has been one 

o£ unalloyed success. Of course we have had our difficulties, our 

setbacks and our problems - and I shall seek to identify and evaluate 

these at some length be£ore I sit down. But fashionable comment 

to-day all too often concentrates exclusively on those difficulties, 

setbacks and problems; and that would be an error which I am sure you 

would neither wish me nor indeed expect me to commit. 

Arguably the most important change that has occurred, however, is not 

one that can be quantified in any way, but one that is no less real t:(\~:. 

that. I refer to the change in the crucial psychological climate o£ 

the economy; the new mood of realism that now prevails on both sides 

of industry. In the labour market, after a year of unreality in 

which wage settlements were made far beyond the capacity of £irms 

to pay and far in excess of what was sensibly compatible with the 

Government's monetary £ramework,and in which average earnings rose 

by over 20 per cent, we are now, in the present wage round, seeing 
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single 1i~ure settlements become commonplace - without, to repeat, 

any 10rmal pay policy, with all its rigidities, distortions, and high 

political costs. 

At the same time there has been a marked improvement in industrial 

relations, with many fewer man-hours lost in strikes. 

The change on the management side of industry has been equally profound. 

Managers who in the past were seeking little more than a passive 

point of equilibrium between Government guidance on the one hand 

and trade union pressures on the other, are now actively managing 

again. As a result, British companies throughout the length and breadth 

of the. country are becoming more efficient, leaner, tauter, fitter and 

more productive. 

Wllile this may not itself constitute economic success, it is undoubtedly 

a necessary precondition of success, and has long been recognised as 

such. 

Let me now turn to the difficulties, setbacks and problems - both 

expected and unexpected - we have encountered on the way. These may 

usefully be divided into two main categories: those connected with the 

execution of our policies, and those connected with the outcome of 

those policies - or indeed of the other forces, outside government control, 

which bear upon the economy. 

In the context of the first of these two ~ategories, I mentioned earlier 

in this talk that the heart of our economic policy is the Government's 

published and indeed quantified medium term financial strategy, the 

core of which is a steady deceleration in the rate of monetary growth 

over a four-year period, buttressed by a gradual reduction in the size 
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of' the underlying budget de:ficit, which in turn is to be achieved 

by a steady reduction in the real level o:f total government spending. 

On the crucial monetary front, the picture is somewhat obscure and 
• 
decidedly patchy. 

-
What is quite clear is that we inherited a situation of excessive 
.. 
monetary growth, which had to be tackled as a matter of urgency. Over 
f" 
the eighteen months immediately prior to our taking office, narrow 

money - MI, or notes and coins plus private sector sterling sight 

deposits - had been rising at an annual rate of 14i per cent, and 

the usual measure of broad money - sterling MJ, defined as Ml plus 

public sector sight deposits and all sterling time deposits - at IJl 

per cent. 
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In fact, this latter figure was an understatement of the true underlying 
~ ee~------------________________ ----------------~ 

growth of broad money. In mid-1978 the previous Labour government had 
~ --
reimposed the so-called 'corset', a device invented by the Bank of 

England during the latter period of the previous Conservative Government, 

and designed to curb bank advances (and thus deposits) by the imposition 

on the banks of financial penalties for the excessive growth of such 

advances and deposits. In practice this artifical constraint merely 
....... -

led to various forms of disintermediation: most notably (thougp 
r=-

by no means exclusively) through the fi~ancing of the private sector 

via acceptance credits. Since such acceptances are not included in the 

definition of sterling MJ, . the only lasting effect of the corset was ... 
to distort this particular statistic without in any way curbing the true 

• 
growth of broad money. The present Government duly abolished the corset 

last June: with the wisdom of hindsight a strong case can be made for 

the proposition that we should have followed our original instinct and 

announced its abolition immediately on taking office, a year 
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pl-~viously: a thermometer deliberately designed to give a false 

reading, however flattering, is no use to anyone. 

[if! tha t as it may, the a.ftermath of the aboli tion of the corset was 

inevitably the unwinding of all the disintermediation and other 

distortions that had accumulated during the two years in which it was 

in force, thus artificially inflating the published sterling M3 figures 

by as much as they had previously been artificially deflated. 

However, a rather better guide to the true growth path of broad 

money can be seen from the published series for what we call PSL 1 

" 

(PSL standing for private sector liquidity). Some 90 per cent of PSL 1 is 

~ccounted for by sterling M3; but it does also include other money 

mark~t instrnments and thus catches the acceptance credits used to 

evade the corset. I therefore propose to use this series when 

referring to broad money, even though it has to be said that not even 

PSL 1 has been wholly unaffected by the distortions and counter-distort

ions of the corset saga. Over the eighteen months prior to our taking 

o.f.fice, then, narrow money had been growing at an annual rate of l4} 

per cent and broad money at an annual rate of some l5t per cent. 

Over the eighteen months since we took office, the annual rate of growth 

of narrow money has fallen sharply to 5 per cent (and there has been 

a similar sharp fall in the rate of growth of the mon~tary base, or MO), 

but the annual rate of growth of broad money has remained almost 

unchanged at 16 per cent. This compares with a published target for 

the period concerned of 9 per cent, plus or minus 2 per cent. 

Does this mean that monetary policy, in the sense that matters for the 

conquest of inflation, has been tight, as the Government manifestly 
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intended - and indeed still intends - or has it been alarmingly lax? 

We have al l a long made it clear, most notably in the Green Paper on 

Monetary Cont r ol we published last March, that to asse ss underlying 

monetary conditions properly it is necessary to take account of the 

evidence of al l the various monetary indicators. And c ert ainly the 

evidence of the main financial indicators which gene r a lly speaking 

reflect monetary conditions - the strong exchange rate, high interest 

rates, the tight corporate liquidity position, and decelerating inflation-

would appea r to confirm the message of the narrow money f igur es: namely, 

that monetary policy has indeed been tight. 
;. 

Unfortunately it is not quite as simple as that. For the purpose of 

setting the annual target for monetary growth - and indeed for the 

4-year path set out in the medium-term financial strategy - we have 
... ;7 

(like our predecessors, but unlike most other countries, incidentally) 
t= • 

' chosen broad mon e y as the most useful guide. 

F 

I believe we we re and remain right to do so. Narrow money has the 
• 

advantage of be i n g easier to control, but is suffers from being 

almost too easy to control. In particular, a rise in interest rates 

(and short term interest rates have risen to unprecedented levels during 

the present Gove r nment) will inevitably lead to a marked switch from 

non-interes t bearing sight deposits to interest bearing time deposits t 

thus sharply depressing the growth of narrow money far beyond any true 

change in underlying monetary conditions. Nor can we fo rget that under 

the Heath administration, when monetary growth explode d, with the 

inevitable inf lationary consequences, the authorities we r e l ulled into 
of 

a false sense/security by the fact that the rate of growth of narrow 

money was decl ining steadily, throughout that Governme n t's lifetime, 

from some l3t p e r cent in 1970-71 to 3t per cent in 1973-74. 



Thus despite the tight conditions that have undoubtedly prevailed 

so far, we cannot, I believe, view with equanimity, so far as the 

medium term course of inflation is concerned, the fact that the growth 

of broad money has been running well ahead of the target rate. So 

far, however, the excess growth that has occurred need not have 

adverse inflationary consequences. In reinforcement of the message 

conveyed by the various financial indicators to which I have already 

referred, it has to be borne in mind that a high level of short term 

interest rates, in addition to artificially depressing the rate of 

growth of narrow money, has probably also artificially inflated the 

rate of growth of broad money. 

This occurs in two ways. First, there is an 'investment' demand for 

interest-bearing money which is held for non-monetary purposes and 

which will be switched back into non-money assets as soon as short rates 

fall. Second, since the whole structure of interest rates tends to rise 

and fall together, albeit by different amounts at different ends of 

the spectrum, a sharp rise in short rates paradoxically encourages 

companies to resort to short-term bank finance, rather than long-term 

bond issues, to which they will revert once the general structure of 

interest rates has fallen to what appear to be normal or even 

favourable levels. 

This emphatically does not mean that monetary growth i~ other than for 

short periods at particular times, inflated by high interest rates 

and reduced by low rates. What I am referring to is an essentially 

temporary phenomenon: at a particular stage in the process of bringing 

down inflation, through which the British economy has just been passing, 

high interest rates have a much less dampening effect on the demand 

for money (and hence on its supply) than might have been expected; but 
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this excess demand can be expected to disappear again as the cycle 

enters its subsequent phase. 

The conclusion I draw from all this - and I make no apology, before so 

expert an audience as this, for going into the matter in considerable 

detail: it is scarcely surprising that in the sophisticated modern 
po 

world, and in particular for a country as financially advanced as the 

UK, monetary control is a highly complex matter; but that is no reason - .. 
for getting it wrong, still less for abandoning the task altogether -

f' '> 

to repeat, the conclusion I draw from all this is that monetary 

conditions in the UK have not been inflationary so far, but that it 

is essential from now on to secure a lower rate of growth of broad 

money, and indeed, over the three remaining years of the medium 

term financial strategy, it might well be prudent to claw back at least 

some of the excess growth that has already occurred. 

To some extent, as I have already indicated, this will be greatiy 

facilitated by the natural development of the economic cycle: in 

particular, as the de-stocking phase, which has been particularly 

dramatic over the past year, enters its final phase, the private 

sector's demand for bank finance will greatly moderate; and there 

are already signs that this process has begun. 

But the crucial determinant of the Government's success in 

controlling the growth of broad money must clearly lie, first, ... in a 

be : ter control of public sector borrowing (and hence of government 
( • 

spending), along the lines mapped out in the medium term financial 

strategy and, second, in a bette.r abili ty to finance in a non-monetary -- . 
way the public sector borrowing requirement that does emerge - in other 

words, improvements in funding techniques. 
" -
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Both elements are vital. So £ar as £unding is concerned, the position 

is to some extent complicated by the £act that in the United Kingdom, 

almost uniquely in the world, it is the Central Bank rather than the 

Treasury which is responsible £or £inancing the Government's Budget 

deficit. But this oddity should not be allowed to become an 

impediment to what needs to be done. Since the publication o£ the 

Government's discussion paper ~ last March - the Green Paper on Monetary 

Control to which I have already re£erred - it has become increasingly 

clear that there is a need to strengthen the instruments of monetary 

control. We have had a period of intensive discussion of all this, 

and the Chancellor announced his preliminary conclusions to the House 

of Commons in November. 

Increasingly, as those discussions developed, it became clear that 

£unding was at the heart of the matter - not least because it is the 

method o£, as well as the need £or,' funding which largely determines 

the system by which interest rates are generated at both the short 

end and the long end of the market. It is in this context that a great 

deal of interest has been evinced in the various systems of monetary 

base control, a variant of which is of course the essence, as I understand 

it, o£ the Swiss system o£ monetary control. Thus it was that the 

Chancellor announced to Parliament on 24th November last a number o£ 

minor changes designed, inter alia, to "allow the market a greater role 

i";l the determination o£ short-term interest rates" and to "be 

consistent with a ·gradual evolution towards a monetary base system". 

But the di££erences between Britain and Switzerland are very 

considerable, and need to be borne in mind. One o£ them is the 

relative importance o£ the public sector and the relative size o£ the 

Budget de£icit. In Switzerland these are small by comparison with 
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most other industrial countries. By. contrast, in the UK we have 

a relatively large public sector and the public sector deficit to 

be financed is very large indeed in relation to the total capital flows 

in the economy. Indeed, in recent years issues of gi1t~ged stock 

have represented not far short of 90 per cent of total capital issues. 

It is this difference, incidentally; which to some extent explains 

the greater importance the UK attaches to the behaviour of broad 

money. 

A second major difference between Britain and Switzerland is we in the 

UK have very little idea of the size of cash balances the banks would 

wish to hold if we were to move to a system of monetary base control 

under which the central bank no longer supplied the banks, at a known 

non-penal rate, with whatever reserve assets their balance sheets 

required. 

It follows from this that any move towards monetary base control in 
., 

UK is bound to be evolutionary; and, in the meantime, that we --
are bound to pay more attention to other aspects of improving our 

techniques. 

At the same time, we are keenly aware of the need to achieve a better 

control of public sector borrowing. At the time of the Budget, last 

March, the total Public Sector Borrowing Requirement for 1980-81 was 

estimated at £Bt billion, or some 3i per cent of forecast GDP. In 

his-statement to the House last November, the Chancellor admitted 

that it looked like turning out some £3 billion higher than this - more 

than half the excess due to the recession being deeper than expected, 

thus causing increased expenditure on unemployment benefit, lower tax 

revenues, and higher borrowing by the nationalised industries - whose 
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need for external finance is an important component of the total 

public sector borrowing requirement. 

It may well prove that the final outturn is even greater than this: in 

addition to the direct effects of the recession on tax revenues, there 

is the tendency, when money is tight, for both companies and 

individuals to delay payment of the tax due from them so far as they 

are able to do so. The difficulties of accurately forecasting the public 

sector. borrowing requirement ~re inevitably very considerable. 

first place, it is the difference between two vast magnitudes -

In the 

public expenditure and public revenues - each of which is running 

in the region of £100 billion. Thus an error of 1 per cent on either 

side means a difference of £1 billion to the PSBR. Again, not much more 

than half the total represents borrowing by and on behalf of central 

~overnment: the other half is divided more or less equally between 

the borrowing needs of the nationalised industries and other public 

corporations, which are particularly susceptible to the vagaries of 

trading conditions, and borrowing by local government. 
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;his last element apds ' a further dimension of uncertainty, since under our 

existing system the central Government has no control whatever over the 

proportion of their capital expenditure the various local authorities 

decide to finance by borrowing (rather than by local taxation), despite 

the fact that local authorities are able to borrow at privileged rates 

which bear more relation to the cost of Government credit than to the 

credit rating of the individual authority. Nor is this t~e only way in 

which the constitutional principle of local government autonomy impinges 

on public finance. At the end of the day, central government has no direct 

control whatever over the one quarter or so of total general government 

expenditure that is accounted for by local government current spending. 

Needless to say, none of these difficulties - still less the traditional 

l(' IId(!IICY, by no meanH confined to Britain, for every Minister round the 

Cahinet table to be against Government expenditure in theory but in favour 

of it in practice so far as his own most exceptional Department is 

concerned - none of these difficulties absolve the Government from the 

continuing need to do whatever is necessary to keep public spending and 

borrowing under control, in conformity with the medium term financial 

strategy. 

Indeed, we have already taken a number of highly lUlpopular decisions, 

som~ of them involving highly controversial legislation in the welfare 

and other fields, to just this end. Total expenditure, in real terms, will 

be very slightly higher this year (1980-81) than it was last year - though 

still very much less than our predecessors had planned - but from then on 

the medium term financial strategy sets out a steadily declining trend, 

until by 1982-83 it should be some 4 per cent lower than in 1979-80 -

the year in which we took office - and llt per cent lower than the planned 

figure we inherited from our predecessors. We are determined to keep ,to 

that path. 
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Morf'over, up to now we have been severel y impeded on the public expendi tID c 

~ " front by the massive explosion in public service a , which accounts for 

.<::ome 30 per cent of total general government expenditure. This arose 

partly as a result of the long-standing 'fair comparison' system for 

determing civil service pay, but more particularly by the recommendations 

of the egregious comparability commission newly set up, as I mentioned 

much earlier in this talk, to deal with pay in the rest of the public 

service. Again, with the wisdom of hindsight, it is possible to argue that 

thf' COllf;ervative Party should never, when in opposition, pledged itself 

to honour whatever cheques the Clegg Commission, as it is (or was) 

commonly known, cared to present. But it would be foolish not to recognise 

that some kind of public service pay explosion was bound to occur in the 

aft.ermath of a period of formal incomes policy. 

Duri.ng this phase, not only was the cost of the public services greatly 

inflat.ed, but a quite disporportionate and wholly unfair share of the 

hurden ot the recession and of the Government's harsh but necessary anti-

inflat.ion policies fell on the private sector. 

That pha~e. however, is now over: the Clegg Commission has been abolished, 

thf' civil service pay system has been set aside, and a firm control of 

puhlic service pay costs has been reimposed. 

So far as public borrowing is concerned, it is undoubtedly unsatisfactory 

that the current year's out turn should be all set to be significantly 

in f'xces~ of the Budget forecast, even when (as is proper) due allowance 

is made for the automatic consequences of the recession being deeper than 

was forecast at the time. But the lessons of the overshoot will not have 

heen lost; and meanwhile there is no reason to suppose that next year's 

borrowing requirement cannot be brought back more or less on track - by 

which I mean the 3 per cent of GDP set out in the medium term financial 



rtrategy plus the automatic 
I . .: 

consequences for the public finances of GDP I 
in 1981-82 being lower than was Coreshadowed, for illustrative purposes, 

when the medium-term financial strategy was published almost a year ago. 

As the Government's Financial Statement and Budget Report declared at the 

time, " This particular course for the PSBR is not to be interpreted as 

a target path. It is a projection of the course of the PSBR based on the 

assumed growth of GDP and present public expenditure plans that should be 

broadly compatible with the monetary objectives. Fiscal policy for any 

particular year will be consistent with declining monetary growth in the 

particular circumstances of the time." And as I myself made clear in a 

speech a year ago, subsequently reprinted in the Treasury's Economic 

Progress Report at the time of the Budget, this meant,in particular, that 

in a recession it would be wholly appropriate, and wholly consistent with 

d~clining monetary growth, for the PSBR to be allowed to rise above the 

medium term trend line. 

This does not mean, of course, that the brakes are off. It does not mean, 

in particular, as I explained in that speech, that discretionary action 

to boost the Budget deficit over and above the natural increase brought 

about by recession is either sensible or desirable. But that is 

emphatically ~ what we have in mind. 

lndeed, in order to prevent this the Chancellor has already announced, 

in addition to various public expenditure measures, increases in taxatJ.\ :': 

which will bring in an additional £2 billion next year. It is some 

measure of our dedication to the principles of sound finance, and to our 

determination to bring down inflation, that despite the fact that, ad Lt 

Government, we would like to see taxation reduced, we have so far, on 

balance, increased the real burden of taxation overall. Of course, we have 
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b~en able to introduce a number of specific reliefs geared to small 

hw~inesses, and we have cut income tax rates for the overwhelming bulk of 

the population - with the politically-inspired and economically 

connter-productive top Inarginal rates of tax being very substantially 

reduced. But all these reductions have so far had to be more than offset 

by increases in other taxes, notably on consumers' expenditure and North 

SP.B Oil. The convenient theory so popular in some circles across the 

Atlantic - that cuts in tax rates produce increased tax revenues - is, 

alas, as a general proposition, simply too good to be true. Thus while 

the struggle to cut goverrunent spending - despite a reduction in the 

munber of civil servants of no less than 35,000 since we took office - has 

proved the least tractable the Government has had to wage so, far t the 

overall fiscal picture is by no Means a gloomy one. But it is clear that, 

if adequate monetary control is to be assured, we cannot afford to allow 

!'luccess in funding to depend on precision in forecasting the public secto.t"~ 

qyerall borrowing a year in advance. A firmer basis than this is required 

-. :-l11d we are in the process of constructing it. 
t: 

EArlier on in this talk I mentioned that the difficulties, setbacks and 

1" -olJlems that we have encountered in the economic field since we took 

office could be divided into two categories: those connected with the 

~xp~'ution of our policies t and those connected with the outcome of those 

poU,cies, and of the other forces, outside government control, which bear 

upon the economy. 

1 have dealt at some length with the former; for it,is on the successful 

ex('cution of' our economic policies that everything else depends. 

But what of the latter? 
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7 recession has bitten quite deep, with output now running - according 

to official statistics - perhaps some 6 per cent below the level 

prevailing when we took office, although precise estimates vary. But a-'l 

lhe signH suggest that, taking the economy as a whole, we have now mor~ 01" 

leSA reached the bottom, and better times are clearly in sight. The depth 

oC the recession, coupled as it has been with a long overdue shedding 

of surplus manpower in overmanned companies and industries, and by the 

closure of plants that never had an economic future, has unfortunately 

but inexorably led to record post~war levels of recorded unemployment -

now over the 2 million mark - although the figures would have been very 

much less had it not been for the unrealistic wage bargains struck a year 

ago. Fortunately, as I have already mentioned, that phase is now over; but 

unemployment remains high - and rising, although it is unlikely to continue 

to rise in 1981 at the rate we have seen in 1980. 

This is inevitably, in human terms, a matter of considerable concern to 

the Government. What can be done to alleviate the hardship is being done 

- . particularly so far as school leavers are concerned. But while it is no 

part of the Government's economic policy deliberately to create increased 

unemployment, any attempt to pump more money into the system in order to 

create more jobs in the short-term would merely ensure fewer jobs, ann 

still higher unemployment in the future. And that is a price we are not 

prepared to rpay. Indeed it is our .present policies, b...,th for the containmpn I 

of inflation and the reinvigoration of the supply side of the economy, 

that offer the only hope of reversing the long term trend to even higher 

unemployment that has been such a feature of the past 30 years. 

Then there is the exchange rate. The continuing strength of the £, dpRpite 

the abolition of exchange controls, is a phenomenon which has surprised 

many if not most observers. No doubt it has a lot to do with the UK's 

new-found self-sufficiency in oil; but whatever the precise mix of rea~l)lll'l 
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in any event can never be objectively determined - the one thing that is ) 

clear is that it is the product of the free play of market forces. Th~ 

present Government has no exchange rate policy as such - for the simple 
that 

reason, as Switzerland among others has experienced~the attempt to have 

such a policy greatly complicates (if it does not actually make it 

imp08sible) the difficult enough task of pursuing a sound monetary 

policy, without at the end of the day having any significant effect on 

the real exchange rate, whatever may happen to nominal rates. 

Moreover, the streng·.th of the £ has undoubtedly been one of the 
the 

main channels through which/crucial and marked change in trend 

from rising to falling inflation has been effected. It has, however, 

imposed a severe burden on much of manufacturing industry, and in 

particular on exporters. British exports have so far held up pretty 

well, and the current account of the balance of payments is in 

sizeable surplus - probably over £2 billion for the calendar year just 

ended. But there has inevitably been a sharp decline in the 

pr01itability of exporting. 

Bnt all these are difficulties and problems which cannot be avoided -

at least not without incurring far greater problems. They are an 

inescapable consequence of a particular conjuncture: the world recessio""', 

the overdue welcome restructuring of much of British industry, not 

by the Government but by industry itself; the emergence of North 

Sea oil as a major factor in the British economic scene; a~ the 

inevitable withdrawal symptoms as the inflationary drug is gradually 

drained out of the system. 

It is perhaps unfortunate that all these things should have come 

together at the same time. But to have abandoned the fight against 
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inflation on the grounds that the world recession and the transformation 

of sterling into a petro-currency provided sufficient adjustment 

problems for the here and now would have been a dereliction of duty 

which we had no intention of committing - nor, indeed, would we have 

been praised for':committing it. For the British people, and British 

industry, have the resilience to weather the present difficulties 

and to survive, strengthened, to inherit the better future that lies 

ahead. 

By contrast, to abandon present policies would be to sacrifice that 

future and to unleash even worse inflationary forces than those which we 

are now well on the way to overcoming. That we will not do. 

I began this talk by indicating some of the important differences 

between the economic policy of the Thatcher Government and that 

of its predecessors, of both political parties. 

But perhaps the most important difference is one that owes little or 

nothing to economic theory. It is this. The British people, and 

British industry, now know that they have a Government that means 

what it says. A Government that, instead of staggering from one 

short-term expedient to the next under the pressure of events, the whole 

adding up to a drearily familiar cycle of which ever-increasing 

inflation was the inevitable outcome, has set itself on a firm course, 

lasting the lifetime of a Parliament, with known rules, and under which 

it is known in particular that inflationary impulses, whatever their 

origin , will not be .accommodat.ed. 

It is this that has led to the new climate of realism, the breath of fresh 

air that is blowing through British industry to-day. The water may be 

choppy, but we are still on course, and intend to remain so. 
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SUMMARY TH~ PROBLEM 

NARROW MEASURES OF 'MONEY' HAVE GROWN MUCH MORE SLOWLY THAN BROAD 

MEASURES OF MONEY IN THE UNITED KINGDOM DURING 1980. AT THE SAME 

TIME INTEREST RATES HAVE BEEN HIGH AND THE POUND STRONG. A LARGE 

PART OF NATIONAL INCOME HAS BEEN SAVED RATHER THAN SPENT) AND REAL 

NATIONAL PRODUCT HAS FALLEN. THIS CONJUNCTION OF EVENTS RAISES FOUR 

VITAL QUESTIONS 

HAS MONETARY POLICY BEEN TIGHT) RATHER THAN EASY? 

HAVE THE AUTHORITIES BEEN WRONG TO TARGET THE BROAD 

MONETARY AGGREGATE) STERLING M3? 

ARE THE DIFFERENCES BETWEEN THE GROWTH RATES OF ALTERNATIVE 

TYPES OF MONEY DUE LARGELY TO THE CHANGE IN THE LEVEL OF 

PRIVATE SAVINGS? 

HAS THIS MONETARY SQUEEZE CAUSED THE RECESSION? 

FROM THE TEXT OF THE RECENT FINANCIAL STATEMENT WHICH ACCOMPANIED 

THE MARCH 10 BUDGET) IT IS CLEAR THAT THE GOVERNMENT WOULD ANSWER ALL 

THESE QUESTIONS IN THE ~FFIRMATIVE. THIS ARGUMENT HAS ALSO FOUND 

FAVOUR WITH INFLUENTIAL COMMENTATORS OUTSIDE GOVERNMENT) AND WITH THE 

PRESS . .. 
IN THIS PAPER) WE SHOW THIS INTERPRETATION OF EVENTS TO BE COMPLETELY 

WITHOUT FOUNDATION. 

MONETARY POLICY HAS IN FACT BEEN EASY) AND IS POTENTIALLY INFLATIONARY. 

STERLING M3 IS STILL THE BEST MEASURE OF MONEY. THE SCALE OF SAVINGS 

DOES NOT TEND TO DRIVE Ml AND M3 GROWTH RATES APART. AND THE RECESSION 

HAS OCCURED NOT BECAUSE OF A TIGHT MONETARY POLICY) "BUT IN SPITE OF A 

LAX C10NETARY POL ICY. 



(2) 

OUR ARGUMENT STARTS WITH A REVIEW OF RECENT DEVELOPMENTS IN THE REAL 

AND MONETARY ECONOMY. 

WE THEN CONSIDER IN PRINCIPLE WHETHER SOME MONETARY AGGREGATE SHOULD 

BE PREFERRED TO THE INTEREST RATE OR EXCHANGE RATE AS AN INDEX OF THE 

TIGHTNESS OF MONETARY POLICY. 

DATA ON UNITED KINGDOM EXPERIENCE OVER THE PAST FIFTEEN YEARS IS THEN 

USED TO TEST STATISTICALLY TWO KEY PROPOSITIONS. FIRSTI DOES SAVINGS 

BEHAVIOUR CONTRIBUTE ANYTHING TO THE EXPLANATION OF DIVERGENCES BETWEEN 

NARROW AND BROAD MONEY GROWTH; OR CAN THESE BE WHOLLY EXPLAINED BY 

INTEREST RATE MOVEMENTS? SECOND, WHICH MONETARY AGGREGATE GIVES THE 

BEST EARLY-WARNING OF INFLATION j AND DOES IT MATTER FOR INFLATION 

WHETHER MONEY GROWTH IS PRIMARILY DUE TO THE ACCUMULATION OF LIQUID 

FORMS OF SAVINGS) RATHER THAN THE GROWTH OF TRANSACTIONS BALANCES? 

LOGIC AND EXPERIENCE SUPPORT THE FOLLOWING CONCLUSIONS 

- IT IS WRONG TO JUDGE THE TIGHTNESS OF MONETARY 

POLICY BY LOOKING AT INTEREST RATES OR EXCHANGE 

RATES. SOME MONETARY AGGREGATE MUST BE USED. 

- NARROW AND BROAD MEASURES OF MONEY HAVE IN THE PAST GROWN 

AT DIFFERENT RATES FROM YEAR TO YEAR PRH1AR I LY BECAUSE OF 

THE BEHAVIOUR OF INTEREST RATES. IN 1980) STERLING M3 GREW 

FASTER THAN r~l PRIMARILY BECAUSE INTEREST RATES WERE HIGH) 

AND PARTLY ALSO BECAUSE OF THE ENDING OF THE 'CORSET' CONTROL 

SCHEME. THE BEHAVIOUR OF PRIVATE SAVINGS DID NOT GIVE ANY 

ADDITIONAL BOOST TO STERLI~G M3 GROWTH. 



IN CHOOSING BETWEEN NARROW AND BROAD AGGREGATES AS 

POLICY TARGETS~ THE RElEVENT CRITERION IS - WHICH 

CAUSES INFLATION? ON THIS CRITERION~ OUR EXPERIENCES 

OVER THE PAST FIFTEEN YEARS SHOW STERLING M3 TO BE A 

MORE SU ITABlE TARGET THAN~ SAY ~ t11. 

- VARIATIONS IN SAVINGS BEHAVIOUR DO NOT AFFECT THE WAY 

MONEY GROWTH FEEDS INTO SUBSEQUENT INFLATION. 
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SUMMARY: POLICY- IMPLICATIONS 

THESE FINDINGS HAVE STRONG IMPLICATIONS FOR THE CONDUCT OF MONETARY 

POLICY 

- THE TREASURY SHOULD NOT BE TEMPTED TO USE Ml 
RATHER THAN STERLING M3 AS AN INTERMEDIATE POLICY 

TARGET. 

- THE TREASURY SHOULD NOT SET TARGETS FOR TWO OR MORE 

MONETARY AGGREGATES AT THE SAME TIME. THESE TARGETS 

WILL BE COMPATIBLE ONLY BY CHANCE) AND CANNOT BE MET 

IF RELATIVE INTEREST RATES ARE TO BE ALLOWED TO MOVE 

FREELY. 

- THIS CHOICE OF STERLING M3 AS AN INTERMEDIATE TARGET 

DOES NOT PREJUDICE THE CHOICE BETWEEN INTEREST RATES 
THE 

AND THE MONETARY BASE AS/DAY-TO-DAY OPERATING TARGET 

WHICH THE TREASURY SHOULD SET FOR THE BANK OF ENGLAND. 

WE HAVE ARGUED THE CASE FOR BASE CONTROL ELSEWHERE. 

- WHATEVER CONTROL DEVICE IS USED BY THE BANK) IT SHOULD 

NOT - LIKE THE CORSET - DISTORT THE MEASUREMENT OF THE 

INTERMEDIATE TARGET WITHOUT CHANGING UNDERLYING GROWTH 

IN THAT TYPE OF MONEY. INFLATION OVER THE PAST FIFTEEN 

YEARS IS MORE CLOSELY ASSOCIATED WITH A BROAD MONEY 

STOCK MEASURE WHICH IS NOT AFFECTED BY SUCH DISTORTIONS) 

THAN IT IS WITH THE STERLING M3 FIGURES OFFICIALLY 

RECORDED. 
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SECTION 1 . THE ECONOMIC BACKGROUND 

THE MAJOR INDICATORS OF REAL GROWTH AND INFLATION IN THE UNITED 

KINGDOM IN THE PERIOD 1978-80 ARE SUMMARISED IN TABLE 1. SINCE 

(5) 

THE MIDDLE OF 1979.1 THE REAL PERFORMANCE OF THE ECONOMY HAS CLEARLY 

DETERIORATED.I AND AN OBVIOUS SCAPEGOAT FOR THIS RECESSION IS THE 

AVOWEDLY 'MONETARIST' POLICY OF THE THATCHER GOVERNMENT WHICH CAME 

TO POWER IN MAY 1979. INDEED.I MANY MONETARIST GURUS SUCH AS PROFESSOR 

HAYEK HAVE ENCOURAGED THE PUBLIC TO BELIEVE THAT OUR CURRENT TRAVAIL 
. 

IS A PRICE WHICH MUST BE PAID TO REDUCE INFLATION. THIS THEt1E HAS 

BEEN TAKEN UP BY THE PRIME MINISTER HERSELF. 

TABLE 1 

TABLE 1 THE UK IN RECESSION 

INDICATOR GROrlTH THROUGH 

1978 1979 1980 

THE 'REAL' ECONOMY 

GROSS DOMESTIC PRODUCT 3.0 1.0 -2.5 
MANUFACTURING PRODUCTION 0.7 0.8 -14.2 
UNEMPLOYMENT RATE 5.5 5.2 8.7 

THE 'NOMINAL' ECONOMY 

RETAIL PRICES 8.1 17.2 15.2 
INTEREST RATES 12.4 17.1 14.8 
EXCHANGE RATE - 1.8 9.7 11.1 

SOURCE CSO ECONOMIC TRENDS 
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BUT HAS THERE BEEN A MONETARY SQUEEZE AT ALL? DIFFERENT DEFINITIC 
\ 

OF MONEY GIVE DIFFERENT ANSWERS. As TABLE 2 SHOWS J NARROW MONETARY 

AGGREGATES SUCH AS THE MONETARY BASE AND Ml HAVE GROWN VERY SLOWLY 

INDEED. OTHERJ VERY BROAD J MEASURES OF PRIVATE SECTOR LIQUIDITY 

SUCH AS PSLIJAND PSL2 HAVE GROWN MUCH FASTERj AND THE GOVERNMENT'S 

OWN CHOSEN MEASUREJ STERLING M3 HAS GROWN FASTEST OF ALL. THROUGH 

1980 J STERLING M3 GREW BY 20 PER CENTJ AS .AGAINST A TARGET OF 7-11 

PER CENT. ON THIS DEFINITION OF MONEY J POLICY HAS BEEN EASY J NOT 

TIGHTj THE GOVERNMENT HAS NOT BEEN FOLLOWING MONETARIST POLICIESj AND 

THE RECESSION HAS OCCURRED J NOT BECAUSE OF MONETARY POLICY J BUT TN 

,SPITE OF IT. 

TABLE2~~H I CHMONEYSUPPLY? 

f10NEY SUPPLY GROHTH THROUGH 
MEASURE 1978 1979 1980 

MO 15.2 9.7 5.3 

Ml 16.6 9.0 5.8 

STERLING t13 15.0 12.6 19.6 

PSLI 15.6 16.8 16. L~ 

. PSL2 .15.1 13.7 15.7 

SOURCE CSO FINANCIAL STATISTICS 
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THE REACTION OF MANY MONETARISTS TO THIS CONUNDRUM IS TO REJECT I I 
STERLING M3 AS A RELIABLE INDICATOR OF MONETARY CONDITIONS. PROFESSOR 

\~ALTERS", THE PRIME f1INISTERS PERSONAL ECONOMIC ADVISOR HAS ARGUED THAT 
'" 

THE HIGH LEVEL OF THE STERLING EXCHANGE RATE AND THE HIGH LEVEL OF 

INTEREST RATES MEAN MONEY MUST BE TIGHT", SO MONETARY POLICY SHOULD 

BE DIRECTED AT CONTROLLING NARROW DEFINITIONS OF MONEY. THIS IDEA HAS

FOUND FAVOUR WITH THE CHANCELLOR OF THE EXCHEQUER. THE RECENT 

FINANCIAL STATEMENT AND BUDGET REPORT 1981-2 STATES 

'THE HIGH EXCHANGE RATE AND HIGH REAL INTEREST 

RATES HAVE ENSURED MONETARY CONDITIONS REMAINED 

TIGHT AND THAT PROGRESS IN REDUCING INFLATION IS 

MAINTAINED' (p.16", PARA.10) 

AND FURTHER THAT 

'SOME OF THE FACTORS WHICH HAVE BEEN IDENTIFIED 

AS CONTRIBUTING TO THE RAPID GROWTH OF ~M3 IN 

1930-81 MEAN THAT IT SHOULD NOT HAVE THE IMPLICATIONS 

FOR FUTURE INFLATION WHICH GENERALLY FOLLOW AN INCREASE 

IN MONEY SUPPLY' (IBID}. 

A SHlILAR SUGGESTION HAS BEEN MADE", ON ·SLIGHTLY DIFFERENT GROUNDS", 

BY PROFESSOR MELTZER IN HIS PAPER", TESTS OF INFLATION THEORIES FROM 

THE BRITISH LABORATORY. BOTH THE OFFICIAL VIEW OF THE RELATIVELY FAST 

STERLING M3 GROWTH", AND THE MELTZER VIEW", ASCRIBE IT TO A PERMANENT 

ONCE-OFF RISE IN THE STOCK OF PRIVATE SECTOR LIQUID ASSETS. 

SPECIFICALLY", THE FINANCIAL STATEMENT ARGUEMENT IS THAT IN 1979 THE 

PRIVATE SECTOR WAS CONFRONTED WITH A RATE OF INFLATION HIGHER THAN IT 

EXPECTED - DUE", SAY", TO THE VAT INDUCED PRICE RISE", AND THE OIL PRICE 

RISE TOWARDS THE END OF THAT YEAR. As A RESULT IT ENTERED 1980 WITH 

STOCKS OF LIQUID ASSETS WHICH WERE", IN TERMS OF THEIR REAL PURCHASING 

POWER", LOWER THAN DESIRED. A LARGE PART OF THE INCOMES EARNED BY 

. INDIVIDUALS AND COMPANIES IN THE PRIVATE SECTOR ~fAS THEREFORE", 

CHANNELED INTO FORMS OF SAVING - DEPOSIT ACCOUNTS", BUILDING SOCIETIES 
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AND THE LIKE. By THE END OF 1980) THIS ADJUSTMENT WAS COMPLETE. 

THE MELTZER ARGUMENT IS THAT IN 1979 TAXES ON CONSUMPTION OF GOODS 

WERE RAISED RELATIVE TO TAXES ON SAVING) THROUGH THE INCREASE IN VAT 

AND THE FALL IN INCOME TAXATION. A RATIONAL RESPONS~H~ ARGUES IS TO 

HOLD MORE WEALTH IN THE FORM OF REAL SAVINGS AND LESS AS CONSUMPTION 

GOODS. SO IN 1980 THE RATIO OF SAVINGS TO INCOME ROSE AS INDIVIDUALS 

AND COMPANIES ADJUSTED THE PATTERN OF THEIR ASSET HOLDINGS. 

BOTH ARGUMENTS ARE CONSISTENT WITH THE OBSERVED RISE IN THE PERSONAL 

SECTOR SAVINGS RATIO FROM 13 PER CENT EARLY IN 1979 TO 17 PER CENT IN 

1980. BOTH ARGUMENTS IMPLY A FAST RISE IN STERLING M3 RELATIVE TO M1 
BECAUSE THE FORMER INCLUDES INTEREST-BEARING DEPOSITS HELD AS ASSETS 

WHEREAS THE LATTER COVERS ONLyiTRANSACTIONS BALANCES' (SEE PANEL 1). 
AND BOTH ARGUMENTS ALSO IMPLICITLY ASSERT THAT MONEY GROWTH IS NOT 

INFLATIONARY IF IT TAKES THE FORM OF AN ADJUSTMENT TO THE STOCK OF 

WEALTH) RATHER THAN AN ADJUSTMENT TO THE STOCK OF MONEY HELD TO 

FACILITATE TRANSACTIONS IN GOODS. 
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SECTION II - THE INDICATOR Of MONETARy ,POLICY 

AT A TIME WHEN DIFFERENT MONETARY INDICATORS GIVE DIFFERENT 

READINGS Of THE CURRENT THRUST Of MONETARY POLICY) IT IS IMPORTANT 

TO BE CLEAR REGARDING THE CRITERIA WHICH WE USE IN PREFERRING ONE 

INDICATOR TO ANOTHER. THE MOST PREFERRED MONETARY INDICATOR IS THAT 

WHICH BEST PREDICTS THE ' FUTURE RATE Of GROWTH Of EITHER MONEY INCOME 

OR THE RATE Of INFLATION. THIS IN TURN POSES TWO QUESTIONS: FIRST 

SHOULD WE CHOOSE A QUANTITY (MONEY) MONETARY BASE) PSL) OR A PRICE 

(THE INTEREST RATE OR EXCHANGE RATE) AND) SECOND, SHOULD WE CHOOSE 

ONE TARGET (SUCH AS THE GOVERNMENT DID IN LAYING OUT THE MTFS) OR 

MULTIPLE TARGETS (AS THE FEDERAL RESERVE HAVE DONE IN THE US) AND 

If THEY DIVERGE HOW SHOULD WE FORM A JUDGEMENT? 

THE ANSWER TO THE FIRST QUESTION IS THAT IT MAKES NO D]ffERENCE 

WHETHER WE CHOOSE A QUANTITY OR A PRICE) PROVIDING WE DO NOT HAVE 

EITHER CHANGING RATES Of INFLATION OR CHANGES IN 'REAL' FACTORS 

IN THE ECONOMY. CONSIDER USING INTEREST RATES AS AN INDICATOR Of 

MONETARY POLICY. INTEREST RATES CAN BE AFFECTED BY REAL FACTORS 

SUCH AS THE PRODUCTIVITY Of INVESTMENT) OR BY A NOMINAL FACTOR) 

THE EXPECTED RATE Of INFLATION. THE MARKET RATE IS THE SUM Of THE 

REAL RATE AND THE EXPECTED INFLATION RATE. BECAUSE IT IS THE REAL 

RATE THAT MATTERS FOR ECONOMIC DECISIONS) IT IS THIS RATE RATHER 

THAN THE MARKET RATE WHICH POLICY-MAKERS SHOULD CONTROL. CAN ONE 

INFER ANYiHING ABOUT THE REAL RATE FROM THE BEHAVIOUR Of THE 

MARKET RATE? 

THE REAL INTEREST RATE FACING ANY INVESTOR IS THE EXPECTED MONEY 

TERMS INTEREST RATE OVER THE PERIOD Of THE LOAN MINUS THE EXPECTED 

RATE Of INFLATION OVER THAT PERIOD. CALCULATIONS Of "REAL" INTEREST 

RATES BASED ON ANY OTHER DEFINITION ARE TOTALLY MISLEADING. 



IT IS PLAINLY FAR FROM STRAIGHTFORWARD TO CALCULATE THE REAL 

INTEREST RATE CORRECTLY. EVEN IF ONE ~ WILLING TO LOOK AT 

CURRENT INTEREST RATES AND CURRENT INFLATION J AN ENORMOUS RANGE 

OF THE CALCULATED "REAL" RATES CAN BE PRODUCED. DOES ONE TAKE A 

LONG RATEJ REGARDING THAT AS ApPROXIMATING EXPECTED RATES OVER 

THE PERIOD OF THE LOAN J OR A SHORT RATE AS REPRESENTING THE 

CURRENT COST OF IT? AND , FOR INFLATION J DOES ONE TAKE THE LATEST 

1'40N+I-I~-S-I-X-1'40N~H-SJ A -'t'-EARJ- O-R- WHAT-? 

IN OTHER WORDS J THE REAL INTEREST RATE IS AN IMPORTANE ECONOMIC 

CONCEPT - BUT IT IS FAR FROM EASY TO QUANTIFY. A RECOMMENDATION 
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TO CHANGE THE STANCE OF MONETARY POLICY ON THE BASIS OF AN ESTIMATE 

OF THE REAL RATE OF INTEREST RESTS ON VERY FRAGILE FOUNDATIONS INDEED 

AND A RECOMMENDATION BASED ON MARKET RATES IS WITHOUT ANY FOUNDATION 

WHATSOEVER. 

OR CONSIDER THE EXCHANGE RATE. CAN THE BEHAVIOUR OF THE EXCHANGE 

RATE TELL ONE ANYTHING ABOUT THE STANCE OF MONETARY POLICY? USUALLY 

IT CAN. THE EXCHANGE RATE MEASURES THE EXTERNAL VALUE OF A' CURRENCY 

JUST AS THE PRICE LEVEL MEA~URES ITS INTERNAL VALUE. IT IS THEREFORE 

NOT SURPRISING THAT MONETARY GROWTH GENERALLY AFFECTS BOTH THE 

INTERNAL AND THE EXTERNAL VALUE OF ACURRENCY J AND THAT WHEN A 

CURRENCY IS STRONG ON THE FOREIGN EXCHANGES MONEY IS USUALLY TIGHT. 

INDEEDJ WHEN THERE IS AN UNEXPECTED TIGHTENING OF MONEY THE EXCHANGE 

RATE WILL Jm1P UPWARDS IF THAT ~IGHTENING IS EXPECTED TO PERSIST. 

THE RATE WILL JUMP BECAUSE SOME OF THE EXPECTED CONSEQUENT CHANGE 

IN THE PRICE LEVEL WILL BE CAPITALISED INTO THE CURRENT EXCHANGE 

RATE. UNDER THESE CIRCUMSTANCES J THE FORWARD RATE WILL ALSO RISE J 

PRESERVING INTEREST PARITY. 



THERE ARE) ~OWEVERJ CIRCUMSTANCES - ALBEIT NOT 
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COMMON - WHEN 7t1 
AN EXCHANGE RATE HAS JUMPED WITHOUT ANY CHANGES IN MONETARY POLICY. 

IF THERE IS A SUDDEN INCREASE IN THE DEMAND FOR ASSETS DENOMINATED 

IN SOME CURRENCY) THAT CURRENCY'S FOREIGN EXCHANGE VALUE WILL RISE 

WITHOUT ANY CHANGE IN ITS MONETARY POLICY. THERE IS EVERY REASON 

TO BELIEVE THAT THAT HAS HAPPENED TO STERLING. THE UK IS NOW 

SUBSTANTIALLY INSULATED FRm1 OIL PRICE (OR SUPPLY) SHOCKS. THAT 

HAS MADE UK ASSETS MORE ATTRACTIVE THAN BEFORE TO INVESTORS) AND 

THUS RAISED THE DEMAND FOR STERLING ON THE FOREIGN EXCHANGES. 

MARKET PRICES) THEREFORE) ARE NOT GOOD INDICATORS OF THE CURRENT 

THRUST OF MONETARY POLICY BECAUSE OF CHANGING REAL FACTORS IN THE 

ECONOMY AND BECAUSE OF THE DIFFICULTY OF ESTIMATING THE EXPECTED 

RATE OF INFLATION. IT IS NOT SURPRISING) THEREFORE) THAT IT IS 

DIFFICULT TO FIND A GOOD CORRELATION BETWEEN EITHER INTEREST RATES 

OR THE EXCHArJGE RATE AND THE FUTURE GROWTH OF INFLATION. 

THE MONEY SUPPLY) HOWEVER) IS FREE FROM BOTH OF THESE DEFICIENCIES. 

ITS NOMINAL MAGNITUDE IS UNAFFECTED BY EITHER CHANGING REAL FACTORS 

OR CHANGES IN THE EXPECTED RATE OF INFLATION. THE CHOICE BETWEEN 

A NARROW AND A BROAD MONEY SUPPLY THEN DEPENDS ON WHICH IS 

BETTER RELATED TO THE GROWTH OF r10NEY INCm1E OR INFLATION. IT IS 

THIS)RATHER THAN THE BEHAVIOUR OF THE REAL ECONOMY OR THE LEVEL OF 
J 

INTEREST RATES OR EXCHANGE RATES)WHICH SHOULD DETERMINE THE CHOICE 

OF MONETARY INDICATOR. THIS ALSO DETERMINES THE ANSWER TO THE 

SECOND QUESTION. THE PROBLEM WITH THE GOVERNMENT ADOPTING A VARIETY 

OF MONETARY TARGETS IS THAT IT IS HIGHLY PROBABLE THAT OVER A . . 
PARTICULAR TIME PERIOD AT LEAST ONE OF THE INDICATORS WILL HAVE 

BEHAVED TOLERABLY WELL. BUT THAT I S NOT GOOD ENOUGH. \~HAT MATTERS 

IS THE BEHAVIOUR OF THAT MONETARY VARIABLE MOST CLOSELY ASSOCIATED 

WITH THE FUTURE RATE OF INFLATION. 
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SECTION I II - WHY Hl~VE [11 AND STERLING M3 DIVERGED? 

Two TYPES OF EXPLANATION, CAN BE OFFERED FOR THE DIVERGENCE BETWEEN 

THE GROWTH RATE OF THE BROAD MONEY STOCK) STERLING M3) AND THE NARROW 

MONEY STOCK) M1) IN 1980. FIRST) THE GROWTH OF STERLING M3 HAS BEEN 

AFFECTED) AFTER JULY) BY THE LIFTING OF THE 'CORSET' RESTRICTIONS ON -

BANKS ISSUING INTEREST BEARING ELIGIBLE LIABILITIES. SECOND) THE 

DEMAND FOR THESE INTEREST BEARING TYPES OF MONEY MAY HAVE INCREASED 

RELATIVE TO THE DEMAND FOR NON-INTEREST-BEARINGCHECQUING ACCOUNTS . . 
THIS MAY HAVE HAPPENED SIMPLY BECAUSE OF THE LEVEL OF INTEREST RATES ; 

OR IT MAY HAVE H~PPENED - AS DISCUSSED ABOVE - BECAUSE OF THE 

PREFERENCES OF PRIVATE SAVERS TO HOLD ANY INCREASES IN THEIR ASSETS 

IN THE FORM OF INTEREST BEARING DEPOSITS. WE CONSIDER THE IMPACT 

OF THESE FACTORS IN TURN. 

THE EFFECTS OF THE CORSET 

THE CORSET ENCOURAGED A .DIVERSION OF FUNDS OUT OF THE BANKS BALANCE 

SHEETS. MUCH OF THE BORROWING AND LENDING ACTIVITY WHICH WOULD HAVE 

TAKEN PLACE IN THE ABSENCE OF THE CORSET STILL CONTINUED) HOWEVER; 

IN PART THIS WAS EFFECTED THROUGH AN INCREASE IN ,BANK ACCEPTANCES 

OF BILLS DRAWN ON COMMERCIAL BORROWERS. IN PART ALSO THIS EVASION 

OF THE MONETARY CONTROL MECHANISM WAS EFFECTED) AFTER EXCHANGE 

CONTROLS WERE ABOLISHED IN NOVEMBER 1979) BY UK BANKS -LENDING IN 

THE EUROSTERLING MARKET. 

IT IS HARD TO QUANTIFY THIS LAST SOURCE OF 'DIsINTERr~EDIATION'. 

IT IS~ HOWEVER) RELATIVELY SIMPLE TO QUANTIFY THE 'BILL LEAK') 

, BY ADDING BANKERS ACCEPTANCES TO THE MONEY STOCK FIGURES. 

A COMPARISON OF OFFICIAL STERLING M3 GROWTH IN THE PERIOD 1978-80 
WITH THE CORRESPONDING GROWTH IN AN ADJUSTED STERLING M3 FIGURE 
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WHICH INCLUDES BANKERS ACCEPTANCES.I IS VERY REVEALING. THE 

RESULTS ARE SUMMARISED ON TABLE 3. THEY SHOW THAT WHILE 'THE 

CORSET' APPEARED TO DEPRESS THE MONETARY GROWTH RATE BETWEEN JUNE 

1978 AND JUNE 1980.1 THE EFFECT WAS MORE APPARENT THAN REAL. THE 

GROWTH RATE OF THE UNDERLYING 'ADJUSTED' MONEY SUPPLY CONTINUED 

AT A RATE OF 15-16 PER CENT PER ANNUM.I AS AGAINST AN 11-12 PER 

CENT GROWTH IN THE OFFICIAL FIGURES. AFTER THE CORSET WAS REMOVED 

IN MID-1980.l THE DISINTERMEDIATED FUNDS FLOWED BACK.I FROM BANKERS 

ACCEPTANCES) INTO BANK LOANS AND DEPOSITS. THE RESULT WAS A VERY 

RAPID GROWTH IN THE OFFICIAL DEFINITION OF STERLING M3. IN THIS 

IMMEDIATE POST-CORSET PHASE) HOWEVER) STERLING M3 IS JUST AS 

MISLEADING AN INDICATOR OF UNDERLYING MONETARY CONDITIONS AS IT 

WAS UNDER THE CORSET. THE 'ADJUSTED' STERLING M3 FIGURES SHOW THAT 

MONETARY GROWTH DID ACCELERATE IN 1980) BUT TO AROUND 16-17 PER 

CENT) RATHER THAN THE OFFICIALLY RECORDED 19-20 PER CENT PER ANNUM. 

THE UNDERLYING GROWTH RATE OF STERLING M3 HAS) THEN) BEEN LES·S THAN 

THE OFFICIAL FIGURES SUGGEST. IT HAS GROWN AT ROUGHLY THE SAME RATE 

AS THE BROAD INDICATORS PSLI AND PSL2 SHO~JN ON TABLE 2. CONSEQUENTLY. 

WHILE THE CORSET DISTORTION HAS EXAGGERATED TRUE STERLING M3 GROWTH 

IN 1980) IT DOES LITTLE TO EXPLAIN THE WIDE DIVERGENCE BETWEEN 

NARROW DEFINITIONS OF MONEY AND BROAD DEFINITIONS OF MONEY. 

THE EFFECTS OF INTEREST RATES AND SAVINGS 

THE ALTERNATIVE SET OF EXPLANATIONS FOR THIS PHENOMENON RELIES ON 

DIFFERENCES IN THE MOTIVES PEOPLE HAVE FOR HOLDING Ml AND) SAY) 

STERLING M3. THE TRADITIONAL VIEW IS THAT SINCE STERLING M3 INCLUDES 

INTEREST-BEARING TIME DEPOSITS AND CERTIFICATES OF DEPOSIT) WHEREAS 

Ml PAYS HOLDERS NO INTEREST) THEN AT TIMES OF HIGH INTEREST RATES 

THERE WILL BE A SWITCH FROM THE LATTER TO THE FORMER. THE VIEW 
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TABLE 3 M3 UNDER THE CORSET) 1979-80 

M3 f'lEASURE GROWTH OVER 12 MONTHS ENDING 

1978 1979 1980 
JUNE DEC JUNE DEC JUNE DEC 

OFFICIAL STERLING 
M3 16.1 13.3 11.1 11.7 11.6 19.5 

'THE CORSET' 
ADJUSTED STERLING 

~13 17.8 15.2 ILl. 1 15.1 15.9 16.8 

SOURCE CSO FINANCIAL STATISTICS) CBIF 
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EXPRESSED BY THE TREASURY AND BY MELTZER IS THAT AS PEOPLE 'Z.~ 

ACCUMULATE MORE AND MORE WEALTH THROUGH SAVING J THEY TEND TO 

HOLD A LARGER AND LARGER PROPORTION OF THEIR NEW WEALTH IN THE 

FORM OF INTEREST-BEARING ASSETS LIKE TIME DEPOSITS AND STERLING 

CERTIFICATES OF DEPOSITJ RATHER THAN SIMPLY HOLDING PROPORTIONATELY 

MORE NON-INTEREST BEARING MONEY. 

WE CAN TEST WHETHER EITHER OF THESE EXPLANATIONS IS CORRECT BY 

EXAM I N I NG WHETHERJ I N THE LI GHT OF PAST t10VEf.1ENTS I N MONEY J 

INTEREST AND SAVINGS J THE ASSUMPTIONS THAT A"RE MADE ABOUT THE 

RELATIVELY HIGH 'INTEREST ELASTICITY' AND 'SAVINGS ELASTICITY' 

OF STERLING M3 ARE CORRECT. To CARRY OUT THESE TESTS THOROUGHLY J 

IT HELPS TO HAVE A SIMPLE MATHEMATICAL FORMULATION OF 

THE IDEAS MOOTED ABOVE. THE SIMPLEST POSSIBLE FRAMEWORK IS SET OUT 

ON PANEL 2. BRIEFLYJ EQUATION (1) STATES THAT THE DEMAND FOR 

STERLING M3 AS A PROPORTION OF TOTAL WEALTH' DEPENDS ON TIME (I.E. 

THERE MAY BE A TREND IN TASTES TOWARDS OR AWAY FROM THIS ASSET)J 

ON THE YIELD ON CERTIFICATES OF DEPOSIT (POSITIVE~YJ SO C3>O)J 

AND ON THE SCALE OF WEALTH ITSELF (I.E. AT HIGH LEVELS OF WEALTH 

THE RATIO M3fW MAY BE HIGHER THAN AT LOW LEVELS OF WEALTH). 

EQUATION (2) IMPUTES SIMILAR BEHAVIOUR TO THE DEMAND FOR M1J 

EXCEPT THAT IT IS - IF ANYTHING - NEGATIVELY RELATED TO INTEREST 

RATES (C1<O)J AND IS PERHAPS - IF MELTZER'S CONJECTURE IS TRUE -

LESS SENSITIVE TO CHANGES IN WEALTH THAN IS STERLING M3. 

SIMPLE MANIPULATIONS LEAD TO EQUATION (6)J WHICH STATES THAT - IF 

BOTH THE TRADITIONAL INTEREST-SENSITIVITY HYPOTHESES AND THE ~lELTZER 

SAVINGS HYPOTHESIS ARE CORRECT - THE DIFFERENCE BETWEEN THE GROWTH 

RATES OF STERLING M3 AND M1 SHOULD DEPEND POSITIVELY ON THE CHANGE 

IN INTEREST RATES AND POSITIVELY ON THE REAL LEVEL OF SAVINGS. 
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THE ACTUAL SIZES OF THE PARAMETERS B) C AND D CAN BE ESTI~1ATED 

BY REGRESSION METHODS) USING DATA ON THE UK IN THE PERIOD 1963-80. 
THE RESULTS ARE SHOWN ON TABLE 4. 

TABLE 4 

DEPENDEiH 
VARIABLE 

t·13 GRO\'lTH ~ 

~il GRO\'JTH 

M3 GROWTH ~ 

.Ml GROWTH 

M3 GRO~JTH LESS 

f11 GRO~JTH 

THE M3 - M1 RELATIONSHIP 

COEFFICIENT ON: 
COi~STANT CHANGE IN 

C.D.RATE 

B C 

0.35 3.56 
(0.03) (5.21) 

1.59 3.55 
(1.13) (5.26) 
2.22 

(1. 31) 

OLS ESTIMATES) QUARTERLY DATA 1963-1980 

STATISTICS 
LEVEL OF R2 . p 

SAVINGS RATIO S 

D 

o .5Ll 0.37 0.36 
(0.11) 7.60 (3.19) 

0.37 0.36 
7.5/4 (3.16) 

-3.64 0.12 0.36 
(0.75) 8.93 (3.24) 

BENE~TH EACH OF THE ESTIMATED COEFFICIENTS B)C AND D THERE IS A 

FIGURE IN BRACKETS, THIS T-STATISTIC MEASURES WHETHER THE ESTIMATED 

COEFFICIENT IS SIGNIFICANTLY DIFFERENT FROM ZERO. ROUGHLY) A VALUE 

ABOUT 1.8 IS NECESSARY. LOOKING AT THE FIRST EQUATION ON TABLE 4) 
IT IS CLEAR THAT BAND D ARE NOT SIGNIFICANTLY NONZERO BUT THAT C IS 

VERY SIGNIFICANT. IN PLAIN TERMS) THE REGRESSION TELLS US THREE 

THINGS : 

I. THERE IS NO DIFFERENTIAL TREND IN TASTES TOWARDS EITHER 

STERLING M3 OR MI. 
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2. STERLING M3 WILL GROW SIGNIFICANTLY FASTER THAN Ml IF 

INTEREST RATES RISE. ROUGHLY) A 1 PER CENT RISE IN THE 

STERLING CD RATE THROUGH ONE YEAR WILL CAUSE A 3-4 PER 

CENT (POSITIVE) DIFFERENCE BET\~EEN THE GRO~!TH RATES OF 

BROAD AND NARROW MONEY IN THAT YEAR. 

3, THERE IS NO TENDENCY FOR INCREASES IN THE SAVINGS RATIO 

TO CAUSE A RELATIVELY FAST GROWTH IN STERLING M3. ALTHOUGH 

THE COEFFICIENT D IS POSITIVE IN THE FIRST EQUATION OF 

TABLE 4) IT IS NOT SIGNIFICANTLY DIFFERENT FROM ZERO. 

THE RH1AINING EQUATIONS ON TABLE 2 CHECK OUT WHAT HAPPENS WHEN EITHER 

THE SAVINGS RATIO OR THE INTEREST RATE IS DROPPED FROM' OUR MODEL OF 

EQUATION 6. THE FIRST SHOWS THAT THE ESTIMATE OF THE INTEREST RATE 

EFFECT REMAINS UNCHANGED) AND THAT THE FIT OF THE EQUATION (AS 

MEASURED BY THE STATISTIC ~2) DOES NOT DETERIORATE.· THE SECOND 

SUBSIDIARY REGRESSION IS INTERESTING SINCE IT COULD BE ARGUED THAT 

THE COMPLETE MODEL OBSCURES THE SAVINGS EFFECT - INTEREST RATES 

MIGHT RISE AS THE DEMAND FOR INTEREST-BEARING MONEY RISES) AND SO 

APPEAR TO BE CAUSING THE M3 GROWTH) WHEREAS THE TRUE ORIGIN OF THE 

GROWTH WAS THE SAVINGS RATIO RISE. INTUITIVELY) THIS ARGUMENT IS 

PERVERSE - IF THE DEMAND FOR STERLING CERTIFICATES OF DEPOSIT RISES) 

FOR EXAMPLE) ONE WOULD EXPECT TO FIND THEIR YIELD FALLING) NOT 

RISING. EMPIRICALLY) THIS TURNS OUT TO BE THE CASE. HHEN RELATIVE 

M3 GROWTH IS REGRESSED ON SAVINGS RATIO CHANGES ALONG) THE 

COEFFICIENT ACTUALLY GOES NEGATIVE) THOUGH IT IS STILL NOT 

STATISTICALLY SIGraFICANT. 
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SECTION IV - [113 AND M1 AS EARLY HARNING SYSTEMS 

ESTABLISHING THE REASON FOR THE DIVERGENT BEHAVIOUR OF STERLING M3 

AND M1 DOES NOT) OF COURSE) HELP US CHOOSE WHICH AGGREGATE SHOULD 

BE TARGETTED. THIS DEPENDS ON THE DEGREE TO WH ICH EACH IS HELPFUL 

IN GIVING AN EARLY INDICATION OF THE FUTURE COURSE OF INFLATION. 

To ASSESS THE RELATIVE MERITS OF THE TWO MONETARY AGGREGATES AS 

INTERMEDIATE TARGETS WE HAVE CONDUCTED TWO EXPERIMENTS. IN THE 

FIRST) WE HAVE SIMPLY REGRESSED CURRENT INFLATION ON CURRENT AND 

PAST MONETARY GROWTH) UP TO A LAG OF 20 QUARTERS) USING EACH 

DEFINITION OF MONEY IN TURN (SEE PANEL 3) EQUATION 7). WE HAVE 

ALSO INVESTIGAGED WHETHER INCLUSION OF THE SAVINGS RATIO IMPROVES 

THIS REGRESSION. IN THE SECOND EXPERIMENT WE HAVE REGRESSED CURRENT 

INFLATION ON CURRENT AND PAST MONEY GROWTH) AND ON PAST INFLATION 

ITSELF (PANEL 3) EQUATIONS <:9) AND (IO»). THE CONTRIBUTION OF THE 

MONEY GROWTH TERf'1S IN THIS REGRESSION GIVE US SOME IDEA OF WHETHER 

MONEY GROWTH IS 'CAUSING' INFLATION) OR WHETHER BOTH ARE THE PRODUCTS 

OF SOME MORE FUNDAMENTAL FORCES IN THE ECONOMY. THIS EXPERIMENT 

WAS CONDUCTED ON ALL DEFINITIONS OF MONEY) INCLUDING THE MONETARY 

BASE AND THE PRIVATE SECTOR LIQUIDITY AGGREGATES. IN ADDITION) THE 

EXPERIMENT HAS BEEN CONDUCTED IN REVERSE (PANEL 3) EQUATIONS (11) 

AND (12»; THAT IS) WE HAVE EXAMINED WHETHER PAST INFLATION HAS IN 

ANY SENSE 'CAUSED' MOVEMENTS IN PARTICULAR DEFINITIONS OF MONEY) SO 

THAT THESE CANNOT BE CONSIDERED GENUINELY CONTROLLABLE GIVEN THE 

CURRENT MONEY SUPPLY PROCESS IN THE UNITED KINGDOM. 

INFLATION AND PAST MONEY GROWTH 

THE RESULTS OF THE FIRST EXPERH1ENT ARE SUNMARISED ON TABLE 5. THE 

ESTIMATED RELATIONS BETWEEN INFLATION AND THE TWO MONEY SUPPLY 

MEASURES DIFFER IN FOUR RESPECTS: ON ALL COUNTS) THE EQUATION USING 
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STERLING M3 ~1UST BE CONSIDERED SUPERIOR TO THAT USING THE NARRmAJ 24-
AGGREGATE MI. 

TABLE 5 

DEPENDENT 
VARIABLE 

RETAIL PRICE 
INFLATION 

~1l AND M3 AS PREDICTORS OF INFLATION 

r·10NEY COEFFICIENT ON: STATISTICS 
MEASURE CONSTArn PAST f'1ONEY GROVJTHA R2 D 

M1 5.64 
(2.68) 

STERLING M3 1.85 
(0.69) 

0.78 
(3.77) 

0.92 
(3.82) 

0.35 1.44 

0.47 1.63 

A. COEFFICIENTS SHOWN ARE THE SUMS ' OF COEFFICIENTS ON MONEY GROWTH 
IN THE PRECEDING 20 QUARTERS. THE AVERAGE LAG BETWEEN 'MONEY 
GROWTH AND INFLATION IS 17 QUARTERS FOR THE M1 EQUATION J AND 
10 FOR THE STERLING M3 EQUATION. 

OLS ESTIMATES J QUARTERLY DATA 1963-1980. 

FIRST J THE STERLING M3 EQUATION EXPLAINS A GREATER PROPORTION 

(AbOUT 0NE HALF) OF TftE-VARIATIONS IN QUARTER "fa QUARTER INFLATION . 
RATES THAN DOES THE M1 EQUATION (ABOUT ONE THIRD). To BE PRECISE J 

THE R2 FOR THE FORMER IS 0.47j FOR THE LATTER ONLY 0.35. SECOND J 

THERE ARE SIGNS THAT THERE IS A SYSTEMATIC PATTERN IN THE INFLATION 

SERIES WHICH IS LEFT LEFT UNEXPLAINED BY nOVHiENTS IN MIJ AS 

EVIDENCED BY THE LOW DURBIN-WATSON D-STATISTIC. THERE IS LESS 

EVIDENCE OF UNEXPLAINED SYSTEMATIC MOVEMENT IN THE STERLING M3 

EQUATION. 

ON BOTH FIT AND DYNAMIC SPECIFICATION NEITHER EQUATION PROVIDES A 
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TOTAL EXPLANATION FOR ALL MOVEMENTS IN INFLATION. BUT THIS IS N~ 

PART OF THE MONETARIST ARGUMENT. INDEED) THE VERY LACK OF ANY 

MECHANISTIC CONNECTION BETWEEN MONEY) ACTIVITY) AND PRICES IS PART 

OF THE ARGUMENT FOR STICKING TO A MONETARY RULE RATHER THAN TRYING 

TO TAILOR MONEY GROWTH TO SUIT CIRCUMSTANCES. THERE IS LITTLE 

DOUBT) FOR EXAMPLE) THAT INCOMES POLICIES CAN DRIVE INFLATION 

TEMPORARILY BELO~! THE TRENDS WHICH WOULD BE PREDICTED BY THE ABOVE 

EQUATIONS) NOR THAT INFLATION IS SUBJECT TO MANY RANDOM SHOCKS DUE 

TO CHANGES IN DEMAND AND SUPPLY CONDITIONS IN THE ECONOMY. BUT THE 

EQUATIONS SHOW THAT) FROM THE EXPERIENCE OF THE PAST FIFTEEN YEARS) 

STERLING M3 CAN BE RELIED ON TO DELIVER A REASONABLE PREDICTION OF 

THE TREND IN INFLATION TWO TO THRE~ YEARS INTO THE FUTURE. 

THE THIRD POINT TO NOTE IN THE COMPARISON OF THE Ml AND STERLING M3 
RELATIONS OF TABLE 4 IS THAT THE CONSTANT TERM OF THE FORMER IS 

SIGNIFICANTLY POSITIVE) WHEREAS THE CONSTANT TERM IN THE LATTER IS 

EFFECTIVELY ZERO. THE FIRST SUGGESTS INFLATION HAS A SPONTANEOUS 

TREND OF OVER 5-6 PER CENT PER ANNUM) IRRESPECTIVE OF THE BEHAVIOUR 

OF MONEY. THE LATTER SUGGESTS INFLATION HAS NO TREND INDEPENDENT 

OF THE TREND I N MONEY GROWTH) A t1UCH r~ORE THEORET I CALLY PLAUS I BLE 

STATEMENT. THE FOURTH POINT IS THAT THE RELATION BETWEEN Ml GROWTH 

AND PRICE INFLATION IS LESS THAN ONE-TO-ONE; A 10 PER CENT GROWTH 

IN Ml WILL - AFTER A SPECTACUlARLY LONG LAG) INCIDENTALLY - DELIVER 

A 7.8 PER CENT RATE OF INFLATION. FOR STERLING M3) HOWEVER) THE 

RELATION BETWEEN INFLATION AND MONEY GROWTH IS VIRTUALLY ONE-TO-ONE. 

THUS NOT ONLY IS THE EQUATION RELATING INFLATION TO PAST STERLING 

M3 GROWTH STATISTICALLY MORE ROBUST THAN THE EQUATION USING Ml) IT 

ALSO CONTAINS MORE PLAUSIBLE COEFFICIENT ESTIMATES. 
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THE OFFICIAL STERLING t13 SERIES HAS) HOWEVER) BEEN SERIOUSLY Z~ 
DISTORTED FROM TIME TO TIME) AS THE CORSET SCHEME HAS BEEN 

ALTERNATELY IMPOSED AND REMOVED IN THE PERIOD 1973-80. IF , 

OUR ARGUMENTS ABOVE ARE CORRECT) WE SHOULD REALLY BE CONDUCTING 

OUR TESTS OF THE DETERMINANTS OF INFLATION USING AN ADJUSTED SERIES 

RATHER THAN THE OFFICIAL SERIES. UNFORTUNATELY WE CAN ONLY MAKE 

ADJUSTMENTS TO THE SERIES FOR A SHORT RUN OF YEARS) AND THIS DOES 

NOT PROVIDE US WITH ENOUGH DATA TO INVESTIGATE THE RELATIONSHIP 

BETWEEN INFLATION AND THE ADJUSTED STERLING M3 SERIES) GIVEN THE 

LAGS INVOLVED. THE BEST WE CAN DO IN THESE CIRCUMSTANCES IS TO 

EXPLOIT THE FACT THAT THROUGHOUT THE PERIOD 1973-80 THE ADJUSTED 

STERLING M3 SERIES YIELDS FIGURES FOR MONETARY GROWTH WHICH PARALLEL . 
THOSE IN THE SLIGHTLY BROADER AGGREGATE) PSL1 

TABLE 6 OFFICIAL AND ADJUSTED STERLIfJG M3 AS PREDICTORS OF 
INFLATION 

DEPENDErn 

VARIABLE 

RETAIL 
PRICE 

MONEY COEFFICIENT ON: 
MEASURE CONSTANT 

OFFICIAL 1.85 
STERLING 0.69 

f"3 

PSL1 1.8l l 
(ADJUSTED (0.75) 
STERLING 

M3) . 

PAST MONEY GROWTHA 

0.92 
(3.82) 

0.95 
(lL 26) 

STATISTICS 

R2 D 

0.47 1.63 

0.53 1.69 

A. COEFFICIENT~. SHOWN ARE THE SUMS OF COEFFICIENTS ON MONEY GROWTH 
IN TfiE- f2RECEDING 20 QUARTERS i THE AVERAGE LAG BET\t~EEN MONEY 

. GRO\'JTH AND INFLATIoN IS 10 QUARTERS FOR THE· OFFICIAL STERLING M3 
EQUATION) AND 10 QUARTERS .. FOR THE ADJUSTED STERLING f13 EOUATION. 

OLS ESTH'lATES) nUARTERLY DATA) 1971-1980. 
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ON TABLE 6) WE HAVE CONDUCTED A REGRESSION OF INFLATION ON PAST 

GROWTH IN PSLL OVER THE WHOLE PERIOD 1963-80) ON THE ASSUMPTION .rlAT 

THIS IS A GOOD PROXY FOR THE TRUE BEHAVIOUR OF STERLING M3. ON ALL 

CRITERIA) PSU IS A SLIGHTLY MORE ACCURATE AND BETTER DEFINED 

PREDICTOR OF INFLATION THAN THE OFFICIAL STERLING M3 FIGURE. THIS 

SUGGESTS THAT CONTROL OF STERLING M3 THROUGH A DEVICE SUCH AS THE 

CORSET IS PROBABLY NOT EFFECTIVE AS A COUNTERINFLATIONARY WEAPON) 

EVEN SUPPOSING SUCH A POLICY COULD BE MADE PERMANENT~ 

THE IMPACT OF SAVINGS 

IN ANY ECONOMETRIC EXERCISE) IT IS POSSIBLE TO RAISE DOUBTS OVER 

WHETHER THE RELATIONSHIPS ESTIMATED ON AVERAGE OVER SOME TIME PERIOD 

ARE TRULY STABLE OVER THE WHOLE PERIOD. IN OUR PARTICULAR EXERCISE) 

THERE IS THE SPECIFIC SUGGESTION) MADE IN THE 1981 FINANCIAL 

STATMENTJTHAT CHANGES IN THE SAVINGS RATIO MODIFY THE WAY BROAD 

MONEY GROWTH AFFECTS INFLATION. IF IN ONE YEAR STERLING M3 GROWTH 

IS FAST) BUT SAVINGS HIGH) THE TREASURY ARGUES THAT SUBSEQUENT 

INFLATION WILL BE LOWER THAN THE VALUE IT WOULD HAVE TAKEN IF 

SAVINGS HAD BEEN LOW. IF WE ADD PAST LEVELS OF THE SAVINGS RATIO AS 

ADDITIONAL EXPLANATORY VARIABLES (PANEL 3) EQUATION 8)) THESE NEW 

VARIABLES SHOULD IF THE TREASURY HYPOTHESIS IS CORRECT - SIGNIFICANTD 

IMPROVE THE LEVEL OF EXPLANATION OF INFLATION) AND SHOULD APPEAR WITH 

NEGATIVE COEFFICIENTS. A FORMAL TEST OF \,/HETHER THE UNEXPLAINED 

VARIATION IN INFLATION - THE 'RESIDUAL SUM OF SQUARES' - LEFT AFTER 

THE EFFECTS OF MONEY GROWTH HAD BEEN REMOVED COULD BE REDUCED BY 

INCLUDING PAST SAVINGS IS SHOWN ON TABLE 7. THE f-STATISTICS SHOWN 

IN THE LAST COLUMN HAVE TO BE AT LEAST 2.3 FOR ANY SIGNIFICANCE TO 

BE ATTACHED TO THE SAVINGS RATIO. 
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TABLE 7 SAVIi"JGS IN TIlE e'lFLATIal-rU~EY HEU\TIa·l 

RESIDUAL SUfflOF SQUARES \HTH ST;'\JIST I a: 
DEPHJDOO r'DNEY 

VARIABLE f1EASURE 
PAST r!lllEY PAST r~(.JNEY F(6.,39) 

GRO~{fH a'~LY ArID PAST S/WHJGS 

INFLATIGJ . M1 1535.2 994.9 2.29 
. 

STERL I NG '.f13 1242.3 898.7 1.80 
PSLI 1096.0 801.5 1.75 

~ 
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IN PRACTICE) THEN) WHEN THIS SORT OF REGRESSION WAS PERFORMED) 

THE SAVINGS RATIO ONLY IMPROVED THE FIT OF THE M1 REGRESS lONg MOREOVEF 

IN THIS REGRESSION THE SAVINGS RATIO ENTEREDWIIH A POSITIVE 

COEFFICIENT. THAT IS) IF ~1l HAS BEEN GROWING SLOWLY) BUT SAVINGS 

GROWING FAST) INFLATION WILL BE FASTER THAN M1 GROWTH WOULD PREDICT. 

THIS IS PRECISELY THE SITUATION IN 1980) AND OUR RESULTS SUGGEST 

THAT HOPES FOR LOW INFLATION BASED ON ASSET ACCUMULATION ARGUMENTS 

ARE LIKELY TO BE FALLACIOUS. 

THE REASON FOR THIS PERVERSE RESULT IS SIMPLY THAT THE SAVINGS 

RATIO IS RISING AND FALLING WITH INTEREST RATES) JUST AS STERLING 

r13 AND PSLl RISE AND FALL RELAT IVE TO r~l. SO) TOGETHER) r·n AND 

THE SAVINGS RATIO ARE ~G ~ B~HA~ THE BEHAVIOVf OF 

MORE EFFICIENT MEASURES OF MONEY. HIS IS THE ONLY ROLE FOR THE 

SAVINGS RATIO IN THE MONEY-INFLATION RELATION) AND IT IS PRECISELY 

THE OPPOSITE OF THAT CLAIMED BY THE TREASURY. 

THE EXOGENEITY OF MONEY 

WHAT THESE STATISTICAL RESULTS SHOW IS THAT MONEY GROWTH CAN BE 

USED TO SOME DEGREE TO PREDICT FUTURE INFLATION) AND THAT A BROAD 

AGGREGATE) SUCH AS STERLING M3) WILL BE A MORE ACCURATE AND MORE 

STABLE PREDICTOR THAN A NARROW AGGREGATE. THUS STERLING M3 IS A 

SUITABLE CANDIDATE FOR AN INTERMEDIATE POLICY TARGET. IT DOES NOT) 

HOWEVER) FOLLOW THAT MONEY 'CAUSES' INFLATION) OR THAT CONTROL OF 

~HE ~IDNEYSTOCK IS A SENSIBLE OR FEASIBLE POLICYj THE APPARENT 

RELATIONSHIPS BETWEEN STERLING M3 AND INFLATION MIGHT) FOR EXAMPLE) 

BE DUE TO THE AUTHORITIES ACCOMMODATING INCREASES IN MONEY DEMAND 

AS A RESULT OF EXPECTATIONS OF FUTURE INFLATION. EQUALLY) THE 

MONEY STOCK MIGHT PROVE TO BE UNCONTROLLABLE) AND BE DETERMINED 

PARTLY BY THE RESPONSE OF THE BANKING SYSTEM TO THE DEMAND FOR 

MONEY - A BELIEF PREVALENT AMONG KEYNESIAN ECONOMISTS. 
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ONE WAY TO TEST FOR THESE 'CAUSAL' RELATIONSHIPS IS TO FIND OUT IF 

PAST MONEY GROWTH CAN EXPLAIN UNANTICIPATED CHANGES IN INFLATION; 

IF IT DOES THEN THE MONEY GROWTH CANNOT HAVE BEEN THE POSITIVE ~~ 
RESPONSE TO EXPECTATIONS OF HIGHER INFLATION. THE 'EXOGENEITY' 

OF MONEY - THE INDEPENDENCE OF THE MONEY SUPPLY FROM DEVELOPMENTS 

IN THE ECONOMY - COULD BE ESTABLISHED IF PAST MOVEMENTS INJ SAY J 

PRICES PLAYED NO PART IN EXPLAINING UNANTICIPATED MOVEMENTS IN THE 

MONEY STOCK; IF THEY DID NOT J THEN THE CURRENT BEHAVIOUR OF THE 

ECONOMY DOES NOT 'CAUSE' FUTURE MONEY GROWTH. 

IN TESTING FOR THESE RELATIONS J WE HAVE ASSUMED THAT EXPECTATIONS 

ABOUT INFLATION AND MONEY ARE FORMED IN ANY QUARTER ON THE BASIS OF 

MOVEMENTS OF THESE SERIES OVER THE PRECEDING TWENTY QUARTERS. THESE 

CORRESPOND TO EQUATIONS (9) AND (11) IN P~NEL 3. WE HAVE THEN 

ADDED THE PAST TWENTY QUARTERS' MONEY GROWTH AND INFLATION TO THE 

EQUATIONS FOR INFLATION AND MONEY GROWTH RESPECTIVELY - GIVING 

EQUATIONS (8) AND ' (12)-AND TESTED TO DETERMINE WHETHER THESE NEW 

VARIABLES CONTRIBUTE SIGNIFICANTLY TO THE EXPLANATION OF INFLATION 

OR MONEY SUPPLY BEHAVIOUR.· THE ANSWERS ARE SUMMARISED ON TABLE 8J 

IN THE FORM OF F-STATISTICS J BASED ON THE REDUCTION IN THE SUM OF 

SQUARED RESIDUALS FOLLOWING THE INTRODUCTION OF VARIABLES OTHER THAN 

LAGGED DEPENDENT TERMS. THESE F-STATISTICS SHOULD EXCEED 2.3 IF 

ANY CAUSAL SIGNIFICANCE IS TO BE ATTACHED TO THE RELATIONS BETWEEN 

INFLATION AND MONEY GROWTH. THE RESULTS CAN BE SUMMARISED SIMPLY. 

OF ALL THE MONEY DEFINITIONS USED ONLY PSL1 (AND HENCE J PROBABLY J 

AN ADJUSTED STERLING M3 SERIES) CAN BE CONSTRUED AS 'CAUSING' 

SUBSEQUENT INFLATION. r~ONE OF THE MONEY STOCK MEASURES J HOWEVER J 

IS 'CAUSED' BY PAST OR CURRENT INFLATION SO IT IS CERTAINLY WRONG 

TO THINK OF THE MONEY STOCK AS RESPONDING PASSIVELY TO ANY DEr~ND 

DUE TO PRICE LEVEL CHANGES. 
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TABLE 8 f1JNEY AND INFLATION: CAUSALITY TESTS 

IIPENDENT INDEPENDENT RES !DUAL SUf1 OF SQUARES ~~ITH STATISTICS 
VARIABLE VARIABLE 

LAGGED LAGGED DEPENDENT 
DEPENDENT PLUS CURRENT AND F(6J 39) 

LAGGED INDEPBIDENT 

INFLATION ~'O 1159.5 975.4 1.22 
INFLATJON ML 1159.5 1050.2 0.68 
INFLATION STERL TNG rs 1159.5 965.4 1.31 
hJFLATION PSLL 1159.5 775.3 3~23 
INFLATION . PSL2 1159.5 1016.0 • 0.92 

MO INFLATION 2794.3 2285.2 1.Lt4 
M1 INFLATION 3026.9 2810.8 O.SO 
STERLING M3 INFLATION ]299.9 1029.3 1.71 
PSU INFLATION 1606.4 1267.5 1.74 
PS12 INFLATION 7P!2.9 670.1 1.10 
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SECTION V - CONCLUSION 

THE EVIDENCE OF THE PAST 18 YEARS POINTS TO STERLING M3 BEING A BETTER 

MONETARY INDICATOR THAN MI. THIS OBSERVATION MEANS) HOWEVER) THAT THE 

, BEHAVIOUR OF THE ECONOMY IN 1980 CANNOT BE EXPLAINED IN A SIMPLE WAY 

BY CLAIMING THAT MONEY WAS TIGHT. \VHY) THEN) IF ~10NETARY POLICY WAS 

EASY IN 1980) DID INFLATION FALL) OUTPUT FALL) AND UNEMPLOYMENT RISE? 

THE ANSWER IS THAT MONEY GROWTH AFFECTS PRICES ONLY WITH A LAGj AND 

THAT WHILE MONEY GROWTH HAS A SHORT TERM INFLUENCE ON REAL ECONOMIC 

ACTIVITY) IT IS NOT THE ONLY EXOGENUOUS SHOCK TO WHICH THE U.K. ECONOMY 

I S SUBJECT. , 

THE FIRST POINT IS) THEN) THAT IT TAKES A YEAR OR TWO FOR CHANGES IN 

MONEY GROWTH TO MAKE A SIGNIFICANT IMPACT ON THE RATE OF INFLATION. THE 

FALL IN THE RATE O~ INFLATION IN 1980 REFLECTED) NOT CURRENT MONETARY 

GROWTH) BUT THE. GROWTH THAT HAD OCCURRED IN 1978 AND 1979) WHEN THE RATE 

OF GROWTH OF AN ADJUSTED STERLING M3 MEASURE FELL FROM i8 PER CENT TO 

14 PER CENT. By THE SAME TOKEN) THE RATE OF INFLATION OVER THE NEXT 

YEAR OR TWO WILL BE SIGNIFICANTLY AFFECTED BY THE RISE IN MONEY GROWTH 

IN 1980 - AN AWKWARD FACT WHICH THE BUDGET ARGUMENTS ABOUT THE BEHAVIOUR 

OF SAVINGS WERE DESIGNED TO OBSCURE. 

THE FINAL POINT IS THAT THE OUTPUT RECESSION IN 1980 HAD SEVERAL CAUSES. 

FIRST) EVEN THE HIGH MONEY GROWTH WAS SLIGHTLY LESS THAN THE AVERAGE . 
RATE OF INFLATION) SO THERE WAS A FALL IN REAL STERLING M3 BALANCES. 

THIS DID CAUSE INCREASED SAVINGS) AND DEPRESSED DEMAND IN THE ECONOMY. 

BUT THE SIZE OF THIS 'REAL BALANCE EFFECT' WAS VERY SMALL. SECOND) THE 

HIGH REAL EXCHANGE RATE AND HIGH REAL INTEREST RATE UNDOUBTEDLY DEPRESSEI 

EXPORT AND INVESTMENT DEMAND. NEITHER WAS DUE TO TIGHT MONEY. THE 

EXCHANGE/~~~EINSTEAD BUOYED UP BY ITS ATTRACTIVENESS) AS A PETROCURRENCY ) 

TO FOREIGN INVESTORS HEDGING AGAINST OIL PRICE UNCERTAINTIESj AND 
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INTEREST RATES WERE SIMPLY DRIVEN UP BY THE WEIGHT OF THE GOVERNMENTS 

OWN) MASSIVE) BORROWING. AGAIN) HOWEVER) THESE EFFECTS WERE NOT LAt,_~. 

EXPORTS STILL ROSE) IMPORTS ACTUALLY FELL) AND PRIVATE INVESTMENT FELL 

ONLY 1.5 PER CENT. 

THE REAL PROBLEM IN 1980 WAS THAT ALL OF THE NEW DEMAND GROWTH IN THE 

ECONOMY) AND MORE) WAS MET FROM STOCKS) AND NOT FROM CURRENT PRODUCTION. 

THESE STOCKS HAD) IN TURN) BEEN BUILT UP IN 1978 AND 1979) WHEN MONEY 

GROWTH WAS HIGH) AND PRODUCERS THOUGHT THEY WERE FACING A GROWING REAL 

DEMAND FOR THEIR GOODS. IN FACT) THE DECEPTION WROUGHT BY THE 

IRRESPONSIBLE MONETARY AND PRICES POLICIES OF THE LAST GOVERNMENT DID 

IN A VERY REAL SENSE CAUSE THE RECESSION WHICH MANY COMMENTATORS ARE 

ATTRIBUTING TO THIS GOVERNMENT) BY INDUCING A MASSIVE STOCK CYCLE. IT 

WOULD INDEED BE IRONIC IF THE LESSONS OF HISTORY WERE NOT LEARNT) IF 

THE OFFI-cIAL EXPLANATION FOR 1980 GAINED CURRENCY) AND TH-E EXPERIENCE 

OF THE PAST YEAR WERE USED AS AN EXCUSE FOR A RETURN TO MONETARY 

INDISCIPLINE. 



PANEL -1 . 

DATA· 

MONETARY BASE (MO) 

MONEY SUPPLY (MI) 

~10NEY SUPPLY (Et13) 

PSLI 

PSL2 

. DEFINITIONS OF MONEY 

DEF I rJ IT I ON 

MO = NOTES AND COIN IN 
CIRCULATION WITH THE PUBLIC 
AND 
BANKERS DEPOSITS AT THE 
BANK OF ENGLAND 

MI = NOTES AND COIN IN 
CIRCULATION WITH PUBLIC 
AND UK PRIVATE SECTOR STERLING 
SIGHT DEPOSITS. 

EM3 = MI AND UK PRIVATE 
SECTOR STERLING TIME DEPOSITS 
.AND UK PUBLIC SECTOR STERLING 
DEPOSITS. 

PSLI = t:r-13 AND OTHER MONEY 

(29 ) 

SOURCE 

STATISTICAL 
ABSTRACT AND 
BANK OF ENGLAND 
QUARTERLY 
BULLETIN 

11 

11 

FINANCIAL 
MARKET INSTRUMENTS (TREASURY STATISTICS 
BILLSJ BANK BILLS J DEPOSITS 
WITH FINANCE HOUSES) AND TOTAL 
(GROSS) CERTIFICATES OF TAX 
DEPOSIT. 

PSL2'= PSLI AND NET SAVINGS 
DEPOSITS AND SECURITIESJAND 
TOTAL (NET) CERTIFICATES OF 

i 

TAX DEPOSIT. 

FINANCIAL 
STATISTICS 



Pi\NEL 2 : ~n~EYs., INTEREST AND SAVINGS 

SYr·1BOLS Ml = f'OOEY STOCK., r,u DEFINITION 

f''13 = r'bNEY STOCK., ~13 DEF I N IT ION 

H = TOTAL HEALTH 

Y = INCDr'1E FLOfl = CHANGE IN WEALTH 
S = SAVINGS FLo\~ 

(30) 

R = INTEREST RATE ON 3-flJNTH STERLING CERTIFICATES OF 

DEPOSIT 

T = TIME I N QUARTERS 

PORTFOLIO BEHlWIOUR 
7 

N3- = A3EXP (B3T)EXP(C3R) \fl) (1) 

~ = AI~(BIT)EXP(CIR) ~pl (2) 

ESTmATING EQUATHIJ 

FROM (1) AND (2) 

f12. ~ EXP{ CB3~BI)T}EXP{ (c3-cI) R}VJ~-DI 
~U Al . 

HENCE 
LOG(fl13)-LOG(f·1D=t..OG . (A3/ AI) . + (B3-BI) T+(C3-C2) R 

+(~-nz)LOGH 

DIFFERHITIATING \vITIl RESPECT TO TIflE . 

(5) 

(4) 
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r~T J MIT = GROWTH RATES OF fvU AND M3 AT T 

PROXYING THE GROWTH OF WEALTH BY THE LEVEL OF THE SAVINGS RATIO S=S.'Y GIVES 

(6) 

WHERE 



PANEL 3 

PT = RATE OF INFLATION BETWEEN QUARTER T-l AND QUARTER T.I 

EXPRESSED AT AN ANNUAL RATE. 

r.r = GROWTH IN SOME ttONETARY AGGREGATE.I SIMILARLY 

CALCULATED • 

r·tJNEY AS A PREDICTOR OF INFLATH1J <TABLES 5 ~ND 6) 

PT = A+B(l)~,. (7) 

WHERE B(l)=2Om DEGREE POLYNa"1INAL IN THE LAG OPERATOR 

Sl\VINGS IN THE INFLATION ~'DNEY RELATIONSHIP 

PT=A+B(l) Mr + c(l) sT 

CJ\!JSl\UTY TESTS <TABLE 7) 

FOR THE IMPACT OF rmEY Cl'.J INFLATION.I WE RUN 

PT = A+C(l)PT 

PT = A+C(l)PT + B(l)r'T 

FOR THE IMPACT OF INFLATION ON M)NEY.I WE RUN 

t\ = D+F(l)r.r 

Mr = D+F(l)My + E(l)PT 

FOR VARIOUS DEFINITICl'.JS OF ~ WHERE 

(8) 

(9) 

(10) 

(11) 

(12) 

B(l).1 C(l).1 E(l).1 F(l) ARE 20m DEGREE POLYNOMINALS IN THE LAG OPERATOR 

(32) 



MR. UNWIN 

MArs LECTURE 

cc: Mr. Burns 
Mr. Middleton 
Mr. Britton 
Mr. Monck 
Mr. Lavelle 
Mr. Unwin 
Mr. Gordon 
Mr. Aaronson 
Mr. Ridley--

The Chancellor discussed the topics to be covered in his 

,forthcoming Mais lecture with you and the other recipients 

of this minute yesterday. 

2. The starting point for the discussion was the proposed 

outline attached to Mr, Burns' minute of 26 March. The 

Chancellor said he thought it important to discuss the 

non-monetary as well as the monetary aspects of the fight 

against inflation. He thought the problems of the British 

economy essentially concerned behaviour, institutions and 

expectations. His preference was to try to synthesise 
,. '- - __ _ ~ _. _ ' , _0 .~ ~ _ c~_._~_ _ --.c -,.,. 

competing approaches to economic policy - it was wrong to ----- _ ._-----
emphasise anyone aspect of economic analysis to the 

exclusion of all others. This exclusiveness seemed to him 

a peculiarly British problem; in Europe everyone accepted 

the importance of monetary policy, but no-one thought other 

aspects of policy could therefore be neglected. 

3. The Chancellor further suggested that the lecture might 

usefully illustrate the continuity of his approach to economic 
- ~ - - -

policy, in opposition as well as in Government, as well as 

1"' serving as a review of events and achievements over the last. 

OL~lO,/lvJ..t''l'' two years. He mentioned in particular a speech at a 

£; (V . 'fI- 0 Fin a n cia I Tim esc 0 n fer en c e i n Jan u a r y I 9 74 J asp e e c h to the 

S ftL . ~/r"l. Bow Group Economic Standing Committee at the Carlton Club in 

~~{l.iJl'h May 1976J his reply to Sir Douglas Wass I Johnian lecture. 

l£.t..... ()t"f" 'which he had given at a City seminar in March 1978, and his "1 S'.r I rJ 
tIN" G f h ' h' t h 'l.,\btl".. lrl">'...J.. as art speec ln Dc ober 1978. He also mentioned a speBc 

l t1~ ...... "l.~tt A--V'C""',.I n,t..\,,,, (.&,~ : C .~.\~~ '\ / i n 
__ ~~ ~D\'" ,~-





in Huddersfield in 1975. 

4. In further discussion it was noted that it would be 

desirable for the following topics to be discussed in the 

lecture:-

(il 

vi (ii) 

(iiU 

f Vl 
, [2tl-A,\\vCl'l.'" 

L ( (, Ill'll '1 

(v) 

The underlying need to change people's attitudes. 

particularly in relation to real labour costs; 

the reasons why monetary control is a necessary 

condition of a stable and successful economy; 

the natural rate of unemployment (it might be 

useful to correct the impression left by some 

unconsidered remarks by the Prime Minster); 

the balance of capital and current spending i~ the 

economy. including some analysis of recent trends 

and prospects and the scope for changes in Government 

POliCY, ] 

the role of indexation (and the need to "de-index"· 

expectations) - this subject had been discussed in 

the Huddersfield speech. .DIS tAro ., "If(1 M1~~ 

(vi) the Government's attitude to the exchange rate; 

(vii) the question of a possible move towards monetary 

base control (commitment should be avoided. but 

references to the possibility of movement should be 

mor~ forthcoming than had been the Gov~rnor at the 

TCSC). 

d: t \1 "'" ,l~t V I!'t"", 

4. The Chancellor noted that he w; uld want the lecture to 

.provide an effectiye answer to th ' "Gang of 364"; to 

Sir Alec Cairncross' recent article in t ee Banks Review. 

land to any 

'" "" ."'. , " ' " ',-- ,--,----- •• ---, l3"!l»' 





and to any points on monetary policy in the TCSC report which 

seemed to call for a response. 

5. The Chancellor asked you and Mr. Aaronson to prepare 

a revised draft outlins of the lecture, taking into account 

the points made in yesterday's discussion. Those directly 

concerned would then write up the particular sections. The 

Chancellor would be grateful if a first draft of the complete 

text could be with him before the Easter holiday. 

)W 

A.J. WIGGINS 
7 April 1981 





f\1R BUl(NS cc Principal Privc.l te 
SecrcLJry 

Mr Middleton 
Mr Bridgeman 
Mr Britton 
Mr Dixon 
Mr Lavelle 
Mr Monck 
Mr Unwin 
Mr Rjdley 

MAIS LECTURE: 12 MAY 1981 

Following the Chancellor's meeting yesterday we have the following 

topiCS to cover for the Mais Lecture: 

/ 1. 
/ 

.../ 

The costs of inflation (even at a rate of 5%) 
~ .. 

2. The link between money and prices, and the importance 

of monetary policy (contradicting the Treasury Committee and 

the Gang of 364) vI- . ~ l..,LA ... ri ~ 

3. The evident acceptance of this in many other countries 

4. An answer to the Treasury 

execution of monetary policy 

Committee's criticisms of the 

c4 h1 
5. ~10netary base control~ ... :::/> ~ ~~ v 

V 6. The need for a fiscal stance consistent with the monetary 

target 

7. Ways of minimising the transitional loss of output 

involved in reducing the rate of inflation (rejecting incomes 

policy, but accepting the need to influence expectations 

and embark on the dif ficult task of reforming the labour 

market; the potential role of the NEDC and the need for 

individuals to take responsible decisions could be alluded to 

here) • 

8. Real wage resistance. The need to get away from indexation 

of wages, benefits etc, and the relationship between this 

question and the issue of indexed gilts. 

9. The sectoral imbalance of the last couple of years. 

/ The danger of a monetary squeeze being CIt the expense of 

investment rather than consumption, and the particular problem 

of publ ic sector inves tment. ~ ~,c: 1 (. 

1 





/ 10. f he impossibility of controlling the exchange rate w~dle 
maintaining moneta.ry targets. J 

j 11. Denial of the concept of a natural rate of unemployment 

(taxation of unemployment benefit could come in here). 

t! 12. Sources of growth. 

2. My understanding is that the Chancellor wO,uld like Mr Britton 

to contribute a piece on point 3, Mr Monck on pOints 4 and 5, 
Mr Lavelle on pOint 10, Mr Ridley on pOint 12, and yourself 

with Mr Middleton on 1, 2, 6, 7 (presumably in consultation with 

Mr Dixon), 8 and 9. If anyone is unhappy with this allocation, 

will they please let me know immediately. 

3. The Chancellor wanted section 2 to draw on some of his earlier 

speeches. Those at the Bow Group and Gosforth and that answering 
-If 

the Johnian Lecture are attached: Mr Ridley is hunting for the 

others. Pehaps the easiest way to proceed would be for me to 

prepare a piece alluding to eal 'lier speeches for insertion in 

your section 2. 

4. If I am to put a draft to the Chancellor before Easter I 

will need to receive contributions no later than close of play 

on Monday 13 April. I am sorry that the frequent postponements 

of yesterday's meeting has left us with such a tight timetoble. 

7 April 1981 
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A.5 Speeches 

MR AARONSON cc Mr Burns 
Mr Middleton 

L 
Mr Britton 
Mr Unwin 

~ 
Mr Turnbull 
Mr Davies ----

MAIS LECTURE 

I attach some not fully completed notes on Item 10 which 

you described, slightly inaccurately I think, as "sources 

of growth". What I was thinking of and mentioned at the 

meeting was more focussed on the need for targets/control, 

and that is what I have covered - in the very experimental 

first draft attached. I hope to be able to offer something 

on growth soon, other pressures permitting, but am still 

grappling with some inadequately worked out ideas. 

2. The material I am letting you have now is perhaps 

somewhat idiosyncratic, but it tries to point out some 

really important basic issues. In the final count the 

present Keynesians and neo-Keynesians want to escape either 

to a land of Cockaigne of the '30s, '50s and '60s which 

never existed, or to a paradise which is unattainable, 

and this material represents an attempt to bring horne why 

that is so. Mr Burns in particular may well have views 

on whether a plece on roughly these lines is appropriate 

In the lecture or, indeed, at all! 

ADAM RIDLEY 

14 April 1981 
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MAIS LECTURE - SPEECH NOTES 

Item 10. Growth, and related issues of control 

Foundations of Govt's economic policy often caricatured 

as resting either on the writings of fundamentalist 

economists who were, in truth, put to flight by Keynes 

as effectively as Darwin dismissed opponents of 

evolution; or on the equally eccentric teachings of 

Pro f Friedman . They do, indeed, reflect some of the 

(many) good ideas of both schools of thinkers. But 

their best justification can be set out on a far broader 

canvas. 

Why control? 

Arguments about whether to control the money supply are 

only a part of a much larger debate. 

We must all, I think, accept as an unquestioned premise 

that the Govt has got to exercise control in some way 

or other over these things for which it is responsible; 

its spending, tax and borrowing; its bank of money. 

It is inconceivable that it should spend, tax or borrow 

ad libitum on anything which takes its fancy, and 

regardless of the totals at stake; or that its bank should 

neither seek, not be constrained to, certain objectives 

as regards the money supply and interest rates. 

~ne approach is to accept these responsibilities - and 

many others - with gusto and to plan everything in sight, 

as in parts of Eastern Europe; or at least to plan or 





control a great deal. The disadvatages of so doing, 

which have long been predicted a priori, have been 

observable for almost equally long in practice. 

(a) Inhuman centralisation A centrally planned and 

controlled system at the least robs people of dignity and 

humanity, reduces their role in economic life to that of 

machines, and - in all probability - necessitates an 

extremely authoritarian if not totalitarian system of 

Government. We (nearly all) oppose such a system, 

therefore, on the grounds that it denies freedom to 

the individual. 

(b) Efficiency In addition it both requires a cumbersome 

bureaucracy, and is extremely inefficient. K Marx may 

have talked about the withering away of the state under 

communism, but his disciples have swiftly developed 

some of the biggest ever seen in history, and which are 

generally recognised as being markedly more inefficient 

than any except the most corrupt, primitive or distorted 

market economies. With certain notable exceptions we 

therefore believe we should aim wherever possible for as 

much decentralisation as possible and for private 

enterprise in the production, sale and purchase of goods 

and services. 

(c) Politicisation The more things any Government tries 

to control or plan and the greater the detail in which 

it does so, not only the more unwieldy the process of 

discussion and decision-making (particularly in a 

bureaucracy), but also the more politicised every 
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decision becomes. The latter point may need some 

illustration. 

Why, then, is politicisation harmful? Because it means 

that in practice many choices are debated more in 

relation to the views of interested parties who happen 

to have power; and therefore less in relation to the 

objective "pros and cons". There is no reason in theory 

and no experience in practice which suggests that each 

important argument will generate its lobby, or that 

each lobby's power (where it does exist) will be 

commensurate with the merits of its case. Moreover, 

once the process has set in, it is an uncomfortable and 

unstable one. Parliament, Government (and local 

councils), having few powerful reasons for drawing 

lines at one point rather than another, soon find 

themselves on a slippery slope leading inexorably into 

the deepest quagmires of a corporate state, in which 

progressively more and more of their actions have to 

be concerted, qualified by and agreed with undemocratic 

interest groups who are not part of the conventional 

political process. J 
....---

One concludes, then, that the ideal philosophy and 

framework of control should as far as possible promote, 

or be consistent with, personal and economic freedom, 

the preservation of markets and the avoidance of (the 

wrong kind of) politicisation. [This is not, of course, 

to deny that the legitimate political authorities 

should exercise influence on economic matters.] 
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In any modern (or fairly modern) economy the Government \~p1; 

accepts particular responsibility for maintaining a 

stable economic environment and price level; and cannot 

operate without a coherent intellectual framework 
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within which to contain its tax and expenditure decisions. 

As far as the former is concerned, without direct 

control of the money supply (neglect question of 

definition) or of the exchange rate, stability of the 

environment and of the price level are unobtainable. 

There are profound and widely neglected reasons why 

this should be so. Seen in mathematical terms, the 

economy will be like a system of simultaneous equations 

with too many unknowns. In other words it will be 
stable 

under-determined. There will be no natural/equilibria 

for prices, employment, economic activity or anything 

else. Instability will lead to chaos and, ultimately, 

a breakdown of economic commercial life (until order 

is imposed). Seen in mechanical terms, such an economy 

is not unlike a clock mechanism without a Governor, 

whose task is to keep the speed of the machinery constant 

to within narrow limits regardless of the tension of 

the spring. [In biochemistry another useful analogy 

is a buffering agent, whose role is to hold the pH of 

a solution constant whi l e the acid / alkali composition 

of the constituents alters.] 

In the 19th and early 20th century, over-simplifying 

somewhat, the advanced economies sought and found their 

4 





point of anchorage by linking their currencies to gold. 

While this had the disadvantage that the gold price of 

commodities could fluctuate in an uncomfortable way, 

it had the added attraction of a built-in feedback or 

self-correction process. Countries which inflated and/ 

or ran into trade deficits lost gold across the exchanges . 

This curbed their money supply, deflated activity, 

reduced inflation and, often, induced Governments to 
and pre..,.·emptive 

take deliberatejac'tion to the same ends. Since monetary 

policy was more or less automatically subordinated to 

what was, in effect, an exchange rate target, it did 

not have to be made the subject of conscious analysis 

and policy making to the extent that it i~ today. We 

shall return to this important point shortly. 

This system went through a testing time during and 

shortly after the First World War. Renovated and 

restored in the 1920s, it collapsed under the twin 

strains of the problems of German reparations and the 

Great Depression. During the recovery from the 

Depression, in the early 1930s, Britain, France and the 

US - the dominant forces in the world economy - cobbled 

together a system of managed exchange rates, which 

lasted until it was pushed aside by the ad hocery of 

war finance from 1939 onwards. The collapse of the 

true gold standard system was, however, very profound 

ln certain key respects, and even if there had been 

no World War II, it is perhaps unlikely that it could 

have been resurrected. For its efficacity depended on 

a change in gold parity being unthinkable. Once it 

was demonstrated that countries could enter and leave 
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the system at will, or adjust the gold prices of their 

currency, then the system lost most of its disciplinary 

influence, whether through its automatic impact on 

monetary conditions or it&deterrent impact on Governments, 

dictators, Parliaments and public opinion. 

The post-war period therefore needed something to 

replace the gold standard, and got it at a surprisingly 

early date in the form of the Bretton Woods system. 

As is fairly generally known, this combined fixed 

exchange rates and a fixed gold price with a degree of 

licensed adjustment of parities and - stick and carrot -

an invigilatory IMF to adjudicate on requests for 

parity changes and enforce/facilitate them through 

loans etc. In practice the Bretton Woods was as much 

a dollar-standard as anything else. Its health depended 

both on the continued reluctance of its members to 

change exchange rates, and on the health of the dollar, 

its "key-currency". 1971 saw the system all but collapse 

under the strains of dollar ill-health, world inflation 

etc and we have had floating exchange rates - at least 

as a world system - ever since. 

In such conditions every country faces - crudely - two 

choices: to control its exchange rate (in some sense 

or other); or to control its money supply. The 

advantages and disadvantages differ considerably between 

countries. A very large country, in all 

probability one whose currency is used extensively in 

international finance, could perhaps hope, at least in 

principle, to hold its exchange rate against the average 
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of other countries. [So, too, might a group of closely 

related countries such as the present full members of 

the EMS, mutatis mutandis.] A small country with very 

close trade links with a larger one (cf Austria) can, 

perhaps, link its exchange rate with its dominant 

neighbour (eg Germany). But this can be very difficult 

(cf Belgium). 

Large but not vast countries such as Germany, Japan, 

France and the UK fall in the middle. In favourable 

circumstances they may be able to pursue an EMS-type 

option. But it will at the best be difficult (cf Germany, 

Italy); and the more their currency lS medium for 

international finance, the less likely it is to be viable. 

For them monetary control is the only real choice, and 

almost certainly essential even if they are also members 

of an exchange rate club. It is no coincidence that, 

shortly after the permanence of floating exchange rates 

was generally perceived, (almost) every large western 

country felt impelled to adopt monetary targets. 

consequences of the switch to. float~ng exchange rates were 
In some respects the / less dramatlc ~han 

might at first be thought. For whatever the nature of 

macro-economic policy making in the 50s and 60s, whatever 

the explicit objectives uppermost in people's minds, 

monetary policy was held in a fairly rigid and merciless 
As a result 

straightjacket by Bretton Woods. I the trend of monetary 

growth in the western economies was, by and large, 

restrained. Interest rates could not be manipulated 

beyond certain limits. Undue relaxation brought very 

heavy penalties on people's heads, in the form of 
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enforced deflation. And, ironically, the scope for 

"Keynesian" policies was very tightly restricted. 

Be all that as it may, this short historical analysis 
p . 

helps to explain how, for a country such as the UK, 

a policy of monetary control is unavoidable in present 
• 

circumstances. And it reminds us that the acceptance 

of such a discipline in a sense only makes explicit a 

'---------------------------------------------------------
restriction of our freedom of manoeuvre in monetary -
policy which was highly significant under the Bretton 
--------~ .. ~.~~ ... ~~~ .. ---~.~.------------

Woods system which Keynes himself largely designed. 

- VN'l, L.. 
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m reigns everywhere. "Prices are running 
away", "Erhard at the end of his tether", 
"Chaotic picture of prices", "Economists in 
favour of a return to planning". were some 
of the headlines. Even worse. perhaps. was 
that within the economv one side began to I 

insult the other. Everyone was re~dy to' 
ascribe the fault to someone else - industrY 
to trade, trade to industry, the urban 
dweller to the peasants and vice versa .' This 
also sounds familiar. It is the sort of stuff 
which one now finds even' week in the 
Observer and the Sunday Times, the two 
newspapers which have most noisily and 
repetitively opposed the Government's 
economic policies. 

4P5SiK.. b4- i Sri w 

It seems that contemporary comment on 
the West German free market experiment 
was, at the two-year stage, very similar to 
that on Biitain's todav. The contexts are, of 
course, quite differelit. It would be siily to , 
claim that. because lil;>eralisation in West I 
Germany was initially unpopuiar and even
tually successful. it will also work here. The 
sad truth is that monetarism. like taking 
exercise, is only good for you if it hurts .· At 
the moment it is hurting. Naturally enough, 
people are complaining and saying it must 
stop. -

The one lesson we can draw from 
Balogh's 1950 pamphlet is that they are not 
necessarily right. 
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From Peter Lilley 6 

FURTHER RIPOSTES TO THE 364 ECONOMISTS: THREE PRECEDENTS 

1. When Einstein published his General Theory of Relativity virtually 
the entire body of German academic physicists signed a circular 
letter declaring his argument of be false. 

When Einstein was confronted with this he gave the devastating 
reply "Had I been wrong it would only have needed one person to 
point out the error." 
(Source: recollected by Chris Mockler from a biography of Einstein). 

2. In 1903, in response to Chamberlain's call for protectionism 
the entire UK academic economics profession - consisting then of 
14 professors and lecturers - wrote an encyclical letter to the 
Times condemning Chamberlain's proposals root and branch. 

It is interesting that 14 signatures then constituted practically 
100 per cent whereas today 364 are barely a quarter. 

It is also amusing that economic fashions·change (for the worse too!). 
Economists then were agreed that import controls were noxious. The 
leaders of our 364 economists believe them to be beneficial. 
(See Annex from 'My Political Life' Vol. 1 by Leo Amery). 

3. Keynes himself condemned the thinking of establishment economists 
in the 30~ The collective wisdom of the economice~tablishment was, i! 
his view, inevitably out of date and failed to respond to new 
ideas Or recent experience. "In the field of economic and political 
philosophy there are not many who are influenced by new theories 
after they are twenty-five or thirty years of age." 

It should be no surprise that our economic establishment are happy 
to ignore the experience of the last two decades when their 
favoured policies havB . been shown to be less and less effective 
in stimulating output and.more and more potent stimulate of 
inflation and unemployment. Keynes would not be surprised that 
the predominantly ageing 364 economists ignore monetary theory 
which, though not new, was taboo when they imbibed their economics. 

Copies to: 

Mr. Peter Cropper 
Mr. Adam Ridley 
Mr. George Cardona 
Mr. David Nicholson 
Mr. Chris Mockler 
Miss Anne Bulloch 
Mr. A_ an Howarth 
All Members of Economic Section 15.4.81 
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But now that I came to look into the question more closely I 
realized the weakness, both in elementary logic and in actual 
fact, of the arguments which its supporters directed with 
such lofty contempt against all questioners. But I also realized 
the immense influence of views held with such complete 
assurance by the men who were generally regarded as the 
'experts' on the s~bject, supported by a most formidable array 
of elder statesmen. It seemed to me essential at all costs to 
weaken that influence. To do that it was not enough to put 
up a reasoned defence of Chamberlain's proposals, a defence 
usually based on grounds which oconceded the fundamental 
assumptions of the Free Trade theory. The one thing neces
sary was to counter-attack, to smite Free Trade itself hip and 
thigh and to debunk the experts and high authorities who 
professed it with such unquestioning and self-righteous 
assurance. 
,/ . It was not long before a first-rate target offered itself. On 
15th August The Times published a manifesto or encyclical 
letter signed by practically the whole body of economic pro
fessors and lecturers in the United Kingdom, fourteen in all, 
condemning Chamberlain's proposals root and branch, both 
on general grounds and, more particularly, on the strength 
of their own expert authority. Their general attitude was 
embodied in a preamble from which I quote a passage: 

"Having regard to the prevalence of certain erroneous opinions, 
to which we advert below, we think that any system of prefeorential 
tariffs would most probably lead to the reintroduction of protection 
into the fiscal system of the United Kingdom. But a return to pro
tection would, we hold, be detrimental to the material prosperity 
of this country, partly for reasons of the same kind as those which, 
as now universally admitted, justified the adoption of free trade
reasons which are now stronger than formerly, in consequence of 
the greater proportion of food and raw materials imported from foreign 
countries, and the greater extent and complexity of our foreign trade. 
The evil would probably be a lasting one since experience shows that 
protection, when it has once taken root, is likely to extend beyond 
the limits at first assigned to it and is very difficult to extirpate. There 
are also to be apprehended those evils, other than material, which 
protection brings in its train, the loss of purity in politics, the unfair 
ildvaJltage given to those who wield the powers of jobbery and cor-
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ruption, unjust distribution of wealth, and the growth of 'sinister 
interests' . 

Secondly, we apprehend that the suggested arrangements, far 
from promoting amity, may engender irritating controversies between 
the different members of the Empire. The growing sense of solidarity 
would be strained by an opposition of interests such as was experienced 
in our country under protection, and has been noticeable in the history 
of the United States and of other countries. Such an opposition of 
interests would be all the more disruptive in the case of the British 
Empire, as it is not held together by a central Government." 

The manifesto went on to declare the authoritative opposi
tion of the fourteen professbrs to 'certain popular opinions'
in other words to those expressed by Chamberlain in his 
speeches-under seven headings, in effect repeating sundry 
highly theoretical axioms then still in vogue in orthodox 
circles. I shall come to these shortly. I saw at onc'e the shatter
ing effect of such an overwhelming barrage of the heaviest 
artillery on the morale of Chamberlain's supporters and, still 
more, on the great majority who were still undecided. An 
immediate reply was needed and one .that would rally our 
own ranks. For that'mere economic argument was insufficient. 
What was needed was to make the pundits look ridiculous 
and to turn the laugh against them. I sat down and, scarcely 
raising pen from paper, dashed off a long reply. I began by 
expressing the shock it must have given to any serious student 
to find so many eminent names attached to "the most egregious 
document that has ever owned such distinguished parentage". 
After pointing out that the document consisted of a pontifical 
preamble and seven platitudes-two professors to a platitude-' 
I made fun of the former: 

"The most striking feature about it is the strong flavour of medieval 
theology that pervades it. Such expressions as 'First, having regard 
to the prevalence of certain erroneous opinions,' or again, 'the evil 
... protection, when it has once taken root ••. is very difficult to 
extirpate,' clearly indicate that Professor X has been recently steeping 
his mind in the study of Papal Bulls. The reference, to 'higher goods,' 
'sinister interests,' 'purity in politics', 'jobbery and corruption', also 
give evidence of strong moral feelings. The argument is not quite 
so strong as the feelings. The causal connexion between free trade 
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and pure politics, and prc.tection and the powers of jobbery and cor
ruption, is emphatically asserted, but not sufficient instances are adduced 
to establish the point. American politics are, we must suppose, chiefly 
referred tOj but Professor X does not distinguish between Federal 
politics and State politics, As the States enjoy complete frcc trade 
with each other State politics at least ought to be entirely frce from 
'sinister interests'. It would be interesting, too, to know whether, 
previous to Australian Federation, there really was so great a dis
parity in public virtue between free-trade New South Wales and 
protectionist Victoria as their tariffs might indicate. Leaving the 
Anglo-Saxon communities, I note that Germany is protectionist, 

. but I know of no evidence to rate the honesty of the Imperial Civil 
Service, or of the Reichstag, below our own. Turkey has a low tariff 
purely for revenue purposes, such as our fourteen professors would 
approve of, and both the Christian and the Moslem subjects of the 
Sultan enjoy, like British citizens, the privilege of having direct 
taxation. Yet I grieve to say the Ottoman standard of public morality 
is not as high as it might be." 

Of the 'platitudes' the first denied all connexion between 
an increase of imports and unemployment adding that the 
contrary idea was "universally rejected by those who have 
thought about the subject". 

"One would really like to know what word our fourteen professors 
apply to the inferior mental operations of such poor creatures (English 
and foreign political economists, Mr. Chamberlain, Prince Bismarck, 
etc.) as happen to have arrived at a different conclusion!" 

Other platitudes laid it down that whether prices rose or . 
fell after the imposition of a tariff they would still be higher 
by the amount of the duty than if the duty were not there, 
other things being equal, and that even if the Government 
got some revenue on the foreign import the consumer would 
be taxed on his whole consumption. I commented: 

"Of course; but what if the duty is itself one of the factors that 
affect those other conditions? ..• Our sapient professors might as 
well warn workers against the folly of trade unionism on the ground 
that the trade union workman is always poorer than he would be 
if not a member of his union by the amount of his weekly subscription, 
other things being equal I ... Even if our policy led to such an expansion 
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of Canadian agriculture and such a fall in wheat prices that not a single 
quarter of American corn could compete against a 2S. preference, 
and even if Canada began exporting to the United States, our fourteen 
professors would presumably still solemnly declare that the British 
taxpayer was paying 25. on every quarter he consumed and the British 
Exchequer getting no equivalent at all I" 

These quotations will, I think, suffice to show the kind 
of doctrinaire assertions which were thought good enough to 
dispose of Chamberlain, and the style of debunking which I 
thought was required by t~e occasion. . 

I used the pseudonym 'Tariff Reformer' rather. than my 
own name, partly in deference to the tradition of anonymity 
which was in those days still supposed to coverall connected 
with The Times, but partly also because I did not wish my 
attack to be side-tracked by questions as to who was this young 
man, not yet in his thirties, who poured contempt on all the 
greatest economists of the age. Anyhow my counterblast 
served its purpose. Chamberlain himself was delighted, and 
in subsequent controversy a reference to the fourteen pro
fessors only evoked hilarity. Encouraged by this success 
'Tariff Reformer' proceeded to wage battle in the columns 
of The Times with other correspondents and, more particularly, 
with the utterances of the big guns of the Free Trade Move
ment, whether Liberals or Unionist Free Traders. A score or 
more of his letters appeared in the course of the autumn 
months, while a good many others were spread over the next 
few years. Re-reading them for the first time after so long an 

. interval I have enjoyed their trenchant combativeness and 
close reasoning. But the arguments which tbey dealt with are 
so out of date that few readers would now be interested in 
their detailed confutation. 

I am thinking of such arguments as that all duties in all 
circumstances raise the price to the consumer; that the selec
tive restriction of some imports must reduce the total volume 
of all imports; that a reduction of imports must automatically. 
pro tanto reduce exports; that it was impossible for a tariff to 
afford both protection and revenue; that the United Kingdom 
was so prosperous under Free Trade that any change could 
only be for the worse; that a third of its population lived 
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permanently. on the verge of hunger and that no policy, how
ever promising in the long run, could be attempted if it 
involved the slightest risk of even a temporary rise in the price 
of food; that the Colonies would never give any preference 

. worth having; that they would fight among themselves if 
they did not secure precisely equal benefits from preference; 
that closer commercial ties with the Colonies were squalid 
bonds, but that closer trade with foreign countries made for 
world peace. And so on. These were the arguments of weighty 

. people like Hicks Beach and Goschen, Campbell-Bannerman 
and Asquith, and had at the time to be taken seriously. The 
bulk of the criticism, indeed, from Liberal platforms bore 
little relation either to economic theories, howe:ver absurd, or 
to any version, however distorted, of Chamberlain's proposals. 
It concentrated largely on grotesque travesties of the life of 
Germans reduced by protection to subsisting on black bread 
and horse-flesh, on lurid pictures of the 'Hungry Forties', and 
on the denunciation of greedy capitalists plotting to make 
profits at the expense of the poor. 

I naturally had my fun dealing with all this on the plat
form when I became a candidate. But my mind was all the 
time more concerned with the need for a coherent economic 
doctrine and for a fundamental challenge to the whole struc
ture of economic thought upon which the Free Trade case 
was based. It was, however, only in 1906 that I published my 
conclusions in a little book The Fundamental Fallacies of Free 
Trade. The title was influenced by the issue of the hour, but 
the book was, in fact, a fundamental criticism of the whole 
orthodox economic theory and, for that matter, also of its 
offspring, Marxian Socialism. 

In it I dealt successively with three main fallacies. The 
first of these is the general individualist fallacy which assumes 
that the interest of the community or nation is identical with 
the sum of the interests of its individuals, ignoring their 
interaction. "Individuals know better than the State what is 
in their own interest. Therefore the common interest will be 
best served if they are all allowed to exercise their individual 
economic activities without interference by the State." This 
argument leaves out of account that individuals are limited 
by conditions outside of their control which, on the other 
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merely like yet another third party offering 
modified socialism combined with the 
opportunity to protest without commitment 
t_ anything in particular. 

wrote all of this article except for this 
paragraph before I had seen Mr m's 
excellent piece in last w 'pectator. I am 
pleased tha Inks that I have raised 
s the important questions and de-

.- w 

lighted to find a large measure of agreerne 
between us. I hope that there ' ow be 
some continued d about how the 
Liberals oClal Democrats can escape 

t Ie soggy centre and strike out a new 
course. I agree with him that there is 
certainly new ground waiting to be occupied 
in politics, and I suspect we agree about 
much of its nature. 

WI ig:pwi 

When Balogh was wrong 
Tim Congdon 

The last two years of British economic Balogh was scornful of the central bank 
policy have purportedly been an experi- responsible for this deflation. In his view, 
ment in free markets and sound money. If 'its leaders were hagridden by obsolete 
the newspaper editorials are to be believed, monetary theories.' Even worse, he 
the experiment is in a mess . Indeed, many thought, was the institutional ' framework 
leader-writers are saying that it should be created to stop politicians from meddling 
abandoned as soon as possible and some- with monetary policy. The thinking behind 
thing more 'moderate' (usually left unspeci- ,the constitutional checks on political inter-

' fled) put in its place. There is also a ference was 'a mixture of quaint opinions, 
tendency to regard the British trial-by- those of the nineteenth century on budget 

'monetarism as special "imd unique. This is management and of the late Mr Montagu 
wrong. Several countries have in the past Norman on the proper role of a central 
followed economic programmes with simi- bank.' 
lar intentions and methods. Some have Balogh admitted that production was 
lasted much longer than two years. What increasing, but he doubted that the liber
kind of mid-term reports did they receive? alisation policy deserved any credit. On the 

Perhaps the most celebrated example of contrary, 'the market mechanism is an 
economic .1iberalisation was the West Ger- exceedingly tardy and imperfect means of 
man in 1948. Like its British counterpart readjustment.' The policy would require 

, today, it soon attracted comment and continued deflation. even though this 
criticism. At almost exactly the same two- I would be 'insufficient' to restore balance on 
year stage now being reached here. an I trade with other countries. It was 'evident' 
assessment of its progress was made by that unemployment would 'not be permit
Thomas Balogh in a pamphiet entitled ted to decline much from the 1.25-1.5 
Germany: an Experiment in 'Planning' by miilion level.' 
the 'Free' Price lHechanism. The pamphlet, The pamphlet was not confined to purely 
basf':d on a talk given to a German trade economic issues, for Balogh was also des
union conference in April 1950. was pub- pondent about Germany's- political viabil
lished in Ox.ford in September of that year. ity. The central weakness of the 'illlquitous 

Before quoting from Balogh's little work. new German economic and social svstem' 
we should briefly describe the events it was that the currencv reform had fa;oured 
attempted to analyse. In July 1948. after a the rich at the expense of the poor. There 
period in which some basic necessities could I was a resultant lack of the mass
be obtained only by b,'rter. the German I consumption demand appropriate to the 
Central Economic Administration intro- country's industrial structure. It followed 
duced the deutschemark in "cvmprehen- that 'when the attempt is made to recreare 
sive currency reform and abolished nearly I mass demand and to \"Tench the productive 
all price controls. A consumer spending' system into another shape. a serious crisis 
'spree developed which had a highly favour- and terrible social costs will be inevitable.' 
able effect in encouraging production, but For this reason. the consequences of the 

. also threatened rapid inflation. In Novem- currency reform were 'immense and im
ber 1948 the central bank. then known as mensely lamentable', In Balogh's opinion. 
the Bank Deutscher Linder (later the the reform had put monev into the hands of 
Bundesbank). took conventional n:strictive I hoarders and speculators. while the flllddle 
measures and adhered to them. with little classes and workers had 'lost cash. confi
intermission, for the next three years. ' dence and respect for their conquerors'. He 
Although production and exports con- concluded that 'German society is less 
tinued to grow quickly. unemployment stable than evt:r.· 
quadrupled between June 1948 and January If 8alogh was lon~ on il lreboding. he was 
1950. In early 1950 unemployment aver- not short of advice. 'Nothing but bst reform 
aged over 10 per cent of the labour force in by free men can prevent the Western 
West Germanv as a whole, while in some Germans from des.erting political modera
regions it exceeded 20 per cent. tion for the militant extremes of right and 

r 15th 
! left.' The first priority was 'an immediate : ' 
' co-ordinated reversal' of economic policy , 
i The choice was between further deflation 
i and controls. As controls could be framed 
! with the assistance of the trade unions and 
i directed towards a more equal income 
distribution , they were clearly preferable. 

i As for the autonomous central bank, that 
I also should be brought under government 
supervision . Its independence WOUld, 
according to Balogh, 'generate intolerable 
delays and frictions' in economic policy
making, 'the consequences of which 
menace political stability' . In short, Balogh 
wanted the German government to desert 
the supporters of sound money and collabo
rate with the trade unions. 

This may sound familiar to students of the 
British political scene in the last 20 years. It 
may, therefore, come as no surprise to the 
reader to learn that the Balogh who wrote 
such a fierce indictment of the-German free 
market system in 1950 was the same Balogh 
who acted as personal adviser to Harold 
Wilson in the 1964-70 Labour government, 
starred as an economic wizard in the 
Crossman diaries and was later given a life 
peerage for his services. 

As it happens, the question of how 
Germany would have responded if its 
government had taken his advice is not one 
of the might-have-beens of recent economic 
history. The assumedly crass, myopic and 
incompetent free market did rather weil. 
Industrial production rose five times in the 
ten years after the currency reform . while 
the unemployment total dropped to 350.000 
and the unemployment rate to two per cent. 
The allegedly archaic monetary ideas of the 
Bank Deutscher Linder were quite good at 
achieving financial stability. In the five 
years to 1955 the German price level went 
up by about one per cent a ye::lr and trade 
surpluses were recorded continuously from 
1952 onwards. On the whole. the Germans 
are probably glad that their rulers ignored 
Balogh's denunciation of their experiment 
in '''planning'' by the "free" price 
mechanism. ' 

If anyone became unemployed as a result 
of German economic Iiberalisation, it was 
the architect of the policy. Dr Ludwig 
Erhard. He was made redundant by its 
success. Throughout the 1950s he was in the 
rare and happy positlon. for all c:conorni<.:s 
minister. of having almost nothing to do. 
Perhaps he reflected. like 1\.lae \Vest. that 
too much of a good thing can be wonderful. 

But there was one point he had in 
common with Lord 8alogh . He also wrote a 
bookaboutGerman economic ooiiey, Entit
led Prosperity Through Comperitiolz. it was 
published in English in 1958 and contained 
several passages on the early years of the 
experiment. Criticism. even within Ger
many, had been heavy and sustained. The 
trade unions tried to organise a 1!eneral 
strike 011 12 Novemha ll}.f~ , Fort~;nately, 
they obtained Iitttc public suppor t. But 
Erhard acknowledged that the trade unions 
were not the only c~itics. 'as a glimpse at the 
newspapers of those days proves'. 'Pcssim-
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CHANCELLOR 

N~IS LECTURE: 12 MAY 1981 

cc Sir Douglas Wass 
Mr Burns 
Mr Middleton 
I\1r Britton 
Mr Burgner 
Mr Dixon 
Mr Lavelle 
Mr Unwin 
Mr Turnbull 
Mr Ridley 

I attach a first rough draft of the Mais Lecture, which incorporates 

material from Messrs Burns, Britton, Lavelle and Turnbull. 

2. The draft as it stands is clearly much too long (it is over 

twice the length of the Governor's 1978 Mais Lecture) but I thought 

you would like to see all the material that has been prepared so 

that you could indicate which topics you would like to omit or 

deal with more briefly. My own feeling is that we might condense 

the section on the lessons of the last 25 years (paras 13-19) and 

omit the section (41-63) on the last two years, relocating some 

of this material at the appropriate pOints earlier in the speech. 

This would give the lecture a more analytical flavour, although 

the lessons of experience could still be drawn. Whatever you 

decide, I will of course keep Mr Burns in close touch with the 

drafting so that the sense of the more technical passages is not 

al tered. 

3. Mr Ridley has prepared some notes (attached to top copy only) 

on the need for monetary control. As he says, his material is 

somewhat speculative and Mr Burns may well have a view on whether 

it is appropriate. For this reason I have not yet incorporated 

it in *he draft: I should be grateful for Mr Burns' views. 

4. Because of the bulk of the draft I am giving it only a limited 

Circulation for the rpoment. We will need to circulate subsequent 

drafts more widely in the Treasury, and at some stage we will have 

to show a draft to the Bank. 

5. I should be most grateful for your guidance on how to take 
the drafting further. 

R H AARONSON 
16 April 1981 



THE FIGI{T AGJ ... INST INfl..ATION 
/ -

j the early part of 1960 were no higher than in the spring of 

1958. At the same time unemployment was falling from half a --
million to below 400,000. In the 22 years since then there 

have been four complete cycles of rising and falling inflation 

and we are well into a fifth cycle. The average rate of inflation 

during each cycle has been higher than its predecessor. The list 

?» 
reads like ~ Rake's Progress; 2i,~, 7 and 15 ' per cent. Yet 

r -
throughout this period inflation has been a persistent political 

issue. Considerable efforts have been made to attempt to cope 

with inflation. At no stage have governments explicitly given 

up on the inflation struggle and they have not attempted to persuade 

us to try and live with inflation. Nor has this problem arisen 

because governments have persistently put other objectives ahead 

of the objective of reducing inflation. It is hard to resist the 

conclusion that there has been a failure of diagnosis and analysis 

as well as a fail~e to implement the appropriate policies. 

2. The period of stable prices in 1959 that I mentioned earlier 

was only one year after Professor Phillips had published his major 
~ ~ 

analysis of inflation and unemployment. Over the past 25 years the 

Phillips curve has been a major issue in economic policy. Professor 

Phillips suggested that an examination of the past 100 years pointed 

to the existence of a trade-off between the level of unemployment and 

/the rate 

1 



the rate of inflation. But i n each cycle since the Phillips 

curve saw the light of day inflation has accelerated and unemployment 

has also r emorsely risen. Whatever the theory of the relationship 

and trade-off between unemployment and inflation the most obvious 

'fact has been that over 20 or more years both have moved together - upwards. 

3. As with inflation the rise in unemployment has not been for the 

want of explicit efforts to overcome it. Whenever unemployment has 

risen rapidly there have been major policy initiatives to attempt to 
. 

reduce it. There hav~ been many types of approach: reflation of one 

sort or another; steps to reduce the numbers of unemployed on the 

register; short-time working schemes etc. Oppositions have accused 

governments of wilful negligence on unemployment only to experience 

a higher level of unemployment once they themselves have achieved office. 

The Need for an Anti-inflationary Policy 

. . 
J '\)~",t pit, ( ~ 
J 6 \I NIl ~.,.,.".., 

4. Achieving a low and stable rate of inflation is a prime objective 

of Government poYlcy. High @nd variableJ rates of inflation of recent 

years are socially divisive and an obstacle to soundly based economic 
~5·/. ~~~-~ ~-t..~['~1~, 

growth.l It is worth pausing a moment to reflect on some of the reasons 

for the urgency in reducing inflation. 

5. An initial major danger of rapid inflation is that it distracts 

attention from the important sources of growth by giving the impression 

that we can get richer without having to produce more ouput • 
• 

/National 
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National income at current prices in 1980 was more than 

four times larger than in 1970, but real income grew by sca:cely 20% 

over the decade. A society in which the distortion of inflation is 

. eliminated 

will be better able to create secure jobs and improving living standards 

for all its members. It will make it easier to concentrate on these 

aspects of policy that will affect longer term growth. 

6. A further principal characteristic of the process of inflation 
r , 

is that it does not affect people equally, as prices and wages do not 

rise uniformly. An individual may be temporarily better off following 

a large pay increase, but this is followed by a period of erosion of 

real incomes until the next pay rise. Thus even powerful economic groups. 

who have benefitted at the expense of the rest of society ,may dislike· 

inflation because it appears to cheat them of the gains they thought 

they had won. And net losers from inflation, for instance people 

whose income is fixed in nominal terms, have still more reason to dislike 

inflation intenslly. 

7. In principle, people could adapt their economic behaviour to a 

given expected rate of inflation. But this is often hard to do in 

practice and may still leave them vulnerable to unanticipated inflation: 

and a number of studies have suggested that the higher the rate of 

inflation the more variable it is likely to be and the more difficult 

it is to anticipate it correctly. It is this uncertainty that is the 
, 
• 

source of most of the socially undesirable effects of inflation on 

the allocation of resources, growth and the distribution of income 

and wealth.- .;. 
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8. High and variable rates of inflation make it difficult for 

savers to be sure they have provided adequately for the future and 

may distort their choice of where to place their savings, as they 

attempt to reduce their exposure to the risks of unanticipated inflation. 

Risks which have, so far, mai nly been in the direction of inflation 

being higher than expected, leaving the saver worse off than he intended. 

9. Some of the distortions of choice arise because of the tax system, 

which was largely designed for a world in which prices were more or less 

stable. Inflation tends to lead to ~igher nominal interest rates as lenders 
r r , 

seek to compensate for the erosion of the principal of a financial asset 

that inflation brings about. But nominal interest receipts are taxed 

as if they were real receipts, so that taxes may in effect be paid out of 

capital. In principle borrowers (who can set interest payments against 

tax) should be prepared to pay higher nominal interest rates to lenders 

to offset this affect of the tax system. In practice, - though, such 

symmetry does not exist. 

10. Moreover, hJfoh nominal interest rates present borrowers with 

difficulties of their own. The risk of a fall in the inflation rate 

makes private sector borrowers reluctant to get locked into long-term 

fixed interest debt. But large short-term borrowings may increase the 

risk of bankruptcy, especially as the "front-end loading" implied by 

high nominal rates may worsen companies' cash flow. Inflation may thus 

reduce the amount of private sector investment and it is such investment 

that has been the main motor of economic growth in western countries. 

11. Inflation does not only affect aggregate saving and investment. 

There is evidence that the higher the rate of inflation, the greater 

the dispersion of relative price increases. 'This makesA:,tmore -difficult 

-
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66 
for firms to decide .. 'hat to produce and how to produce it. Inflation, 

or rather thE uncertainty it generates, ma~y thus reduce the abili ts of 

the economy to make the structural adjustments required as a result of 

changes in technology, increased external competition and so on. Firms 

may, in the short run, feel it less risky not to undertake investment 

to a chieve this structural adjustment, as they are uncertain about its 

return. But competi tors in other countries are likely to be less reticlent 
~ 'f ~ 'v~t:.... 'a~ <v'< ..P,-<!~, 
and the long run effect is a greater loss of markets by UK business. 

The Implications 

12. The fight against inflation needs to be confronted on three levels. 

The first is to obtain some agreement on the analysis and diagnosis/ of 
~ -.. -

the problem. What have been the important processes that have led to this" 

very high rate of inflation? Why is it that performance has been so bad 

despite the good intentions of so many people concerned? Secondly we need 
""" , 

a strategy to correct these errors and to reverse the climb to higher and 
.... 

higher inflation rates. What kind of measures are pequired by which 

groups of people? And what are the costs and benefits? The third aspect 
or---- -

of the problem is to decide whether we have the appropriate techniques to -
implement an anti-inflationary poli~y ~nce the strategy has been formulated. 

What changes are ~quired in the operations of fiscal and monetary policy? 

Do we have the weapons with which to confront inflation if we have once 

, 7 
decided on the analysis and obtained the concensus to tackle the pTob1.em. 

The Last 25 Years 

13. When designing a policy to defeat inflation it is important to 

attempt to extract the lessons from experience. My own views have gradually -
emerged as a response to events; they have not been in response to a .. ...., 
blinding flash on the road to Chicago but the result of observing a 

generation of economic decline. In the seventies in almost every dimension 

world economic performance has deteriorated; inflation has been higher, 

growth slower; unemployment higher and exchange rates more volati~le. 

The confidence that characterised economists and politicians in the mid-1960s , 

/has 



of the evolution from this experi ence. 

't -
Analytical Lessons 

14. An examination of our historica performance suggests a number 

of important analytical issues . The first is the major similarities 
t" 

between the patterns and problems in the UK and those in the rest of .... 
the world. All countries have seen their inflation rates follow an 

upward trend taking one cycle with another. In addition to the 

acceleration of inflation all the major countries have had problems 

of reduced growth rates since the early seventies; and throughout 

the industrial world we have seen the sharp upward movement of unemployment. 
r r , 

It is important in the context of the UK debate to move away from .. 

the immediate tendency to believe that our problems are entirely due 

to our own idiosyncratic behaviour and institutional difficulties 

rather than to fundamental economic problems that need to be approached 

as such. It is possible that in the UK we have had a greater share 

of these problems than many other countries but it is important to 

recognise that they are of the same type; and that we must look for 

solutions in the same direction as the bulk of other industrial 

countries. Our }pstitutions may contribute something to our difficulties 

and I will come to that later; but it is difficult to escape the suggestion -
that there are important underlying economic problems involving 

-- -macro-economic policy that go well beyond our particular circumstances 

and institutional difficulties. 

----------------------

15. A second important lesson from the experience of the last 

twenty years has been to appreciate the confusion that has emerged 

between real and nominal demand in so much of the policy debate. 

~.w/~ 
~ (~? 
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Governrr!E:nts have frequently stri "en to increase the level of real demand 6"1 
and output within the economy. However on so many occasions they have 

only succeeded in increasing the level of nominal demand. In the early 

stages of eJ~ansion increased nominal demand often shows up as an in crease 

in real demand; but this stage has usually been short-lived. All too 

often inflation has followed and with it recession. 

16. A third lesson is that monetary policy, fiscal policy and the 

exchange rate have all had a major influence on the growth of nominal 

demand and in turn inflation. For much of the post-war period the fixed 

exchange r ate system and the need for supporting fiscal and monetary 
. 

P9licy exercised a firm grip uppn UK nominal demand and in turn inflation. , , 

It was with the devaluation ~f 1967 and the ending of the Bretton Woods 

system that our inflation problems increased so dramatically. 

~--------------------------------------
At the time 

many viewed the arrival of floating eXChange rates as a case of casting 

aside the chains of the discipline that has constrained us for 25 years. ~? 4 M~ . r But in the absence of fixed exchange rates it has become important to gear 

fW. ,!~-~ !r~as many as possible of the policy instruments towards the achievement of 

~:1't~lar 
~~e.,tt_~~ 

levels of inflation. 

L. ~.~",k . 
~·~~J;l 
~/j i-FJ.!t. 

~\,-.~ tt. I 

~~ 
~ .. 

17. An examinatl6n of post-war history also shows that the division of 

monetary demand between real output and prices has been one of the most 

troublesome political issues. There are many who would go along with the 

early part of this analysis but differ when we come to the implications 

for pay and prices. We might all agree that over the past twenty years 

there has been a persistent tendency to take too much out of the economy 

in terms of pay; in turn this has exercised a major squeeze on output. 

But we disagree on the implications of this analysis. 
• 

Governments have 

~{ . often been faced with the apparent unpleasant choice between either 

1"(~(.. ~ : ~..-..(V ~ h. ~ t.J"N " 

.. ::~ ~~ IV 
/accepting 

r'11 :,.1 I. 
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ac cepting high unemployment, ratchetting up the level of monetary demand 

1n the economy and ultimately t he i nflation rat e ; or~ ~~Ltttl'" 
of incomes POliCY~ The emergence of a sustainable solution to this 

conflict must be a crucial part of any anti-inflationary struggle. 

18. It is also vital to recognise the extent to which the underlying 

level of unemployment has been rising throughout the last twenty years. 

An important step in the anti-inf1¢ionary struggle is to recognise the 

limits to the extent that this unemployment can be brought down by means 
t-
of increased demand, no matter where that demand originates~ 

.. 
Of cpurse it 

I"'"" r r 
is absurd to think in terms of a fixed high rate of unemploYment beyond 

the power of the community to change. In that sense it is not a 'natural' 
'. 

rate of unemployment at all. But recent high rates of unemployment will 

not be permanently avoided by simply tinkering with the growth of nominal 

demand. Over time it may be possible to change the unemployment rate that ... 
is consistent with a constant rate of inflation3- but it will require major 
< ... 

changes in the way the labour market operates. The inherent problems of 

unemployment can be seen if we compare the behaviour over the past fifteen 

years of unemployment, vacancies and the CBI capacity index. The level 
i l 

I -
of vacancies has cycled around a rate of about 200,000; but the level of 

.... 
unemployment at the peak of the cycle has been rising now since 1966. A 

.. 
similar result is also obtained if we compare the movement of unemployment 

and some of the independent capacity measures of utilisation. For given 
..., 

levels of capacity the level of unemployment has been rising. It is not 

clear why the vacancies and unemployment shift have taken place or why the 

relationship between vacancies and capacity utilisation has changed. There 

are indications that the source of some of the difficulties lies in the 

market conditions relating toekilled and unskilled pay rates; the levels 

of benefit compared to levels of pay; the mismatch of demand and skills; 

the tendency for the changing mix of demand components of the economy to 

/move 
o 

\1 

J 
~ 

-, 
; 
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away from Ibbo~r intensive activity; the variety of constraints nna70 
hurdles that are placed in front of those seeking employment. 'I'he poteLtial 

danger is the failure to recognise the source of the unemployment difficulties 

To mistakenly associate hibher unemployment with a shortage of demand is to 

-
set out on a path that ultimately will only lead to higher inflation. 
, 

_19. Whatever the longer term problems of unemployment the experience 

of the past 20 years suggests that an anti-in~lationary strategy is likely ..... 
to make unemployment temporarily worse. Just as efforts to raise output by 
~ ~ 

expansionary monetary and fiscal policies often lead to a te~rary increase 

in employment - 50 efforts to reduce monetary growth and inflation are 

likely to lead' to a temporary rise in unemployment and a fall in output. 
r 

We have seen the beginnings of the process several times. What we have 

not seen has been an attempt to pursue anti-inflationary policies beyond 

the point at which inflation has a chance of adjusting on a longer term 

basis. 

An Anti-inflationary Strategy - Monetary Policy 

20. The Government has designed its anti-inflationary strategy against 

the background o~ the historical experience. There are three parts to , 

this strategy. The first is a monetary and financial strategy to control 

the growth o~minal incomes ~ inflation; the second is a consistent 

fiscal policy to ensure that the burden of reducing inflation is spread 

'. 

across the economy a§ a whole; the third is the attempt to change inflation 
1. '0,,,,,14 

expectations as well as the balance of power between employers and employees 

in order to speed up the adjustment of the labour market and thereby limit 

the costS[ inV01Ved in reducing inflation ... 

21. The principal that policies aimed at achieving price stability must 

essentially be of a monetary nature follows from our earlier analysis. 
~ 

This is not to say that inflation is always a monetary phenomenon. It 

is only in the long run that the money-price relationship asserts itself. 
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In the short run there are important non-monetary shocks 

t o the pri c e l e vel ; fo r e xample sh oc ks to c ommodity pri ce s 

(particularly oil), world inflation ra t e s, partic u l arly the 

influence o f the United S ta t e s , e xcha nge rates, i ndirect tax 

c hanges a nd i ncomes polic i es. But the e vidence is t ha t the 

price- money relationship is st a ble a l though it can take some 

time for various shocks to wear off. 

7( 

22. The idea that Governments ha ve a duty to control t h e mo ney 

supply is not a new one. I remember arguing fo r such a policy 

to be applied in the UK in a speech I made over six years ago. 

Nor is this idea a particularly controversial one. At inter-

national meetings, in the European Community, the IMF, the OECD, 

it is simply taken for granted that a key element in economic 

policy must be a firm limitation of the extent of monetary 

expansion. 

23. I find the attitude of the continental Europeans especially 

refreshing, since they do not seem to suffer the same intensity 
I 

of theological debate over simple propositions about monetary 

policy as we do in this country, or as to a lesser extent do 

the North Americans. As an example of the common sense to be 

found in Europe, may I recommend the evidence submitted ny 

the Bundesbank in response to the enquiry conducted by our own 

parliamentary Select Committee. They rightly insist that a 

sound monetary policy promotes growth. "The Federal 

Government and the Bundesbank are bot'h firmly conv inced that 

in the long run a consistent policy of tight and stable money 

creates the best conditions for satisfactory economic growth." 



24. Again, the Chairman of the US Federal Reserve Board, 

Mr Volcker, said last ~ovember: 

"I hope that a common understanding can emerge from 

this discussion that monetary policy indeed has an 

indispensible role to play in the effort to restore 

a stable, vital economy." 

In the face of this international agreement I found the statement 

of the 364 economists that there was no theoretical basis for 

policies of monetary cont rol extremely puzzling. As the 
, 

Governor said when he gave this lecture in 1978: 

"A great deal of work has been devoted to a study of this 

relationship over long time periods and in may countries: 

and that there is such a relationship cannot, I think, be 

doubted." 

25. It is equally the international consensus that control 
f:..., 611 &"" ~ ." 

of the money supply is e ot an end iii itself. There is, over a 

run of years, a relationship between the growth of the money 

supply and the gJowth of total income and spending in the 

economy. The velocity of circulation of the money stock may vary 

from year to year, but in the medium term it follows a quite 

predictable trend. This being so, a medium term strategy for the 

growth of the money supply has clear implications for the growth 

of nominal incomes. And the need to keep the growth of nominal 

incomes within reasonable bounds is very generally recognised. 

Indeed, some economists and commentators would prefer to put the 

main emphasis on the control of nominal incomes, although they 

would also recognise that control of the money supply is a 

necessary element in that strategy. 



There are differences, and BODe of them are important ones, but 

we must also recognise that these ideas have a lot in cow~on. 

2k. These t wo approaches would be indistinguishable if the velocity 

of circulation of the money stock never varied at all. But, of course, 

in the short run velocity is not constant, nor entirely predictable. 

It is worth making clear, therefore, that the aim of the MTFS is not 

to limit the stock of money by speeding up its velocity of circulation; 

we do not, for example, want control to depend on unreasonably high 

interest rates or on any distortion to the behaviour of financial 

markets. We want to see the growth of the money stock coming down~ 

the abatement of inflation and a reduced growth rate of nominal incomes. 

Last year, for a number of special reasons, the velocity of circulation 

fell. The growth of nominal incomes was below expectation although 

monetary growth exceeded the target. In the particular circumstances 

of that year, the growth of nominal incomes may have given a better 

indication of underlying monetary conditions than the growth of the money 

supply itself. 

i 

2). In view of the importance of sustained monetary restraint to first 

bringing down and then keeping down the rate of inflation, the Government 

announced its intention in its Medium-Term Financial Strategy of 

progressively reducing the growth of money stock over a period of years. 

And it was in this context that the monetary target for the present 

financial year was chosen. 

11. 

. 
• 

/Fiscal Policy 

.. 



, 
Fi s cal Policy 

28. The Government's medium-term objectives cJe, however, fiGt 

~ tC..- ''il:...QW ~ ~ 
only ta brin~Jdown the rate of inflation, ~t dls9 to cr eate 

conditions for a sustainable growth of output and employment. A 

low rate of inflation will help achieve this, but the structure 

and efficiency of the economy are also important. Thus even if it 

were possible to achieve the monetary target exclusively through 

the use of monetary policy instruments, such as Minium Lending 

Rate and open market operations, the Government would not necessarily 

wiSh to do so. 
I , 

29. Fiscal policy instruments, such as the level and composition 

of public spending and the structure of tax rates, can influence 

both the demand for money (through their effects on the level of 

economic activity and the grow~h of private sector wealth) and its 

supply - through the amount the Government borrows from the banking 

system. It is often difficult for monetary policy instruments to 

offset these fiscal policy influences on the growth of the money 

supply. 

~?o And, as I suggested earlier, the Government would not necessarily 

wish them to. A fiscal policy which led to a large PSBR would require 

high interest 
~ ~ ~ 

rates if it ~ to be financed without an overshooting of 
> 

the monetary target. Such a combination of policies would be inimical 

~------------------------------------------to the long term prosperity of the country. High interest rates would ...... 
hit companies hardest, leading to reductio~s in investment, stockbuilding 

and private sector employment. Large borrowing requirements and high 

interest rates are also likely to add to the problems of debt management 

in the future. 

/29. What 

12 
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~.3 , What i s required therefore is that fis cal and monetary 

poli ci es shoul d be conduct ed in harmony with ea ch other , taking 

account not j ust of their short term impact on aggregate demand. 

Their cont r ibution to a chi eving sustained monetary res traint and 

t he right s t ructure of the economy i s ultimatel y more important. 

The Adjustment to Lower Inflation 

~ 
I 3~l. 
i 

Putt ing in place a fiscal and monetary policy consi stent 

wi th the reduct ion of inflat,~on is a necessary and vi tal aspect of the 
r 

anti-inflationary struggle. ' But it is only part of what is needed. 

As I said, our monetary strategy operates as a medium-term constraint 
\ - '" ~~ of ""o.b...~ c~ -{~ -
I, on the growth of total nominal spending~ but the Government cannot 

on its own determine how that growth is divided between price inflation 

and a real increase in output. That depends on the response of the 
~ ~ 

private sector, where most of the real output is produced. It would be 

quite irresponsible for the Government simply to add to the growth of 

total nominal spending in the vain hope that the response would all be 

real output. I do not think that there are many who really believe that 
I 

such a policy would work. The growth of nominal spending is already ample; 

the need is to get inflation down. 'rJc. .. ,,~.t># • ., > b ,~PI'II\I\ -

,J '~!.Jlt 
( \lr 

33. It remains crucial to longer term success that pay and prices . 
should adjust within this national cash limit to achieve a satisfactory 

balance of unemployment and inflation. For too long the maintenance 

of full employment at any given wage level has been regarded as the 

exclusive responsibility of government and the monetary authorities. 

Providing government is able to provide a stable financial 

framework the ultimate responsibility 

Ifor 

13 
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f or unemployment must lie with those involved in the pay 

bargaining procedures. There is ampl e evidence that ultimately 

inflat i on wi l l adjust to enable the economy to grow at 

its underlying pot ential rat e . What i s at stake is the speed 

wi t h which t his happens and t heref ore the side effects of 

bringing down inflation. 

/" It (t v/Ift ~ 
/~I'IIIJ ""'-!i . 

34. A f}ry popula~ suggestion 

imagin~tive '~ncomes pol icy. This 

for improving this process of adjustment is an 

is the singl e issue which appears 
- -
to unite most of the economists who are hostile to the present 

, 
governme~t policy. Ever since my personal experience with the 

Heath incomes policy I have been convinced that a highly articulated 

prices and incomes policy has no long term role in 

our economic management. I set out the reasons for this in a 

speech in 1976 and have no reason to .change 

them. The first objection to the setting of wage targets or 
~ :.-

norms-is that they substantially destroy the functioning of 

the labour market. Changes in relative wage rates are an important 

aspect of the marketplace where so many people change their jobs 
II major 

each month. The second / objection is a political one. If 
~ 

the state itself should attempt to sjimulate the marketplace 

and the planned relativities throughout the economy, then freedom 
very -.-

itself will be endangered • . ~e third objection is a/practical one. 

It has not proved easy to evolve a practical method of making these 

non market jUdgements. E e George Brown policy involved direct 

parliamentary application of a pay code. The Heath policy sought 

to transfer enforcement of the code to a quasi judicial agency, 

14 
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\o.'i th all unobtrusive ministerial discretion i n reserve. The 

Foot pol i cy l eft everything t o the Secr etary of State or the TUC.] 

Each approach has led to its own problems; from the f r equent 

aJ1gui sh of Parliamentary debate to t he medieval intellect ualism 

of particular excuses to exclude difficult cases. The fourth 

objection to the establishment of an institutional incomes policy 

is the greatly increased leverage the trade unions (or their 

leaders) acquire over many matters that are properly the responsibi lity 
WIO~ 1.1ft 

of t he el ected government. And at the s ame time it ~8ees g~e~nt 

~ a PQS~~ieB of gr eat risk of unavoidable conflict with the trade 

unions. Under a variety of administrations policies for taxation, 

prices, industry and other matters have all been changed,often in 

a harmful way to persuade trade unions to accept incomes policy. 
J 

The fifth objection and possibly the strongest is that the control 

of prices seems to be the inevitable quid pro quu iur the acceptance 

of an incomes policy. And yet these price controls are immensely 

damaging to industry and to workers alike. For the control reduces 

~ 
profit margins and employment; it destroys the wftQle of future 

profits so as to i nhibit investment; and prevents creation of 

futUre employment. 

3~ None of this is to deny the Government does have a role 

and in fact a very important role to play in assisting the process 

/ of wage and price adjustment. Gradual progress must be made in 

reforming the labour market so ~ ~as to reduce the monopoly of 
? 

power of the trade unions. The closed Sho~,~)privilegeS 
of trade unions and the~ law relating to picketing are all matters 

15 
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... hich ul tirr,ately lead to unbalanced po ... er .... ·i thin the 

labour market and contribute to higher un~mployment. Following 

the experience of the Industrial Relations Act no one understands 
~<>X 'it"'''' "-<;~ o~ ~.Q<J. t~ J.1f~~k::l c...v~ . 

bett er than I the political diffic.:l+ies of going dO's!n that road 

ag~in. ~ are not involved in philosophy but in the practical 

business of government. Dealing with these issues 
reform 

is a matter of concern to us all but/must take place within a 

framework of general consensus. J 

36. There are a number of other things that government can do 

to improve the workings of the labour market. [First we must 

attempt to maintain a stable financial background. Since 

expectations adjust only gradually to reductions in inflation 

the restoration of monetary discipline must happen gradually 

but inexorably. This approach will minimise the dislocations 

~ 
involved but by ~ very nature must be a policy that is persisted 

with over a number of years. Some small improvement on inflation 

is not itself a reason for abandoning this task.:l In addition 

- Government must be determined 
I 

to secure the widest possible understanding of its financial 

policy. It must spell out very clearly to trade unions and 

the public at large the unemployment consequences of an attempt 

to overthrow the financial discipline. There is now clear 

evidence of this realisation following the recent experience 

with monetary policy} particularly 

in the private sector. It is one of the tasks of government 

to continue this process of education intd the public sector. 

16 



_7]. There is certRinJy a need to develop a better metl'(Jo of hcUlril:ilJf~ 

wage cl Aims in the public sector where the consequences of surrender 

are too often magnified by the tendency of wages in that sector to move 

very closely together. ~argued in 1976 thag the public sector is the 

soft underbelly of the British economy and experience has not changed 

my vi ew. I n t he nationali sed i ndustries the main di sci pli ne has to come 

from the imposition of strict cash limits of any funds available from the 

Exchequer , and from the enforcement of strict commercial targets. This 
a .. ;., ,J.( ~~ f.-

however cannot be the complete picture because, as ~J e ha;e ~een, wfie& 

&eeed with these pressures nationalised industries ape tempted to resort 

to cuts in their capital budget rather than to increased contr9l over 

current expenditure including wages. ~s is a problem which kust 

receive further considerations in the future~ 

38. In the directly employed public sector we stand in need of some more 

coherent bargaining arrangements than either the series of ad hoc 

solutions from Willberforce to Clegg or the rigid round-about process of 

pay comparability where public sector pay adjusts to the pay levels of 

certain groups of private sector employers who in turnmatchthe public 

, . 
i 

sector increases. The government is now set forth on the task of attempting ! . 
I I 

to create an alternative system but inevitably progress is unlikely to be 

rapid. ~til we are able to put such a system in Place~ the public 

sector must continue, along with the private sector, to play its full 

part in the attempt -to gear down pay and prices and therefore improve 

the prospect for unemployment. 

31. Finally government must attempt to maintain an open approach 

to the economic management. This means more open budgetting, with 

expenditure as well as revenue sides of the account being considered 

together. For this reason the Government has published a coherent 

statemnt of its medium term financial position which'can provide a much 
particular 

more open framework for public consultation • . The undue influence of / 

interest groups needs 
~. 
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to be challenged in a much wider and more open consultation. It 

is only by making c lear the nature of the national ca s h limit and 

the demands applied that we can begin to discuss the influence and 

r ol e tha t e a c h of t h e ma jo r part ic ipa nt s ca n play. We hav e tried 

wi t h in t h e fra mework o f NEDC t o p r omote the wi des t d i scuss i o n on 

these matters. It is not a mat ter of strik i ng an old style deal, 

designed onl y to a ppease the prejud i ce of individuals but to 

promote a wide- rang i ng discuss i on where each party is f orc e d to 

re a li se the claims t h a t others have upon the economy. 

40 . To summa rise therefore; responsible collective bargaining does 

not ent i tle gov e r nment to opt out completely from what is going on. 

On the cont r ary. Government must act as a responsible employer in 

the public sector to ensure that the burden of reducing inflation 

is spread as widely and as generally as possible. And it must do 

everything it can to infiltrate, ~ throughout the labour market, a 

proper sense of responsibility, realism and moderation. As long ago 

as 1976 I advocated what has become known as the "concerted action" 

approach to economj c management. To quote agu in from the Bundesbank 
~ " 

paper: 

"An essential precondition for the success of a stabilisation 

policy guided by monetary growth targets ••• is a basic public 

consensus ensuring a wide measure of support for the central 

bank's aims and actions". 

I recognised then that we could not try slavishly to imitate what 

other countries have done. But if bargainers are to bargain 

responsibly, then they must be as well informed as possible about 

the implications, for prosperity as well as unemployment / of the ~ 
. '1 ~ h e .. "c.~ . 

government's fiscal and monetary polic ies. I t is I£robablY inev it-

able that there should b3 some public discussion on the maximum 



~ AI/L 
average growth in wages and salaries that 

unemployment or stifle economic gro"th. 

(/ 
goverrune nt it s elf mu =t form a view of how muc h i t c an afford as the 

pr inc i pal employe r of the p ublic sector. Th i s is not to s ugge s t 

a " norm" of the kind to wh ich negoti a tors for so long grew 

accustomed . It is essential tha t any average figure whic h e merges 

from public discussions should be properly understood. It s hould 

be seen by negotiators as guidance on the facts of economic life , 

as a kind of figure beyond which the "going rates" should not be 

pushed. The government must continue to do everything possible to . 

ensure that it is not regarded in any way as an entitlement - but 

that settlements must also depend crucially on the profits, ability 

to pay and competitiveness of employers. 

Policy Experience 

41. So much for the overall strategy. Against this background it 

is useful to examine the experience of the past two years. At the 

same time we need to review some of the technical aspects of control 

Given the overall~trategy is policy moving in the correct 

direction? 

42. A review of the past two years must take into account some of 

the other aspects of policy. As well as pursuing an anti-inflation-

ary policy Government has also been involved in a major removal of 

controls directed towards improving the supply potential of the 

economy. Foreign exchange controls have been abolished; wage, price 
, 

and dividend controls have been removed; the corset has been 

abandoned as a restriction on banking behaviour. In addition 

a major switch between direct 



and indirect taxes was in t roduced in the 1979 Budget. Each of 

these measures will have long term beneficial effects on economic 
~<::: to 

performance but in the short run gave a boost/~o~ the price 

.-It.-
level aft6 the stock of money. 

43. Policy has also been operating against the background of a 

major increase in oil prices. In real terms the increase in 1979 

was of the same order of magnitude as the 1973/74 shock. This both 

increased inflation in the major industrial economies and in the process 

created a further recession. Industrial production therefore 

in Western EuropeaR and North America has been falling since the 

Spring of 1980. At the same time the large oil price rise almost 

certainly contributed to the sharp rise in sterling. All three 

factors - accelerating world inflation, world recession and a strong 

exchange rate - have contributed to the difficulties of economic 

management over this period. 

j 
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Criticisms of the conduct of monetary poli cy V 
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Perhaps not surprisingly the conduct of monetary policy ~ rO 44. 

has been subject to criticism during this period. Th e criticism 

of some contradicts that of others. Sometimes, as in the case of 

the Treasury & Civil Se rvice Commi ttee, contradictory opinions 

emanate from the same source. On the one hand, our policy is 

described as too inflexible but at the same time it is said that 

"there has been no true monetarist experiment". The latter has 

been interpreted as a fundamental criticism based on the view that 

" last year "the Government moderated upward pressure on interest 

rates and decided against trying to cut the PSBR to the level ••• 

consistent wi th the monetary target." 

45. Were we right or were we wrong? presumably we were right since 

the Committee said that "Monetary conditions have been tight" which 

is what we intended them to be. In its recent report on the 

Budget, the Committee undertook a close textual comparison of the 

MTFS 1980 vintage and the MTFS 1981 vintage. One of the conclusions 

they reached was J that the stra tegy was more tentative. 

46. It might help if I try to clarify the position. Much of the 

confusion has arisen from a failure to understand our position 

from the outset. Our aim with the MTFS was, as its name 

implies, to set a medium term framework, since it is only in 

that timescale tha t the vital link between monetary growth ard 

inflation can be expected to hold. A reduction over the medium 

term in the rate of monetary growth was thus es ~ential. 

In my Statement last November, I said that a range of 



monetary indicators had been taken into account in the 

decision t o reduce MLR. However, there was nothing new 

in t hat. The Green Paper issued a year ago said, in the 

now fami liar phrase, "No s i ngle s t at i stical measure of 

the money supply can be expected fully to encapsulate 

monetary conditions, and so provide a uniquely correct 

basis for controlling the complex relationships between 

monetary growth and prices and nominal incomes. " 

41 I also said in November that we had taken into account 

the expected slower growth of sterling M3,which has indeed 

been realised. I referred too, to other factors such as 

real interest rates. The strength of the exchange rate 

has also been an important indicator on monetary tightness. 

Thus not only have we been flexible in the implementation 

of our strategy ,but ; , we had signalled 

our intention in advance. 

~~. But does thi~ refusal to follow a mechanistic approach 

imply that the strategy is now more tentative as the 

Committee implied in its Report on the Budget~ There is a 

serious confusion here between flexibility in the tactics 

of monetary policy and the underlying strategy. The latter 

is no more tentative than when it was first put forward. 

Flexibility is often urged upon us but it is only a virtue 

within a clear framework. Otherwise it becomes a recipe 

for drift. 



'. 

Monetary control 

49. Of course, I am not claiming that the system of monetary 

control which we inherited was a perfect one. I fully accept 

the need to strengthen our ability to control monetary gro~th. 

Our approach has been guided by three principles. First, 

control should be achieved without recourse to quantitative 

restrictions or institutions. Indeed, with a financial 

system as well developed as ours, as closely integrated with 

world financial markets, control so achieved may well be 

control in name only. We have therefore dispensed with the 

corset, just as we have removed distorti~ controls elsewhere 

in the economy. 

50. Secondly, in place of such controls we prefer to rely 

on the fundamentals of monetary policy -fiscal policy, 

funding and interest rates. 

I 
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ftindamental t o the MTFS that there should be consistency 
'"'" '-, 

between the size of the Government 's borrowing requirement 
,.' ..... 

and the mon~tary targets. It would be fatal to attempt to 

re solve any inconsi s t ency through the maintenance of high 
'. 
" 

interest rates. 'Op. funding we have already made two major 
"", 

improvements - the N~onal Savings ini tiati ve and the 

introduction of an index~d gilt. The former has been very 

"" successful. We met our tar~et for last year and are maki ng 
''\ 

a good s tart to thi s ye ~r ' s ~bJective of £3 billion. The 

indexed gilt is, in my rview, a m~· · or advance which will greatly 

increase the flexibility of the Gov 

sales and should provide greater assur 
Again, 

deficit will be fully funded./ we have 

in conducting debt 

that the budget 

e a very good 

start to the year, with record debt sales in arch and 

substantial sales lined up for April and May. 

The third principle has been that of an 

approach. A year ago the Government issued 
J on Monetary Control. This set out the arguments for and 

against monetary base control and indicated two main variantp. 

The extensive and interesting public debate about these 

issues persuaded me that there were attractions in monetary 

base control but that we needed more information before we 

could take a decision. We needed to be able to assess more 

clearly how such a system might operate in practice. For 

example, the banks' behaviour in the past has reflected 

the fact that they have been able to acquire cash with a 

high degree of certainty as its terms. It is difficult to 

.' assess how they would modify their operations if this 

presumption were changed. 
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~L.~ I was not prepared, as the Governor put it in his 

evidence to the Treasury Select Committee, lito take a jump 

in the dark to a wholly new system where the consequences 

are not yet fully visible". Our approach has therefore 

been to proceed step by step, making changes which are 

desirable in themselves and which will enable us to learn 

more about the way monetary base control might operate. 

You will be familiar with the changes whichfue Bank is 

<77 iJ ,_ ... 

mak,ing to its money market operating procedures. I would 

just like to highlight twofways in which they will contribute 

to this evolutionary process. By allowing market forces 

a greater role in determining the structure of short term .... 
interest rates, within a band, and by a~ that discount 

"" --...... 

window lending ,has a small penal element, the new procedures 

first will induce banks '. to pay more attention to their 

cash requireme~ts and thus enable us to learn more about 

their demand for cash balances. Secondly, they will influence 

banks' behaviour in providing loans. We can expect there 

to be closer confrol on the quantity G~ overdrafts and more 

market related prlclng. This will be advantageous to the 
~~., 

extent that it reduceslround-tripping and induces banks to 

pay more regard to asset management. 

~~. Thus our attitude to monetary base control remains as 

it was last November. We will want to complete the changes 

we have set in hand and gain some experience from operating 

them before deciding on the next steps. 
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S'<t 8... There is one respect in which the debate has already ~ ..... ,. .. .".., . 

become much clearer. The Green Paper referred to the U.( ..,. ~ 
danger of disintermediation which a mandatory system could ~ ~ 

~ ~~~ 
provoke. The experience of last year indicates just how 

great such distortions can be. It is clear, therefore, 

~ ~ 

~. 
~4.""" 

that we would not want to use a mandatory system to control ~ 
.. 

an aggregate such as £M3 which contains a sUbstantial 
r-

~ . 
(h w). 

element of wholesale deposits which could potentially be 
t..~ 

directed through other channels. Hence our wish to establish .. ~f' .... 
a new monetary ag~regate confined to retail deposits, i.e. 

I 

those/whether interest bearing 
to 

closely related/transactions. 

or not, which are most 

5')'.9-. The last major ini tiati ve to improve monetary control 

'.~.' 
') 

~. 

was in 1971 and the results were disappointing. There are 
, for example, 

some similarities wi.tb our approach now I the avoidance of 
and 

quantitative controls / the greater emphasis on market 

forces. Why then should we achieve greater success? In his 

1978 Mais lecture ¥ the Governor referred to three factors 

which undermined Competition and Credit Control. These 

were "reintermediation, the banks' aggressive search for 

new business and with it their move to liability management, 

and fiscal expansion". On the first, I believe we have 

already passed through the reintermediation phase. On the 

second, I have indicated that the Bank's new operating 

procedures will provide greater restraint on liability 

management. On the third, the MTFS demonstrates our awareness 

of the need to achieve consistency between fiscal and 
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monetary policy. Greater attention to controlling the 

public sector deficit and to ensuring that it is properly 

funded will ensure that monetary control is not undermined 

by fiscal expansion as it was in 1971-73. 

I 



The exchange rate 

56. A striking feature of' the development of the economy recently 

has been the strength of sterling. Government policy in this 

area as in others has to be based above all on a recognition of 

what it is and is not possible for Governments to achieve. All 

our experience is that there is no way that Governments can 

successf ully resist strong market forces affecting the major 

currencies without changing domestic policies. The last 

G;overnment discovered this in 1976, and aga in in 1977. I 
I _ ...- -----, 
I 

think it is fair to say that the Swiss and Germans found the 

same at different pOints in the 1970s: and I believe German 

experience with the mark this year and last reinforces the 

points again. Attempts to control the rate directly, whether 

through substantial Government intervention in the foreign 

exchange market or through capital controls, may sometimes have 

some short term impact, though soon running the risk of under-

mining domestic economic policies in the process. In the end 

exchange rates arl determined by the balance of forces in the 

market. Thus there is no target rate for sterling. Whether 

the rate is rising or falling any intervention by the authorities 

aims only to moderate excessive fluctuations and preserve orderly 

markets. 

57. This is not to suggest that the level of the exchange 

rate is unimportant. A strong pound means cheaper imported 

materials. It is generally recognised ' as one of the mechanisms 

through which firm monetary policies help to reduce inflation 

and inflationary expectations. : On the other hand, unless 
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rratched by changes in costs, a rising rate can also reduce 

industry's cost competitiveness in world and domestic markets. 

Changes in the rate also have distributional effe cts. 

Indi viduals - at least in their guise as consumers - benefit 

from a rising rate. I'Iu ch of the company sector loses. It is 

especially hard to handle sharp and sustained changes in the 

real exchange rate, in either direction. 

~5~, The nominal exchange rate for sterling has risen steadily 

since 1976; the real exchange rate has risen more sharply 

over the last two years. There are probably ~several reasons 

for sterling's strength, though we cannot quantify any of 

them. Sterling has clearly had attractions in relation to 

currencies without an oil backing at a time of continuing 

uncertainty in the world oil market. A further element has 

been a recognition of the determination of this Government to 

tackle inflation. Current account performance has also been 

a factor. As far as loss of cost competitiveness is concerned, 

the most important element in recent years has been the extent 

to which we alltwed our wage costs to rise faster than our 

competitors'. 

5~ The point I would emphasise is that there are no magical 

means open to the Governments to manipulate the exchange rate 

for sterling. The only relevant instruments of policy are 

those that affect the rest of the economy as well. I have 

no doubt, for example, that the Government could reduce the 

current nomina"l exchange rate for sterling by adopting more 

inflationary policies. So far as our cost-competitiveness is 

- 2 -
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conc8rned in the end we in fact have little cho i ce. \!e could 

not hope for any resulting gain in cost competitiveness from 

depreciating the currency to be more than temporary, before it 

was overtaken by the resulting increase in domestic costs. 

60 In short the level of the exchange rate has pervasive 

effects but the instruments of policy are elsewhere. In 

drawing up those policies we can, in that overworked phrase, 

"take account of"the exchange rate. But we can only do so in 

ways which recognise our limited ability to explain the past 

and our even more limited ability to forecast, much less 

directly influence, its future course. 

I 

- 3 -
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~ 4q. ~ experience with pay and prices has shown both the problems 

in our institutional structure and the way forward. In the Pay 

~ 
review of 1979-80 pay negotiaters made a massive error in the 

private and public sector. Excluding the effects of reduced 

overtime working average pay in the whole economy rose by 23-24% 

..------' 

. ';'-~" . , 



compared with a year earli er ; i n the priva t e sector incr eases 

were more than 20';~. In an unwarrant ed obes sion with the RPI 

many gamblea on bei ng rescued by a fal ling pound which di d not 

occur. As a result companies have not been able to incr ease their 

prices to cover their costs . But it is a crucial aspect of cont rolling 

monetary demand that agents should not be able to pass on their 

costs without difficulties. The purpose of the monetary target 

is to indicate t he inflation rate that is consistent with policy. 

If agent s attempt to obtain higher pay settlements than is 

indicated by ,~his growth of total incom~s there will be damage 
r r 

to company sector income and profits. ' This will result in 

destocking, falling investment and reductions in employment 

opportunities. This has been the experience during much of 1980 

and those responsible need to take due warning. Fortunately 

it now appears that the lesson is being learnt. There are clear 

signs of a dramatic reduction in the rate of pay settlements and 

the inflation rate generally has adjusted faster than almost 

anyone thought possible. As we would expect this move to lower 

pay and price increases has been led by companies most exposed 
II 

I 

to international competition but it is spreading to other areaS. 

What is now needed is at least two years where pay settlements 

are significantly below the going rate of inflation to help restore 

profitability and offset some of- the loss of competitiveness caused 

by the damaging pay settlements in 1979-80 as well as consolidating 

the lower inflation that is emerging. 

21 
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~ The experience of the past two years also shows the major 

differences that can emerge between private and public sectors: 

and between persons and companies during the process of bringing 

down inflation. Following the pay errors in the Winter of 1979/80 

the private sector had to adjust its behaviour. Recession followed; 

jobs were lost and the number of hot'I's worled was reduced. As a 

growth of the 
result tfieJwage bill of the private sector was contained to 12% 

despite average pay settlements close to 20%. This year, as outlined 

above, settlements are in single figures. In the public sector, not 

W~~~ 
only were PBY eett19m9~ta bigheF,.thanks to Clegg, but there was little 

, 
I • 

reduction of employment or hours.' As a r~sult the pay bill of the 
L 

public sector rose by 24%. This neefts to be financed by the private 

sector and inevitably places great strain upon taxes, prices and costs 

s 
in general. '. Despite 'this experience the public sector is protesting 

at being asked to match the rise in the private sector pay bill this year. 
and private sector wage bill' ~ ~ ~ 

From now on the ,growth of the public/similar and if possible public 

sector costs, need to grow less rapidly than private sector incomes 
overall 

ifjbalance is to be restored. 

I 
~~l Within the private se~r the contrast is between the performance 

of persons and companies. The combination of excessive pay settlements 

in 1979/80; soaring energy costs; large increases in public sector 
~~~~~ 

costs; l and falling demand have combined to put great stress on companies. 
a rapid 

At the same time they have contributed to / growth of personal incomes. 

Again, the requiremen t now is for a restoration of balance and a major 
is 

recovery in company sector income/needed. 

22 
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Slnce mld-197~ the 

~ / experience with inflation wab ini tially disappointing 

but subsequently quite dramatic. We can now see inflation falling 

rapidly as the whole economy adjusts to a lower cash limit. I 

began ~i~ lecture by pointing out how average inflation has risen in 

each cycle since 1960. In this cycle beginning in the Autumn of 1978 

it looks as though this trend will be reversed (unlike the experience 

of other major industrial countries) and average inflation will be 

significantly below 15%. But unemployment continues to rise. It 

is now imperative to continue ~e fight against inflation but in a 

way that will give us a chance of reversing the upward trend of 
r , 

unemployment. The requirements for such a recovery are 

(a) A continued reduction of the inflation rate to well 

below the monetary guidelines. Lower inflation is likely 

to be accompanied by lower interest rates and improved 

competitiveness; together they are likely to lead to better 

trade prospects; higher investment, and by reducing the 

abnormally high savings ratio increase the level of 

consumption. II! will enable companies to expand actively 
" 

and stockbuilding within their cash resources. 

(b) That lower inflation should not continue to be at the 

expense of company profits; costs need to fall in line with 

the monetary target and this means lower pay settlements. 

A restoration of profitability is necessary if investment 

and re-stocking is to take place. 

23 
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(c) that lower monetary growth shoul d be achieved by 
~~ 

lower publi c borrowing and bank +ev-e±s rather t han by hi gh 

interest r ates . Thi s r equ ires the necessar y control 

of public spending and an easing of pressure on companies . 

~~~. The longer term requirement is for a restoration of balance. 

Bringing down inflation created initial imbalances as I have outlined; 
of the 

the long term success I fight against inflation requires their 

cdrrection. 

I 
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I attach a redraft of the Mais Lecture, based on your outline 

and incorporating most of the references to your previous 

speeches, previous Mais Lectures and so on, that you requested. 

I have also worked in some of Mr Ridley's ideas. The problem 

of length, however, has prevented me from covering one or two 

pOints, such as the development of your views on public sector 

pay. It has also led me to omit some material from the first 

draft: I have, for example, shortened the sections on monetary 

control, Even so, we are probably going to have to prune the 

speech further. 

2. I should be most grateful for any comments you or copy 

addressees may have. 
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DRAFT MAIS LECTURE 

In 

1. May I begin by saying how greatly honoured I feel 

to be~Vited to give the third 1\1ais Lecture. My two 
St....J..N 

predeces ors have set a formidable ~k for anyone with 

the temer~ to try to follow them. I certainly cannot 

match GOrdOn\ RiChardson's experience of the world of 

banking Lord Robbins' understanding of and 

contributions t economic theory. For a politician to 

in the series may seem foolhardy. 

But I draw comfort rom my terms of reference, for I see 

that those who insti uted the lecture envisaged that it 

would be given a theoretician or by a practitioner. 

At least I can ave endured the heat of the kitchen 

for almost ten years. experience as a Cabinet 

Minister was in of prices and incomes policy 

under Mr Heath. I played a part in Opposition in 

developing an alternative to e prevailing economic 

strategy. And now of course I for the 

implementation of that alternative. 

3. I hope then that if I offer you today some thoughts 

distilled from that experience they will be of some interest. 

thinking distorted too 

most of the 

approach and policy in 

the constant disputes theological schools. 

At times debate about incomes policy, or 

exchange rate policy has assumed the a holy war 



I 

This is not the ideal way to respond to our economic problems. 

own views have developed in response to my e xperience and 

t that on some subjects they have 

very significantly. For the sake of comparison, I 

shall draw on some of my earlier pronouncements in the course 

of this lecture. 

Inflation 

3. I have chosen as my title "The Fight against Inflation". 

This is not bec8use I think inflation is the only aspect of 

the economy on which the Government should have a policy, or 

even that it is the only important aspect. Supply side 
-~ ... --

measures - on which I shall in fact say a little later on -

------
are important in their own right. 

~------~---------------------
So is the task of minimising 
~ 

the loss of output associated with a reduction in the inflation 

rate. 

4. Nonetheless, in the economic conditions of Britain 

now end for the last 20 years or s~ primacy has to be given 

to the fight against inflation. Inflation at the sort of 

rate we have seen over this period is inimical to the 

confidence and stability that is necessary if investment is 

to flourish and Britain's long-run economic decline is to 

be reversed. Moreover, inflation is not just an economic evil. 

-Nothing is more conducive to the widening of divisions in our 

society. Nothing carries a greater risk of its ultimate 

disintegration. 

2 



5. Inflation is like an arbitrary and unpredictable 
... 

wealth t:-.l X. ''''hen more rapid than expect;-; it- redistributes 

wealth in a totally unplanned way from lenders to borrowers. 
"= 

Nor does it affect everyone's income equally. An individual 

may be temporarily better off following a large nominal pay 

increase, but this is followed by a period of erosion in 

real incomes until the next pay rise. It is not hard to see 

how this exacerbates tension over pay bargaining. And those 
-

whose income is fixed, or nearly fixed, in nominal terms 

suffer a severe loss of income for reasons beyond their 

control. 

6. The higher the rate of inflation the more variable it 

is likely to be and the more difficult it is to anticipate it 

correctly. There is also evidence that the higher the rate 

of inflation, the greater the dispersion or relative price 

increases. The uncertainty that all this cr~ tes has many .. 
undesirable effects. It is difficult for firms to decide what ... 
to produce and how to produce it. They may feel it is less 

risky not to undertake investment than to launch new or 

improved products the return on which is uncertain. So the 

vitality of the economy, its ability to respond to changing 

market conditions, is undermined. 

f;. Moreover, both borrowing and saving become more 

difficult. Savers put more money into antiques or housing 
-

in times of high inflation in the belief that these are 
"t!-- ' -. 

saf,er investments_ than s:,ompany shares. Borrowers face high 
F -

nominal interest rates which make them reluctant to undertake 

long-term fixed interest borrowing. And since high nominal 

3 
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effectively imply early repayment of the real value of the 

principal - the so-called tlfront-end loading" problem - long-

term investment projects can create serious cash flow 

difficulties. Inflation thus tends to reduce private sector 

investment, which has in the past been the main motor of 

--------~----------~------------------------growth in Western countries. 

Inflation and Unemployment 

8. After the publication of Professor Phillips' article 

in 1958 on the relation between inflation and unemployment 

it was widely believed that there was a trade-off between 

the two, and thus a choice for policymakers. But in each 

cycle since then inflation has accelerated and unemployment 

has remorselessly risen. Whatever the theory of the 

relationship the most obvious empirical fact is that over 

/. 20 years or more both variables have moved together - upwards. 
I~ 

9. The steady rise in unemployment of the last 20 years 

has not been for want of efforts by various governments to 

overcome it. We have learnt that there are limits to the 

extent that unemployment can be brought down by increasing 

demand. Particularly we have learnt that aI~ benefit is 

likel! to, be sho:t-lived. r~~ .... 0( q, t:'(l-~tv .ep~40 ~ ~j 
(fr> ~ v~ ~ "".;iQ [)~~ ~ ~) 1 ~ iA.~~ ~ . - ~ ~~~ ~ 

w-i.k. (;~~. 
10. This is not to say th u t there is a fixed high rate of 

unemployment beyond the power of the community to change. 

The phrase 'natural rate of unemployment' is very misleading. 

But recent high r a tes of unemployment will not be permanent l y 

re duc e d by simply tinke r ing wi t h t he growt h of nomina l dema nd . 

4 
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Ove r t i me it ma y be possible to c hdng e the unempl oyment ra t e 

t ha t is cons i s t e nt with a cons t ant rate of inflation; but 

it will require major changes in the way the labou r market 

operates. The inherent problems of unemployment can be seen 

if we compare the behaviour over the past fifteen years 

of unemployment and vacancies. The level of vacancies 

has cycled around a rate of about 200,000; but the level of 

unemployment at the peak of the cycle has been rising now 

since 1966. A similar result i s also obtained if we compare 

the movement of unemployment and some of the independent 

measures of capacity utilisation. For given levels of 

capacity the level of unemployment has been rising. It is 

not clear why these shifts have taken place. There 

are indication s that the source of some of the difficulties 
~~~, .. ~~ 

lies in the ITtapk@t conditior:H, re l cting to skilled and unskilled 
erJ. ~~_ t:fL,.. -t·r ~'V'"~_ tvrJ~"'~.-ul ~..---. 

pa~ . r.a~e.sl; the leve~s of l ber:efit ,c~mpared to levels of pay; 
~---~~ I,yvI'."oI '€.r~~ 6tt.e~ .f~.; 

the mismatch of demand and skills; the tendency for the 

changing mix of demand components of the economy to lJlove 

away from labour intensive activity; and the variety of 

constraints and hurdles that are placed in front of those 
~~ f~~,L~ ~<'~ .~-S {-e...t"1W 

seeking employmen~. The potential danger is the failure to 

recognise the source of the unemployment difficulties. To 

mistakenly associate higher unemployment with a shortage of 

demand is to set out on a path that ultimately will only lead 

to higher inflation. 

11. ri. am convinced thatl a necessary condition for reducing 

unemployment is the defeat of inflation - though what I have 

said indicates that it . may not be . a sufficient one. But in the 

5 
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short run, the experience of the past 20 years suggests 

that an anti-inflationary strategy is likely to make 

unemployment temporarily worse. Just as efforts to raise 

output by expansionary monetary and fiscal policies often 

lead to a temporary increase in employment - so efforts to 

reduce monetary ~rowth and inflation are likely to lead 

to a temporary rise in unemployment and a fall in output, 

though much depends on the respon~e of individuals to the 

01 " y We have seen the beginnings of the process several P IC. 

times. What we have not seen has been an attempt to pursue 

anti-inflationary policies beyond the pOint at which inflation 

has a chance of adjusting on a longer term basis. 

~~ 
/ ~ ~~rL. l't). 

The anti-inflation objective ~ ~ ~ 

12. How ambitous should we be in the fight against inflation? 

There are some who suggest that even high levels of inflation 

are tolerable over a sustained period so long as they are 

stable. I argued against tolerating the sort of inflation 

rate we experienced in 1975 by pointing out that if it continued 

a shorthand typist would be earning £7/..,000 a year by the year 

2000, would be paying £14 for her daily hamburger and putting 

a £6 stamp on her letters home to mum. ~re persuasiv~ was 

Lord Robbini argument in this lecture last year. His words 

are worth repeating: "It is true that the economic system has 

not come to an end in Latin America, despite [inflation] 
.... rrr=--' 

rates which, if not rivalling the hyperinflation of Germany 

and elsewhere after the First World War, have still been very 

high. But democratic government there has more or less 
• -
perished and some things even more important than democracy 

. ~ 

as well; and I doubt . . . whether societies more complicated 

6 



than those of Latin America can stand without catastrophic 
"-
divisiveness degress of inflation even considerably less". 

13. Perhaps then we should aim for a low rate of inflation? 

perhaps such inflation would even have virtues in reconciling 

the excessive claims made on total national product to the 

resources actually available? The trouble with this argument 

is that it reqUires people to be fooled. It requires them to 

think of nominal gains as real gains. But inflation is now 

too familiar to most of us. Money illusion has been shattered. 

The only way to match claims to resources is to make the 

claims themselves more realistic. So I would deny that ~ 

sustained ~~ rate of inflation could have virtues. Even at 

5% inflation prices double every 14 years. That is quite 

fast enough to have a serious effect on the fairness, 

stabj lity and vi tality of an economy. And there is always the 

danger that if some inflation is tolerated, a slight 

acceleration will also be tolerated, a nd so on until the 

rate is back at a high level. 

14. We cannot afford to compromise with inflation. Price 

stability - zero inflation - is possible. It is not all 

that long since we had it in Britain, at least for a short 

time. Prices in the early part of 1960 were no higher than in 

the spring of 1958. We have certainly not exp e rienced 

inflation from the dawn of time. According to Deane and Cole 

(British Economic Growth 1688-1939) the price level at the 

outbreak of the First \\orld War was about in line with what 

it was in 1660, so far as it is possible to make a comparison. 

The price level did rise on occasion in between, usually 

7 
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because of wars, but prices then fell back so that the 

trend was roughly steady. So we should not be mesmerised 

by the experience of just the last twenty years. 

Short and long-run causes 

15. Nonetheless, inflation has been with us long enough 

to make squeezing it out of the economy a difficult task. 

What are the right weapons for the fight? Here too 

experience has taught us that we must look for a long-term, 

or at least medium-term solution. One can of course hold 

down individual prices for a short time by a variety of 

direct controls and subsidies. I spent some time try ing 

to do so from 1972 to 1974. But I recognised even then 

that they were not capable of achieving a permanent reduction 

in the rate of inflation. Price controls cannot be maintained 

for ever. They prevent the adjustment of relative prices 

which is essential to the proper functioning of the economy. 

Unless accompanied by effective pay controls they result in a 

squeeze on profits which ultimately has to be relieved. 

Where prices are held down by subsidy, as was done by the 

last Government in the case of nationalised industry prices 

the burden of the subsidy places an excessive strain on 

public finance. In short, if the underlying causes of 

inflation are not tackled a policy of price control can only 

check price rises for a short time. 

16. What is needed is a framework which permits relative 

price!to adjust to their market-clearing levels against the 

background of an overall check on rises in the general price 

level. Such a system promotes economic efficiency and 
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and freedom within a framework of necessary control. Here 

and in most other industrial countries that framework is 

prov ided by monetary policy. This is not to say tha t 

inflation is exclusively a monetary phenomenon. Non-monetary 

shocks can have a major short-term impact on the price level. 

Examples are shocks to commodity prices, such as the large 

increases in the world price of oil in 1973/4 and again in 

1979 on the same scale; exchange rate movements; and 

changes in indirect taxes. But the evidence is that the under-

lying relationship between prices and money is stable, although 

it can take some time for the effect of shocks to wear off. 

~ /p~ e~tt 
17. Control of the money supply is not v ecent fixation, ~ 

even in this country. I recall a Bow Group publ ication of' the ~ 

L;id-1950S where Russell Lewis argued that stable money was as ~) 
vital to industry as to social stability] To quote myself 

again, I said in 1975 that "we shall never succeed in controlling 

inflation unless we control the money supply". There has been 

no blinding flash on the road to Chicago. My predecessor as 

Chancellor used - no doubt accidentally - almost identical 

words in a debate in 1977: "We cannot master inflation unless 

we have control of the money supply". 

18. We should also t~ke account of the consensus in other 

countries on this subject. There have been close similarities 

between the economic problems of the UK and those of the rest 

of the world. 
rl 

M3fY countries have seen accelerating inflation 

and reduced growth rates. We have a tendency to believe that 

our problems are entirely due to our own idiosyncratic behaviour 

and institutional difficulties. Certainly no two economies 
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are identical, but it is difficult to escape the suggestion 

that there are important underlying economic problems which we 

share with many other countries. 

19. The message of international meetings is consistent. 

In the European Community, the IMF, the OECD, it is simply 

taken for granted that a key element in economic policy must be 

a firm limitation of the extent of monetary expansion. I find 

the attitude of the continental Europeans especially refreshing 

since they do not seem to suffer the same intensity of 

theological debate over simple propositions about monetary 

policy as we do in this country, or as to a lesser extent do 

the North Americans. As an example of the common sense to be 

found in Europe, may I recorr~end the evidence submitted by 

the Bundesbank in response to the enquiry conducted by our own 

Parliamentary Select Committee. They rightly insist that a 

sound monetary policy promotes growth. "The Federal Government 

and the Bundesbank are both firmly convinced that in the long 

run a consistent policy of tight and stable money creates the 

best conditions for satisfactory economic growth." In the face 

of this international agreement 1 found the statement of the 

364 economists that there was no theoretical basis for 

policies of monetary control extremely puzzling. 

20. Control of the supply of money in an economy has been 

achieved in the past in various different ways, not only by 

setting targets for a particular monetary aggregate. This 

may give rise to the impression that control of the money 

supply is a newer invention than it t.M in fact is. When 

currencies were tied to the gold standard a country whose 

10 



prices rose too fast, and which thus ran into a balance of 

payments deficit, would lose gold across the exchanges. 

This automatically reduced its money supply and thus inflation. 

The fixed exchange rate system effectively produced the same 

result. Thus for most of the nineteenth and twentieth centuries 

monetary discipline was imposed from without via the linking 

of the currency to an ext e rnal standard. 

21. By the early 1970s, however, the strains on the fixed 

exchange rate system imposed by inflation and the weakness of 

the dollar forced its abandonment. It must be doubtful whether 

the fixed exchange rate system could have coped with the shocks 

the world economy has experienced in the last decade. A floating 

rate system became necessary. But it was then also necessary to 

make explicit the implicit monetary control that had been 

exercised by the old system. Most large Western countries were 

quick to do this. Thus while monetary policy has evolved over 

the years into our present system of medium-term targets for the 

growth of £1\13, there is nothing remotely new about a framework 

of monetary restraint. ~ fv~ ~ (~A,. 
" ~ ~) _> ~ t~ 1+ ~~ 

exchange rate /" ~ ¢-r M..' v, tJ.iM. Ir-"'I2 ~ ~ 
~\ ~~~? 

The other side of the coin is that it is not possible 

The 

22. 

to hold the value of the exchange rate at a particular level. 

The monetary targets must come first, otherwise we will have no 

fixed point to ensure the stability of our economy. The 

Governor in 1978 described the experience of the last Government 

the year before:-

11 



"A time came when we fel t unable any longer to maintain 
full control over the growth of the money stock without 
setting the exchange rate free to float - concern about 
exports notwithstanding. The decision made in those 
circumstances emphasises our commitment, in conditions of 
conflict, to controlling the monetary aggregates." 

23. The reason we have no target rate for sterling is that 

there is no way that Governments can ~uccessfully resist strong 

market forces affecting the major currencies without affecting 

domestic policies. Attempts to control the rate directly, 

whether through substantial Government intervention in the 

foreign exchange market or through capit81 controls, may some-

times have some short term impact, though soon running the risk 

of undermining domestic economic policies in the process. In 

the end exchange rates are determined by the balance of forces 

in the market. 

24. This is not to suggest that the level of the exchange 

rate is unimportant. A strong pound means cheaper imported 

materials. It is generally recognised as one of the mechanisms 

through which firm monetary policies help to reduce inflation 

and inflationary expectations. On the other hand, unless 

matched by cha nges in costs, a rising rate can also reduce 

industry's cost competitiveness in world and domestic markets. 

25. The pOint I would emphasise is that there are no magical 

means open to the Government to manipulate the exchange rate. 

The only relevant instruments of policy are those that affect the 

rest of the economy as well. I have no doubt, for example, that 

the Government could reduce the current nominal exchange rate 

12 
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for sterling by adopting more inflationary policies. But 

this would not help our cost-competitiveness. We could not 

hope for any gain in competitiveness to be more than temporary, 

before it was overtaken by the resulting increase in domestic 

costs. 

26. In short the level of the exchange rate has pervasive 

effects but the instruments of policy are elsewhere. In 

drawing up those policies we can, in that overworked phrase, 

"take account of" the exchange rate. But we can only do so in 

ways which recognise our limited ability even to forecast, 

much less to directly influence, 

The conduct of monetary polig 

its future course. 

~~(J. 
~ ~) ~ 11'1'$ ./..woA. ~ 

27. Control of the rate of monetary growth is thus the central -
core of our anti-inflation policy. Given this strategy, what 

has been our actual policy experience over the last two years? 

The first point to make is that we have had to apply the policy 

at a time of upheaval in the world economy. The 1979 increase 

in the world price of oil has created worldwide recession 

and increased inflationary pressures. The oil price increase 

has almost certainly contributed to the strength of sterling. 

All this has made economic management over the last two years 

more difficult. ~ NJ.. ~ 
I~' r~~ 
~~ ~~ 

difficult circumstances there have ind~n~ 

I I ."", 

28. In these 

c.P4ticislllS-.QL. our~~condi.iet- -ef--mefl€~icy. The criticism 

of some contradicts that of others. Sometimes, as in the case 

of the Treasury & Civil Service Committee, contradictory opinions 

emanate from the same source. On the one hand, our policy is 
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described as too inflexible but at the same time it issaid 

that "there has been no true monetarist experiment". The 

latter has been interpreted as a fundamental criticism based 

on the view that last year "the Government moderated upward 

pressure on interest rates and decided against trying to cut 

the PSBR to the level •.• consistent with the monetary target." 

29. Were we right or were we wrong? Presumably we were 

right since the Committee said that "Monetary conditions have 

been tight" which is what we intended them to be. But in 

its recent report on the Budget, the Committee concluded that 

the Medium Term Financial Strategy - MTFS - was now being 

described more tentatively than in the 1980 Budget. 

30. There is a serious confusion here which I would like to 

try and clear up. I am not entirely sure that the Treasury 

Committee fully understood our position at the outset. Our 

aim with the MTFS was, as its name implies, to set a medium 

term framework, since it is only in that timescale that the 

vital link between monetary growth and inflation can be 

expected to hold. A reduction over the medium term in the 

rate of monetary growth was thus essential. But our approach 

has never been mechanistic. In my Statement last November, 

I said that a range of monetary indicators had been taken into 

account in the decision to reduce MLR. There was nothing new 

in that. The Green Paper issued a year ago said that "No 

single statistical measure of the money supply can be expected 

fully to encapsulate monetary conditions, and so provide a 

uniquely correct basis for controlling the complex relationship 

between monetary growth and prices and nominal incomes." 
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31. I also said in November that we had taken into account 

the expected slowc::r growth of sterling 1\13, which has indeed 

been realised. I referred too, to other factors such as 

real interest rates. The strength of the exchange rate 

has also been an important indicator of monetary tightness. 

We have been flexible in the implementation of our strategy 

but this flexibility in tactics was signalled from the 

outset. It does not imply that our commitment to the under-

lying strategy is any more tentative. Flexibility is a virtue 

only so long as it is exercised within a clear framework. I 

can assure you that that framework is as firm as ever. 

32. I am consciOUS that this University has been among the 

critics. A recent study, argued that monetary policy was 

insufficiently tight last year, although I was pleased to 

see that it endorsed the use of £M3 as the right aggregate 

for target purposes. In particular, the study challenged the 

view put forward in the Budget Speech that monetary growth 

associated with a restoration of the private sector's real 

financial wealth need not have adverse impLications for future 

inflation. Having considered the matter further, I still 

stand by the explanations given earlier. I arrylconscious of 

the fact that th" researches on which the Go/errunent' s vi ew 

was based have ised so far unpublished statistiCS on financial 
! 

wealth. It i~/ our intention, however, to ,publish these 
i 
i 

statistics i~ the next few months. 

Monetary control 

33. Of course, I am not claiming that the system of monetary 

control which we inherited was a perfect one. I fully accept 

the need to strengthen our ability to control monetary growth. 
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Our approach has been guided by three principles. First, 

control should be achieved without recourse to quantitative 

restrictions or institutions. Indeed, with a financial system 

as well developed as ours, as closely integrated with world 

financial markets, control so achieved may well be control 

in name only. We have therefore dispensed with the corset, 

just as we have removed distorting controls elsewhere in the 

economy. 

34. Secondly, in place of such controls we prefer to rely 

on the fundamentals of monetary policy - fiscal policy, 

funding and interest rates. The third principle has been 

that of an evolutionary approach. The extensive and interesting 

public debate which followed the Green Paper on Monetary 

Control persuaded me that there were attractions in monetary 

base control but that we needed more information before we 

could take a decision. We needed to be able to assess more 

clearly how such a system might operate in practice. For 

example, the banks' behaviour in the past has reflected the 

fact that they have been able to acquire cash with a high 

degree of certainty as its terms. It is difficult to assess 

how they would modify their operations if this presumption were 

changed. 

35. I was not prepared, as the Governor put it in his 

evidence to the Treasury Select Committee, !Ito take a jump 

in the dark to a wholly new system where the consequences are 

not yet fully visible!l. Our approach he.; s the refore been to 

proceed step by step, making changes which are desirable in 

themselves and which will enable us to learn more about the 

16 



way monetary base control might operate. You will be 

familiar with the changes which the Bank is making to its 

money market operating procedures. I would just like to 

highlight two ways in which they will contrJbute to this 

evolutionary process. Firstly, market forces will have a 

greater role in determining the structure of short term 

interest rates, within a band. Secondly we can expect 

closer control by the banks on overdrafts and more market 

related pricing. This will be advantageous to the extent 

that it reduces the risk of round-tripping and induces banks 

to pay more regard to asset management. 

36. Thus our attitude to monetary base control remains as 

it was last November. We will want to complete the changes 

we have set in hand and gain some experience from operating 

them before deciding on the next steps. 

Supporting policies 

37. But whatever improvements we make to monetary control 

we must never imagine that the setting of monetary targets 

is the Government's only responsibility in the field of 

economic policy . I have never been monomaniu~ about monetary 

policy. For example, in 1976 I said in a speech that we should 

not place too much reliance on it. First of all, "e have to 

have a fiscal policy compatible with our monetary policy . If 

the two were incompatible the strains could become so great 

that even success against inflation was put in jeopardy. At 

the very least excessive borrowing would Jncrease the transitional 

costs of reducing inflation. The high interest rates necessary 

to finance an excessive PSBR would bear most heavily on 

17 



M t.4 '7 

~ 
~ h'\ I'\Ht 

~ 

~~ 
V~. 

(/
' .,M": .•.. 

. •. 4r) 
"', ' 

~7". 

companies, leading to reductions in investment, and 

stockbuilding. This would have costs both in unemployment 

in the short run and in a weakening of growth prospects in 

the longer run. It was the need to achieve a PSBR consistent 

~ith the monetary targets that led me to take some rather 
+ 

unpopular taxation decisions in the last Budget. 

38. But it is not only Governme nt dec is ions 'Nhich determine 

the extent of the adjustment costs. There is certainly room 

within the monetary targets for real growth in the economy, 

but whether it materialises depends largely on the decisions 

of individuals. The money supply targets act as a 

medium-term constraint on the growth of nominal spending -

a sort of national cash limit. But it is the response of 

individuals which determines how that growth is divided between 

price inflation and a rise in real output. It is crucial that 

pay, prices and other variables should adjust together, within 

the national cash limit to achieve a satisfactory balance 

of unemployment and inflation. For too long the maintenance 

of full employment at any given wage level has been regarded 

as the exclusive responsibility of government and the monetary 

authorities. Once the government provides a stable financial 

framework t he ultimate responsibility for unemployment lies 

with those involved in pay bargaining. We have in any case 

been taking too much ou t of the econolT.y in pay in recent years 

and leaving too little for profits, with serious effects on 

economic growth and prosperity. 

39. A recurrent and fashionable 

these problems is an inco~ economists who 

l.~.M ~~. 
~ '"\ , ~t1~""~ ~ ~~. 
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would support my analysis so far would go on to argue that 

it suggests the need for direct Government action to prevent 

excessive rises in pay. But ever since my personal experience 

with the Heath incomes policy I have been convinced that a 

highly articulated prices and incomes policy has no long term 

role in our economic management. I set out the reasons for 

this in a speech in 1976 and have no reason to change them now. 

The first objection to the setting of wage targets or norms 

is that they substantially destroy the functioning of the 

labour market. Changes in relative wage rates are, as I said 

then, the lights that wink at each other over a market place 

where so many people change their jobs each month. The second 

major objection is a political one. If the state itself should 

attempt to simulate the market place and to plan relativities 

throughout the economy, then freedom itself will be endangered. 

It is not a bad definition of a free SOCiety to say that it is 

one where the worth of each individual is not to be determined by 

the state. The third objection is a very practical one. It 

has not proved easy to evolve a practical method of making these 

non-market judgements. Each appr08ch has led to its own problems; 

from the frequent anguish of Parliamentary debate to the 

medieval intellectualism of particular excuses to exclude the 

difficult cases. The fourth objection to the establishment 

of an institutional incomes policy is the greatly increased 

leverage the trade unions (or their leaders) acquire over 

many matters that are properly the responsibility of the 

elected government. Under a variety of administrations policies 

for taxation, prices, industry and other matters have all been 

changed, often in a harmful way, to persuade trade unions to 

accept incomes policy. And at the same time the risk of 
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conflict between government and trade unions is greatly 

increased. Finally, the control of prices seems to be the 

inevitable quid pro quo for the acceptance of an incomes 

policy. I have alre ady touched on the harm that such controls 

can do to the economy. 

40. None of this is to deny the Government does have a role 

and in fact a very important role to play in assisting the 

process of wage ~nd price adjustment. The monopoly power of 

large trade unions is a major potential obstacle to adjustment. 

The closed shop, the law relating to picketing and other trade 

union privileges are all factors which ultimately unbalance 

power in the labour market and contribute to higher unemployment. 

Following the experience of the Industrial Relations Act no-one 

understands better than I that you cannot simply legislate 

these difficulties away. But that is not to say that we can 

shirk the task. The vital first step is to spread greater 

understanding - not least among trade union leaders - of the 

link between labour market rigidity and unemployment. 

41. We also have a responsibility to spread greater under-

standing of the implications of our monetary and _fiscal 

policies, and to influence inflation expectations. This is 

why we published the MTFS with its targets over a four-year 

period. I was interested to see a recent study by the Hamburg 

Institute, which attributed Germal~'s success in containing 

inflation after the second oil shock to widespread belief 

in the determination of the authorities to stick to their 

monetary targets. We have al so at tempted to spell out the 

consequences for employment of pay seltlements not consistent 

with the monetary targets. There is now clear evidence 

20 



~:., .. 
~~ 

~~ 
~.~, 

~"~, 

II 

of this realisation, particularly in the level of private 

sector pay settlements. People are leaming - as they have in 

other countries - that the real value of their incomes cannot 

always be guaranteed. Past rises in the retail price index are 

having less influence than the realities of the current situation. 

The task now is to continue the process of education into the 

public sector. Let me say in parenthesis that the issue of indexed 

gilts does not imply a drift towards an indexed economy generally. 

There is all the difference in the world between greater 

certainty in a contracts of borrowing and preservation of a 

guaranteed standard of living. , ~: ~ t~,,lJM. 
rA.f.~ ~ '~tw.-~ 

42. The public sector is the soft underbelly of the British 

economy. We need a better system of wage determination there. 

In the nationalised indUstries we are increasing external 

ciplines on wages and other costs through opening some 

industries to a measure of competition, returning all 

of others to the private sector, referring individual 

to the Monopolies and Mergers Commission, and sett' firm 

limits on external financing. But that we have 

yet got the complete answer. 
•• \: ~ • ,..']sqtYh '. i-

(FlO" .. ~~ 
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43. Similarly, in the directly employed public sector we need 

more coherent bargaining arrangements than either the series of 

ad hoc solutions from Willberforce to Clegg or the rigid round-

about process of pay comparability. The government is now set 

forth on the task of attempting to create an alternative system, 

which will take some time. But the public sector must continue, 

along with the private sector, to play its full part in the 

attempt to gear down pay and prices and therefore improve the 

prospects for unemployment. 
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44. I believe that wage bargbiners will sh ow greater 

res ponsibility the more open is the Government's approach to 

economic management. The undue influence of particular inte r est 

groups needs to be challenged in a much wider and more open 

consul tat ion. It is only by making cl ea r the na ture of the 

national cash limit and the demands applied to it that we can 

begin to discuss the influence and role that each of the major 

participants can play. We have tried within the framework of 

NEDC to promote the widest discussion on these matters. It is 

not a matter of striking an old style deal, designed only to 

appease the prejudice of individuals, but to promote a wide-

ranging discussjon where each party 1s forced to realise the 

claims that others have up on the economy. . 

j)' aAJ..IUA':'" ~ ,. 

45. 
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The NEDC has a developing role to play. ~o do bodies 
~ 

such as the Treasury Committee which provide a non-partisan 
r--

commentary on Government policy. Indeed their influence could 

be much greater if they sought to make the case for pay 

moderation, or sugge sted reforms to the determination of public 

sector pay, or stressed the importance of restoring competitiveness 

and improving mobility in the labour market. 

Removing other rigidities 

46. But it is not only pay which needs to adjust more quickly 

if we are to minimise the costs of reducing inflation. The same 

need applies to prices. Thus the progre ss we have made on the 

s ~lpply side of the economy, which will have beneficial long-term 

effects, will also ease the process of transition. We have 

removed Government controls - on prices as well as wages, 

dividends and the movement of currency across the exchanges -
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and we are strengthening the forces of competition - by such 

means as widening the scope of the Monopolies and Mergers 

Commission. The combination of monetary deceleration and 

monopoly pricing would spell locs of output and loss of 

employment. But if prices can adjust freely to the new 

market conditions the difficulty is greatly reduced. 

..:.. ~.-\~ ~'l.e~~:~ 
,.. ~tr- t-~~/~ ~-tA; Conclusion 

47. In conclusion, let me consider briefly the effect of 

all these policies on the fight which forms the title of this 

lecture. \Vhen this Government came to off ice prices were 

accelerating, with an underlying trend rate of inflation of 

some 14 per cent. Many of the measures I have described to 

improve the smooth functioning of the market economy carried a 

short term penalty in a boost to the retail price index, as 

did the switch from direct to indirect taxation. And there 

was also the domestic increase in the world price of oil. 

48. All these factors contributed to an acceleration of 

inflation over the first year of this Administration, with a 

peak of nearly 22 per cent last May. But since then we have 

seen a steady reduction in response to tight monetary conditions. 

~e have the annual increase in the RPI down to 12~ per cent 

and we forecast single figures next year. We are winning the 

fight, but there is no question of resting on our laurels. I 

can assure you that we will continue it until we win a complete 

victory. 
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4. Messrs Burns and Middleton have indicated that they 

would be able to work on the draft tomorrow if you wanted 

significant changes made. and it would be most helpful, if 

possible, to have your reactions to this draft. Perhaps 

Mr Jenkins could bring a message back from Birmingham or 

Mr Cropper could telephone tomorrow morning. 

R H AARONSON 
7 May 1981 



DRAFT MAIS LECTURE 

Introduction 

1. I am honoured to be invited to give the 

third Mais Lecture. It is hard for anyone to 

measure up to the standard set by my two 

~? .. . : ~,> 

predecessors. But I recognise a certain logic 

in the choice. Those who instituted the lecture 

envisaged that it should be given either by a 

theoretician or a practitioner. It therefore 

seems right that a Minister should follow the 

central banker and the economist. 

2. I have endured the heat of the kitchen now 

for almost 10 years. My first experience as a 

Cabinet Minister was in the engine room of prices 

and incomes policy in Mr Heath's government. I 

continued to play a part in reformulating the 

counter inflation strategy in opposition. And 

now, of course, I am responsible for it. 

3. I hope then that if I offer you today some 

thoughts distilled from that experience they will 

not be without interest. MY approach will not be 

theological. I do not believe that rigid adherence 
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to one or other "school" of economics is the best 

way to respond to our economic problems. My views 

have developed in response to IT\Y experience and r 

am less alone than might appear to be the case in 

admitting that on some subjects they have changed 

very significantly. But as I hope to illustrate 

in the course of this lecture, the broad outline of 

the strategy for which I am responsible has developed 

in a steady and consistent fashion over the years. 

Inflation 
Il.o 

4. I have chosen l my title "The F igh t aga ins t 

Inflation". This is not because I think inflation 

is the only aspect of the economy on which the 

Government should have a policy, or indeed that 

the conquest of inflation is our ultimate goal. 

Our ultimate goal is to restore the British economy 

to growth and prosperity: defeating inflation is 

one condition for that, but the other is improving 

the performance of the supply side of the economy 

by the removal of unnecessary distortions of the 

market. Both tasks are vital, but in our current 

economic situation the first problem to be tackled 

is inflation. 
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5. Some would not accept that statement. They 

would argue that our first priority now should be to 

reduce unemployment. I am equally concerned about 

unemployment, but I do not believe that the way to 

reduce it is to relax in the struggle against 

inflation. After the publication of Professor 

Phillips' article in 1958, many people believed 

that there was a policy trade-off: that if you 

tolerated so many extra pOints on the inflation rate 

you could get so many points off the unemployment 

rate. But however strong a negative correlation 

Phillips found for the 100 years up to 1958, more 

recent experience does not support the argument. 

In each cycle since then inflation has accelerated 

and unemployment has risen. The average rate of 

inflation under successive governments has marched 

remorselessly upwards: 3~, 4~' , 9%, 15%. Meanwhile 

unemployment has also risen: 300,000, half a million, 

three-quarters of a million, one and a quarter million. 

6. All this has led me to the conviction that it 

is no longer possible - if indeed it ever was - to 

reduce unemployment in a~thing but the very short 
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term by stimulating demand and permitting higher 

inflation. Successive governments have tried this 

and failed. The notion of a trade-off rio longer 

commands wide acceptance. Indeed it seems highly 

likely, in view of the damage high rates of inflation 

can do to an economy that the defeat of inflation is 

now a precondition for a reduction in unemployment. 

Inflation is inimical to confidence and stability. 

The uncertainty it creates - over future relative 

prices as well as the general price level - discourages 

new investment and thus undermines the vitality and 

competitiveness of the economy. It distorts the 

choices of savers as to where to direct their savings, 

making them seek inflation "hedges" such as antiques 

or housing. 

7. Moreover, inflation is socially divisive. It 

bears unequally on different people. When more rapid 

than expected it redistributes wealth in an arbitrary 

and unplanned way from lenders to borrowers. It 

exacerbates tension over pay bargaining as employees 

seek to correct the erosion of their real incomes 

that has taken place since their last settlement. 
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Living with inflation 

8. In his lecture last year, Lord Robbins argued 

persuasively against those who claim that a society 

can tolerate persistent high levels of inflation. 

His words are worth repeating: 

"It is true that the economic system has 

not come to an end in Latin America, despite 

[inflation] rates which, if not rivalling the 

hyperinflation of Germany and elsewhere after 

the First World War, have still been very high. 

But democratic government there has more or less 

perished and some things even more important 

than democracy as well; and I doubt .•• whether 

societies more complicated than those of Latin 

America can stand without catastrophic divisiveness 

degree.s of inflation even considerably less". 

9. Othe~have argued that a little inflation is a 

good thing. They claim it has virtues in reconciling 

the excessive claims made on total national product to 

the resources actually available. The trouble with this 

argument is that it requires people to be fooled. It 

is unlikely to hold in tOday's circumstances when 
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inflation is so familiar to us. As the Chairman of the 

US Federal Reserve put it recently: 

"The game was up when the public would no longer 

accept nominal gains as a substitute for the real 

thing." 

So I do not believe that there are virtues in 

inflation, however low the rate. Even at 5% prices 

double every 14 years. And there is always the 

danger that if some inflation is tolerated, a slight 

acceleration will also be ' tolerated, and so on until 

the rate is back at a high level. 

10. We cannot afford to compromise with inflation. 

Price stability - zero inflation - is possible. It is 

not all that long since we had it in Britain, at 

least for a short time. Prices in the early part of 

1960 were no higher than in the spring of 1958. We 

have certainly not experienced inflation from the 

dawn of time. According to Deane and Cole (British 

Economic Growth 1688-1939) the price level at the 

outbreak of the First World War was about in line 

with what it was in 1660, so far as it is possible to 

make a comparison. The price level did rise on 

occasion in between, usually because of wars, but 
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prices then fell back so that the trend was roughly 

steady. The problems may have become more difficult 

in the modern world - even Germany and ?witzerland 

do not enjoy price stability at the moment - but we 

should not be mesmerised by the last 20 years. 

Short- and long-run causes 

11. What then are the right weapons for the fight 

against inflation? This question cannot be answered 

until we are clear about the causes of inflation. 

Here I would distinguish between non-monetary shocks 

to the price level, such as changes in commodity 

prices, exchange rate movements and indirect tax 

changes, and the more lasting influence of the rate 

of monetary growth. External shocks can upset the 

relation between money and prices in the short run, 

but all the evidence is that over the medium term 

the relationship between the two is stable. 

12. From this it follows that to control inflation 

on a permanent basis it is necessary to control the 

rate of monetary growth. One can of course hold down 

individual prices for ashort time by a variety of 

7 



r,o 
M 

direct controls and subsidies. I spent some time 

trying to do so from 1972 to 1974. But I recognised 

even then that they were not capable of achieving 

a permanent reduction in the rate of inflation. 

Price controls cannot be maintained for ever. 

They prevent the adjustment of relative prices 

which is essential to the proper functioning of the 

economy. Where prices are held down by subsidy, as 

was done by the last Government in the case of 

nationalised industry prices the burden of the subsidy 

places an excessive strain on public finance. In 

short, if the underlying causes of inflation are not 

tackled a policy of price control can only check price 

rises for a short time. 

13. What is needed is a framework which permits 

relative prices to adjust to their market-clearing 

levels against the background of an overall check on 

rises in the general price level. Such a system 

promotes economic efficiency and freedom. I had 

already learnt this by 1974, when I said: 

"If the essential dynamic of a competitive 

economy is to be maintained, then we must 

look forward to the ••• removal of the 
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constraints of the present system. We must 

aim ••• for a much more selective and 

discriminatory system of price surveillance . . . , 
more closely related to our present pattern of 

anti-monopoly legislation." 

The need for monetary policy 

14. The framework which has been evolved for 

restraining the general price level is, here and in 

many other countries, control of the supply of money. 

This is of course not a recent idea [Disraeli quote] 

For me, there has been no blinding flash on the road 

to Chicago. I was certainly expressing such ideas 

in speeches I made in 1975. 

15. Nor is the importance of monetary control 

recognised only in this country. In the European 

Community, the IMF, the OECD, it is simply taken for 

granted that a key element in economic policy must be 

a firm limitation of the extent of monetary expansion. 

I find the attitude of the continental Europeans 

especially refreshing since they do not seem to suffer 
~~.~c{~~~.~ 
propos1t1ons about monetary P011CY as we do in this 
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country, or as to a lesser extent do the North 

Americans. A good example of the common sense to 

be found in Europe is the evidence submitted by 

the Bundesbank in response to the enquiry conducted 

by our own Parliamentary Select Committee. They 

rightly insist that a sound monetary policy promotes 

growth. "The Federal Government and the Bundesbank 

are both firmly convinced that in the long run a 

consistent policy of tight and stable money creates 

the best co nditions for satisfactory economic growth". 

In the face of this international agreement I found 

the statement of the 364 economists that there was no 

theoretical basis for policies of monetary control 

extremely puzzling. 

16. What perhaps is more recent is the setting of 

explicit monetary targets. But the evolution of such 

targets has been a quite natural development. When 

currencies were tied to the gOld standard monetary 

restraint was more or less automatic. If prices rose 

too rapidly in one country a balance of payments 

deficit would ensue. The country would lose gold 

across the exchanges with a consequent reduction in 

10 



money supply and thus inflation. The fixed exchange 

rate system effectively produced the same result. 

Thus for most of the nineteenth and twentieth 

centuries monetary discipline was imposed from without 

via the linking of the currency to an external standard. 

17. By the early 1970s, however, the strains on the 

fixed exchange rate system imposed by inflation and the 

weakness of the dollar forced its abandonment. It must 

be doubtful whether the fixed exchange rate system could 

have coped with the shocks the world economy has 

experienced in the last decade. A floating rate system 

became necessary. But it was then also necessary to 

make explicit the implicit monetary control that had 

been exercised by the old system. Most large western 

countries were quick to do this. In short, while 

monetary policy has evolved over the years into our 

present system of medium-term targets for the growth of 

£M3, there is nothing remotely new about a framework of 

monetary restraint. 

18. Of course, having moved to a system of monetary 

targets, we cannot have it both ways and try at the 

same time to hold the exchange rate at a particular level. 
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The monetary targets must come first. The Governor 

in 1978 described the experience of the last Government 

the year before: 

"A time came when we felt unable any longer to 

maintain full control over the growth of the 

money stock without setting the exchange rate 

free to float - concern about exports notwith-

standing. The decision made in those circumstances 

emphasises our commitment, in conditions of 

conflict, to controlling the monetary aggregates." 

19. Attempts to control the rate directly, whether 

through substantial Government intervention in the foreign 

exchange market or through capital controls, may have 

some impact, but the experience of many countries 

suggests that market forces are often too strong to 

resist. Not only has it proved impossible to operate 

an exchange rate policy, but domestic monetary control 

has been compromised by the attempt. In the end there 

is little alternative but to leave exchange rates to 

be determined by the balance of forces in the market. So 

despite the importance of the exchange rate - both in its 

influence on the rate of inflation and its effect on 

industry's competitiveness - there are no magical means 
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open to the Government to manipulate it. I have 

no doubt that we could reduce the current nominal 

exchange rate by pursuing more inflationary 

policies. But that would not help competitiveness. 

13 
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The conduct of monetary policy 

Given then that monetary cont~ol has the 

central place in our anti-inflation strategy 

what has been our experience with the policy 

over the last two years? The first point to 

make is that this has been a time of upheaval 

in the world economy. The 1979 increase in the 

world price of oil - as serious as that of 

1973-74 - has created worldwide recession and 

increased inflationary pressures. The oil price 

increase has almost certainly contributed to 

the strength of sterling. All this has made 

economic management over the last two years 

more difficult. 

11 Inflation has been coming down. It was on 

an upward trend when we came to office and 

reached a peak of nearly 22 per cent a year ago. 

But since then it has declined steadily. The 

annual increase in the RPI is down to 12~ per cent 

and we forecast single figures next year. There 

lis no doubt 



is no doubt that this deceleration of prices 

has come in response to tight financial conditions . 

And it has been accompanied by welcome changes 

in attitudes and expectations. 

Nonetheless, the recorded rate of growth 

of £M3 - our target aggregate - was well above 
~~ 

the target rang~ . This was partly due to the 

removal of the corset, but by no mearn entirely . 

This has led some - including this University -

to criticise us for maintaining an insufficiently 

tight monetary policy. But other indicators 

suggest that this criticism is not justified: 

the behaviour of the narrower monetary aggregates, 

the strength of the £, the level of real interest 

rates and the fall in inflation itself. So 

other critics, such as the Treasury and Civil 

Service Select Committee, agree with our view 

that "monetary conditions have been tight." 

23 All this might suggest that £M3 is not a 

reliable indicator of underlying monetary conditions. 
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However, there were many special factors at work 

last year, not only the unwinding of corset 

distortions, but also the nature of the 

recession, with its severe pressure on company 

finances. That lS why it was right to take 

account of all the various monetary aggregates, 

and of the level of real interest rates, in 

reaching day-to-day decisions about monetary 

policy. We have always said that we would do 

so, for example, in the Green Paper on monetary 

control published a little over a year ago. 

~~ Nonetheless, over the medium-term there are 

great advantages in using for target purposes 

a broad aggregate like £M3, with its clear link 

with fiscal policy. The Governor concluded in 

his 1978 lecture that "£M3 ... has a number of 

advantages over its rivals We have chosen 

best in selecting £M3." And I note that the 

City University study to which I referred also 

endorsed the use of this aggregate. 

If, /Techniques of monetary control 
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Techniques of monetary control 

Of course. I am not claiming that our system 

of monetary control is a perfect one. I fully 

accept the need to strengthen our ability to 

control monetary growth. Our approach here has 

been guided by three principles. First. we have 

learnt that control must be achieved without 

recourse to quantitative restrictions or 

institutions. Indeed . with a financial system 

as well developed as ours. as closely integrated 

with world financial markets, control so 

achieved may well be control in name only. We 

have therefore dispensed with the corset. just 

as we have removed distorting controls elsewhere 

in the economy. 

Secondly. in place of such controls we 

prefer to rely on the fundamentals of monetary 

policy - fiscal policy, funding and interest 

rates. I shall say a little about fiscal policy 

in a moment. As for funding. we have already 

made two major improvements - the National Savings 

liriitiative and 
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initiative and the introduction of an indexed 

gilt. We met our target for National Savings 

last year and are making a good start to this 

year's objective of £3 billion. The indexed 

gilt is, in my view, a major advance which will 

greatly increase the flexibility of the 

Government in conducting debt sales. 

21 The third principle has been that of an 

evolutionary approach. The extensive and 

interesting public debate which followed the 

Green Paper on Monetary Control persuaded me 

that there were attractions in monetary base 

control but that we needed more information 

before we could take a decision. We needed to 

be able to assess more clearly how such a system 

might operate in practice. For example, the 

banks' behaviour in the past has reflected the 

fact that they have been able to acquire cash 

with a high degree of certainty as its terms. 

It is difficult to assess how they would modify 

their operations if this presumption were changed. 

'8 II was not 
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La I was not prepared . as the Governor put it 

in hi s evidence to the Treasury Select Committee. 

"to take a jump in the dark to a wholly new 

system where the consequences are not yet fully 

visible". Our approach has therefore been to 

proceed step by step. making changes which are 

desirable in themselves and which will enable us 

to learn more about the way monetary base control 

might operate . You will be familiar with the 

changes which the Bank is making to its money 

market operating procedures. I would just like 

to highlight two .ways in which they will 

contribute to this evolutionary process. Firstly. 

market forces will have a greater role in 

determining the structure of short term interest 

ra tes . [Secondly we can expect closer control by 

the banks on overdrafts and more market related 

pricing. This will be advantageous to the 

extent that it reduces the risk of round-tripping 

and induces banks to pay more regard to asset 

management.] 
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2 0 Thus our attitude to monetary base cantrol 

remains as it was last November. We will want 

to complete the changes we have set in hand and 

gain some experience from operating them before 

deciding on the next steps. 

Supporting policies 

.:::so But no matter what improvements can be made 

to monetary control I have never believed that 

the setting of monetary targets is enough by 

itself. I have never been monomaniac about 

monetary policy. For example, in 1975 I said 

in a speech that ~reducing the money supply is 

neither an instant nor a simple nor a self-

sufficient solution to the problem [of inflationJ.~ 

First of all, we have to have a fiscal policy 

compatible with our monetary policy. If the 

two were incompatible the strains could become 

so great that even success against inflation was 

put in jeopardy. At the very least excessive 

borrowing would increase the transitional costs 

of reducing inflation. The high interest rates 
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necessary to finance an excessive PSBR would 

bear most heavily on companies, learling to 

reductions in investment, and stockbuilding. 

This would have costs both in unemployment in 

the short run and in a weakening of growth 

prospects in the longer run. It is a measure 

of our determination to achieve a PSBR consistent 

with the monetary targets that WB were prepared 

to increase taxes to the exten~ we did in the 

last Budget. This was a case where our anti-

inflation objective conflicted with our desire 
~~ 

to reduce thetincentive effects of taxation. 

Defeating inflation had to come first. 

But it is not only Government decisions 

which determine the extent of the adjustment 

costs. There is certainly room within the 

monetary targets for real growth in the economy. 

During this financial year we expect inflation 

to drop to 8 per cent, compared with a monetary 

target of 6-10 per cent and an upward trend in 

velocity of 1-2 per cent a year. But whether 
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growth materialises depends largely on the decisions 

of individuals. The money supply targets act as 

a medium-term constraint on the growth of nominal 

spending - a sort of national cash limit. But 

it is the response of individuals which determines 

how that growth is divided between price inflation 

and a rise in real output. It is crucial that 

pay, prices and other variables should adjust 

together, within the national cash limit to 

achieve a satisfactory balance of unemployment 

and inflation. For too long the maintenance 

of full employment at any given wage level has 

been regarded as the exclusive responsibility 

of Government and the monetary authorities. Once 

the Government provides a stable financial 

framework the ultimate responsibility for 

unemployment lies with those involved in pay 

bargaining. We have in any case been taking too 

much out of the economy in pay in recent years 

and leavirig too little for profits. with serious 

effects on economic growth and prosperity. 

/The need 
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'2.. 2 ~ The need for consistency between the growth 

of pay and of the money supply naturally leads 

some to argue that monetary policy should be 

supplemented by an incomes policy. When I was 

a member of the Heath Government I saw the 

attractions myself. I said in 1974 that: 

"Few people ... are prepared to doubt 

the need, in present conditions 

certainly, for some .,;. __ 

guidelines for the conduct of 

collective bargaining." 

~ -
/ ~ However, as with prices policy, I came to 

doubt whether incomes policy could be sustained 

for any length 0+ time. In 1976 I set out a 

list of objections to income policy. I think 

these still hold good today. The first objection 

to the setting of wage targets or norms is that 

they substantially destroy the functioning of 

the labour market. Changes in relative wage 

rates are, as I said then, the lights that wink 
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at each other over a ~arket place where so many 

people change their jobs each month. The second 

major objection is a political one . If the state 

itself should attempt to simulate the market 

place and to plan relativities throughout the 

economy, then freedom itself will be endangered. 

It is not a bad definition of a free society to 

say that i t is one where the worth of each 

individual is not to be determined by the state. 

The third objection is a very practical one. It 

has not proved easy to evolve a practical method 

of making these non-market jUdgements. Each 

approach has led to its own problems; from the 

frequent anguish of Parliamentary debate to the 

medieval intellectualism of particular excuses 

to exclude the difficult cases. The fourth 

objection to the establishment of an institutional 

incomes policy is the greatly increased leverage 

the trade unions (or their leaders) acquire over 

many matters that are properly the responsibility 

of the elected Government. Under a variety of 

administrations policies for taxation, prices, 

lindustry and 



industry and other matters have all been changed, 

often in a harmful way, to persuade trade unions 

to accept incomes policy. And at the same time 

the risk of conflict between Government and 

trade unions is greatly increased. Finally, 

the control of prices seems to be the inevitable 

quid pro quo for the acceptance of an incomes 

policy. I have already touched on the harm 

that such controls can do to the economy. 

3y None of this is to deny the Government does 

have a role and in fact a very important role to 

play in assisting the process of wage and price 

adjustment. The monopoly power of large trade 

unions is a major potential obstacle to adjustment. 

The closed shop, the law relating to picketing 

and other trade union privileges are all factors 

which ultimately unbalance power in the labour 

market and contribute to higher unemployment. 

This is not only true in the adjustment period. 

Such factors are also partly responsible for 

the trend rise in unemployment I described at 
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the beginning of this lecture . Following the 

experience of the Industrial Relatipns Act no-one 

understands better than I that you cannot simply 

legislate these difficulties away. But that is 

not to say that we can shirk the task. The 

vital first step is to spread greater understanding 

not least among trade union leaders - of the link 

between labour market rigidity and unemployment . 

3S We also have a responsibility to spread 

greater understanding of the implications of our 

monetary and fiscal policie~ and to influence 

inflation expectations. This is why we published 

the MTFS with its targets over a four-year period. 

Again this is an idea which has evolved over a 

period of time. I proposed something like it in 

1975. I was also interested to see a recent 

study by the Hamburg Institute, which attributed 

Germany's success in containing inflation after 

the second oil shock to widespread belief in the 

determination of the authorities to stick to their 

monetary targets. 

26 /We have also 
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36 We have also attempted to spell out the 

consequences for employment of pay -settlements 

not consistent with the monetary targets. There 

is now clear evidence of this realisation, 

particularly in the level of private sector pay 

settlements. People are learning - as they have 

in other countries - that the real value of 

their incomes cannot always be guaranteed. 

Past rises in the retail prices index are 

having less influence than the realities of 

the current situation. The task now is to 

continue the process of education into the 

public sector. 

3~ We badly need a better system of wage 

determination in the public sector. I am not 

ashamed to admit that my own ideas on this 

subject have changed radically. The problem 

is an intractable one. In 1975 I was prepared 

to argue for indexation of public sector wages, 

to ensure that the public sector did not get 

left behind. Certainly this tended to happen 

lunder the 



under the last Government ' s incomes policies . 

But today wages are increasing faster in the 

public sector - especially in certain 

nationalised industries - than elsewhere . 

[Figures] 

, 
~; In those industries we are increasing 

external disciplines on wages and other costs 

through opening some industries to a measure 

of competition, returning all or part of others 

to the private sector, referring individual 

industries to the Monopolies and Mergers 

Commission, and setting firm limits on external 

financing . But I do not believe that we have 

yet got the complete answer. 

Similarly, in the directly employed public 

sector we need more coherent bargaining 

arrangements than either the series of ad hoc 

solutions from Willberforce to Celggor the 

rigid roundabout process of pay comparability. 

The Government is now set forth on the task of 
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attempti ng to create an alternative system, 

which will take some time . But the public 

sector must continue, along with the private 

sector, to play its full part in the attempt to 

gear down pay and prices and therefore improve 

the prospects for unemployment. 

wG I believe that wage bargainers will show 

greater responsibility the more open is the 

Government's approach to economic ~anagement . 

The undue influence of particular interest 

groups needs to be challenged in a much wider 

and more open consultation. It is only b~making 

clear the nature of the national cash limit and 

the demands applied to it that we can begin to 

discuss the influence and role that each of the 

major participants can play. We have tried 

within the framework of NEDC to promote the 

widest discussion on these matters. It is not 

a matter of striking an old style deal, designed 

only to appease the prejudice of individuals, 

but to promote a wide-ranging discussion where 
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each party is forced to realise the claims 

that others have upon the economy. · It may be 

that we have not yet been open enough. We have 

further steps in mind. But trade unions too 

must recognise the need for an open and informed 

discussion of pay. 

~ ( The NEDC has a developing role to play. So 

too do bodies such as the Treasury Committee which 

provides a non-partisan commentary on Government 

policy. Indeed their influence could be much 

greater if they sought to make the case for pay 

moderation, or suggested reforms to the 

determination of public sector pay, or stressed 

the importance of restoring competitiveness and 

improving mobility in the labour market. 

Removing other rigidities 

~2 But it is not only pay which needs to 

adjust more quickly if we are to minimise the 

costs of reducing inflation. The same need 

applies to prices. Thus the progress we have 

Imade on the 
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made on the supply side of the economy , which 

will have beneficial long-term effects, will 

also ease the process of transition. We have 

removed Government controls - on prices as well 

as wages, dividends and the movement of currency 

across the exchanges - and we are strengthening 

the forces of competition - by such means as 

widening the scope of the Monopolies and Mergers 

Commission. The combination of monetary 

deceleration and monopoly pricing would spell 

loss of output and loss of employment. But if 

prices can adjust freely to the new market 

conditions the difficulty is greatly reduced . 

Conclusion 
; ~ 

~~ Squeezing inflation out from an economy 

which has become accustomed to high rates over 

a period of years cannot be an easy task. I 

have no doubt that the road ahead will continue 

to be a long and hard one. It is not sufficient 

to apply anti-inflationary policies for a brief 

period. That would not permanently conquer 

linflation 



inflation and it would condemn us to a 

continuation of our long economic decline. It 

will be particularly tempting to relax our 

vigilance as the economy begins to grow again. 

to fall back into bad old habits and throw 

away the hard-won gains. All my experience 

leads me to a conviction that we must resist 

this temptation. We must eradicate the 

inflationary mentality - in Government. and 

among individuals. When we have done that we 

will find that low inflation or even price 

stability need not be painful. Indeed in the 

long run it will usher in a whole variety of 

other benefits. 
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I attach a further draft of the Mais Lecture, revised in the 

light of your comments. Following discussion with Messrs 

Burns and Middleton, I have tried to strengthen the beginning 

(the section explaining the importance of defeating inflation) 

by referr ing more to the lessons of recent economic history. 

Again at Mr Burns' suggestion the section headed "the conduct 

of monetary policy" is now addressed more to the question of 

whether monetary conditions were sufficiently tight last year. 

I have not had time to clear the new wording with HF, who may 

well wish to comment. As for the introduction, Mr Middleton 

has drafted a slightly less apologetic version. 

2. As you requested, some more quotes and references to 

other speeches have been worked in. But there is a danger 

of the quotes becoming so numerous that they destroy the flow 

of the argument and leave the impression merely of a catalogue 

of other people's (and your own earlier) views. So I would 

be inclined to draw the line now. 

3. The length has again come down a little, although the 

draft is still long by the standards of earlier lectures. 

The sections on supporting policies are rather long compared 

with those on strictly monetary topics and if you wanted to 

shorten the lecture it is probably here that we should look. 
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4. Messrs Burns and Middleton have indicated that they 

would be able to work on the draft tomorrow if you wanted 

significant changes made. and it would be most helpful, if 

possible, to have your reactions to this draft. Perhaps 

Mr Jenkins could bring a message back from Birmingham or 

Mr Cropper could telephone tomorrow morning. 

R H AARONSON 

7 May 1981 



DRAFT MAIS LECTURE 

Introduction 

1. I am honoured to be invited to give the 

third Mais Lecture. It is hard for anyone to 

measure up to the standard set by my two 

predecessors. But I recognise a certain logic 

in the choice. Those who instituted the lecture 

envisaged that it should be given either by a 

theoretician or a practitioner. It therefore 

seems right that a Minister should follow the 

central banker and the economist. 

2. I have endured the heat of the kitchen now 

for almost 10 years. My first experience as a 

Cabinet Minister was in the engine room of prices 

and incomes policy in Mr Heath's government. I 

continued to play a part in reformulating the 

counter inflation strategy in opposition. And 

now, of course, I am responsible for it. 

3. I hope then that if I offer you today some 

thoughts distilled from that experience they will 

not be without interest. My approach will not be 

theological. I do not believe that rigid adherence 

1 



to one or other "school" of economics is the best 

way to respond to our economic problems. My views 

have developed in response to Il1Y experience and I 

am less alone than might appear to be the case in 
~ ",.:....".s 

admitting that on some subjects t~ have changed 

very significantly. But as I hope to illustrate 

in the course of this lecture, the broad outline of 
r'\CW 

the strategy for which I am responsible has developed 
1\ 

in a steady and consistent fashion over the years. 

Inflation 
<:l.o 

4. I have chosenlmy title "The Fight against 

Inflation". This is not because I think inflation 

is the only aspect of the economy on which the 

Government should have a policy, or indeed that 

the conquest of inflation is our ultimate goal. 

Our ultimate goal is to restore the British economy 

to growth and prosperity: defeating inflation is 
~ ~;,y • .;.., ~ ~ ....,~ ... • # I~ 

one cond i tion for tha t, But the other .i. j Wrcm,] Rg 
/I. 

the performance of the supply side of the economy 

by the removal of unnecessary distortions of the 

market. Both tasks are vital, but in our current 

economic situation the first problem to be tackled 

is inflation. 
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5. Some would not accept that statement. They 

would argue that our first priority now should be to 

reduce unemployment. I am equally concerned about 

unemployment, but I do not believe that the way to 

reduce it is to relax in the struggle against 

inflation. After the publication of Professor 

Phillipst article in 1958, many people believed 

that there was a policy trade-off: that if you 

tolerated so many extra pOints on the inflation rate 

you could get so many points off the unemployment 

rate. But however strong a negative correlation 

Phillips found for the 100 years up to 1958, more 

recent experience does not support the argument. 

In each cycle since then inflation has accelerated 

and unemployment has risen. The average rate of 

inflation under successive governments has marched 

remorselessly upwards: 1AJ1 1AJ1' rd % 3'210 , 4'210 , 970, 15 o. Meanwhile 

unemployment has also risen: 300,000, half a million, 

three-quarters of a million, one and a quarter million. 

6. All this has led me to the conviction that it 

is no longer possible - if indeed it ever was - to 

reduce unemployment in anything but the very short 
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term by stimulating demand and permitting higher 

inflation. Successive governments have tried this 

and failed. The notion of 

commands wide acceptance. 
S~ Wl-Y 

a trade-off rio longer 
~ -t.v AN J-.- ~ 

Indeed i\ .eem • bjghLy 
) , 

] ikely. in yjew of t~ damage high rates of inflation 
a L..... ~ \Ie:..., ...;:. ~ ct~ 

can do to an economy' that the defeat of inflation is 
) 

~w a precondition for a reduction in unemployment. 

Inflation is inimical to confidence and stability. 

The uncertainty it creates - over future relative 

prices as well as the general price level - giSeeMPsgcs 

~ 
.l$-e 1V v'~~ •. c....c.V new investment and thus undermin~ thl, vitality and 

~ ~ competitiveness of the economy. ~istorts the -----
choices of savers as to where to direct their savings, 
:: . ru...c 
~em seek inflation "hedges" such as antiques 

or housing. 

7. Moreover, inflation is socially divisive. It 

bears unequally on different people. ~hen more rapid 

than expecteiJit redistributes wealth in an arbitrary 

and unplanned way from lenders to borrowers. It 

exacerbates tension over pay bargaining as employees 

.~@k i.e eorrect the eI6~ioll of tlieiI real income~ 

flRBt. ReB tekeli pieee ~ince theiI last settieiliellt. 
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Living with inflation 

8. In his lecture last year, Lord Robbins argued 

persuasively against those who claim that a society 

can tolerate persistent high levels of inflation. 

His words are worth repeating: 

"It is true that the economic system has 

not come to an end in Latin America, despite 

[inflation] rates which, if not rivalling the 

hyperinflation of Germany and elsewhere after 

the First World War, have still been very high. 

But democratic government there has more or less 

perished and some things even more important 

than democracy as well; and I doubt ••• whether 

societies more complicated than those of Latin 

America can stand without catastrophic divisiveness 

degree.s of inflation even considerably less". 

9. Othe~have argued that a little inflation is a 

good thing. They claim it has virtues in reconciling 
~ fci..:, (Dr" ~f. ~ Cc.-o<.. ~ ~ ~ ~ Ie:.. p~C-; 

tJ;ae eX€8~ajve clajms made 00 total natjonal prod.l:M:!tr t6 

/7~HC PC:!$6dl CC:!$ 8c'Elially availaBle. The trouble with this 

argument is that it requires people to be fooled. It 

""'" J-IV iii wRliltelj to hold in today' s circumstances. ~lbe .. 

5 



il'lfletion is so familial to us. As the Chairman of the 

US Federal Reserve put it recently: 

"The game was up when the public would no longer 

accept nominal gains as a substitute for the real 

thing." 

So I do not beli~ve that there are virtues in 

inflation, however low the rate. Even at 5% prices 

double every 14 years. And there is always the 

danger that if some inflation is tolerated, a slight 

acceleration will also be ' tolerated, and sO on until 

the ~e ~9 ~t~k~l ~,-:. c, ,~~ I~(~ 
Q.- '''''~ C\.,.."t .:v ~ ~~ ~ LU.. 
10. We cannot afford to compromise with inflation. 

Price stability - zero inflation - is possible. It is 

not all that long since we had it in Britain, at 

least for a short time. Prices in the early part of 

1960 were no higher than in the spring of 1958. ~ I .. J(,:..V .... 
~ """ ~....:~ sa.:..... t: ~. . ~ certainly not ~f'iel'leed inf1a1:ioll fl 0l.rtt7e"'" ~ 
aa'l;,tl~e. According to Deane and Cole (British 

Economic Growth 1688-1939) the price level at the 

outbreak of the First World War was about in line 

with what it was in 1660, so far as it is possible to 
. ~t~~ 

make a comparison. The price level did rlse ~ 
r~()~ ~~) 
~ca5jon iA b~n, usually because of wars, but 

6 



prices then fell back so that the trend was roughly 

steady. The problems may have become more difficult 

in the modern world - even Germany and Switzerland 

do not enjoy price stability at the moment - but we 

should not be mesmerised by the last 20 years. 

Short- and long-run causes 

11. What then are the right weapons for the fight 

against inflation? This question cannot be answered 

until we are clear about the causes of inflation. 

Here I would distinguish between non-monetary shocks 

to the price level, such as changes in commodity 

prices, ~XChange rate movements~nd indirect tax 

changes, and the more lasting influence of the rate 

of monetary growth. External shocks can upset the 

relation between money and prices in the short run, 

but all the evidence is that over the medium term 

the relationship between the two is stable. 

12. From this it follows that to control inflation 

on a permanent basis it is necessary to control the 

rate of monetary growth. One can of course hold down 

individual prices for ashort time by a variety of 

7 



direct controls and subsidies. I spent some time 

trying to do so from 1972 to 1974. But I recognised 

even then that they were not capable of achieving 

a permanent reduction in the rate of inflation. 

Price c9ntrols cannot be maintained for ever. 
l\..t.., a...~ lev ~ ~~ ~ 

They prevent the adjustment of relative prices 

which is essential to the proper functioning of the 

economy. Where prices are held down by subsidy, as 

~ ~;J;:!'"~ ~~ ~ 
WOilIi lali' Co"erpment 1 n the cage sf 

nationalised industry prices the burden of the subsidy , 
places an excessive strain on public finance. In 

short, if the underlying causes of inflation are not 

tackled a policy of price control can only check price 

rises for a short time. 'k 1tIOO~. ~ u( fL. ~ 
,~ t:.. e-l 

13. What is needed is a framework which permits 

relative prices to adjust to their market-clearing 

levels against the background of an overall check on 

rises in the general price level. Such a system 

promotes economic efficiency and freedom. I had 

already learnt this by 1974, when I said: 

"If the essential dynamic of a competitive 

economy is to be maintained, then we must 

look forward to the ••• removal of the 

8 



constraints of the present system. We must 

aim ••• for a much more selective and 

discriminatory system of price surveillance ... , 
more closely related to our present pattern of 

anti-monopoly legislation." 

The need for monetary policy 
s<.~ ",..,., 

The ~F~~~W8Pk ,(hie~ ~~S 14. beeA 8velv8~ fer 
,u.... ~AA I~ 

restraining the general price level i&,JA~(~ in 

m~A:)T other cOIJt;;\tpie~, control of the supply of money. 

This is of course not a recent idea [Oisraeli Quote] 

For me, there has been no blinding flash on the road 

to Chicago. I was certainly expressing such ideas 

in speeches I made in 1975. 

15. Nor is the importance of monetary control 

recognised only in this country. In the European 

ommunity, the IMF, the OECO, it is simply taken for 

granted that a key element in economic policy must be 

a firm limitation of the extent of monetary expansion. 

I find the attitude of the continental Europeans 

especially refreshing since they do not seem to suffer 
~~.~o(~~~.~ 
proposltlons about monetary P011CY as we do in this 

9 



country, or as to a lesser extent do the North 

Americans. A good example of the common sense to 

be found in Europe is the evidence submitted by 

1 

the Bundesbank in response to the enquiry conducted 

by our own Parliamentary Select Committee. They 

rightly insist that a sound monetary policy promotes 

growth. "The Federal Government and the Bundesbank 

are both firmly convinced that in the long run a 

consistent policy of tight and stable money creates 

the best co ndi tions for satisfactory economic growth". 

In the face of this international agreement I found 

the statement of the 364 economists that there was no 

theoretical basis for policies of monetary control 

extremely puzzling. 

16. What perhaps is more recent is the setting of 

explicit monetary targets. But the evolution of such 

targets has been a quite natural development. When 

currencies were tied to the gOld standard monetary 

restraint was more or less automatic. If prices rose 

too rapidly in one country a balance of payments 

deficit would ensue. The country would lose gold 

across the exchanges with a consequent reduction in 

10 
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money supply and thus inflation. The fixed exchange 

rate system effectively produced the same result. 

Thus for most of the nineteenth and twentieth 

centuries monetary discipline was imposed from without 

via the linking of the currency to an external standard. 

17. By the early 1970s, however, the strains on the 

fixed exchange rate system imposed by inflation and the 

weakness of the dollar forced its abandonment. It must 

be doubtful whether the fixed exchange rate system could 

have coped with the shocks the world economy has 

experienced in the last decade. A floating rate system 

became necessary. But it was then also necessary to 

make explicit the implicit monetary control that had 

been exercised by the old system. Most large western 

countries were quick to do this. In short, while 

monetary policy has evolved over the years into our 

present system of medium-term targets for the growth of 

£M3, there is nothing remotely new about a framework of 

monetary restraint. 

18. Of course, having moved to a system of monetary 

targets, we cannot have it both ways and try at the 

same time to hold the exchange rate at a particular level. 

11 
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The monetary targets must come first. The Governor 

in 1978 described the experience of the last Government 

the year before: 

"A time came when we felt unable any longer to 

maintain full control over the growth of the 

money stock without setting the exchange rate 

free to float - concern about exports notwith-

standing. The decision made in those circumstances 

emphasises our commitment, in conditions of 

conflict, to controlling the monetary aggregates." 

19. Attempts to control the rate directly, whether 

through substantial Government intervention in the foreign 

exchange market or through capital controls, may have 
~~ 
some Aimpact, but the experience of many countries 

suggests that market forces are often too strong to 

resist. Not only has it proved impossible to operate 

an exchange rate policy, but domestic monetary control 

has been compromised by the attempt. In the end there 

is little alternative but to leave exchange rates to 

be determined by the balance of forces in the market. So 

despite the importance of the exchange rate - both in its 

influence on the rate of inflation and its effect on 

industry's competitiveness - there are no magical means 

12 



open to the Government to manipulate it. I have 

no doubt that we could reduce the current nominal 

exchange rate by pursuing more inflationary 

policies. But that would not help competitiveness. 

13 
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The conduct of monetary policy 

Given then that monetary control has the 

central place in our anti-inflation strategy 

what has been our experience with the policy 

over the last two years? The first point to 

make is that this has been a time of upheaval 

in the world economy. The 1979 increase in the 

world price of oil - as serious as that of 

1973-74 - has created worldwide recession and 

increased inflationary,pressures. The oil price 

increase has .1~lY oontFiBu~~d t~ 
the strength of sterling. All this has made 

economic management over the last two years 

more difficult. 

Inflation has been coming down. It was on 

an upward trend when we came to office and 

reached a peak of nearly 22 per cent a year ago. 

But since then it has declined steadily. The 

annual increase in the RPI is down to12~ per cent 

and we forecast single figures next year. Tbprp _ 

I ' 
~ 

lis no doubt 
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iiS no d p" b t that ~ his deceleration of prices 

has GOFiAz(] in Dp s p O O.Q to -eigliL Fiiiolieial ~~rJditioRO . 

.ARiiil~ been accompanied by welcome changes 

in attitudes and expectations. 

Nonetheless , the recorded rate of growth 

of £M3 - our target aggregate - was well above 
~~ CUCCl'!.4~ ~ ~ 

the target ra ngE{ ' This was part l y 'el'l'P' t'ii' the 

removal of the corset, but by no mearu entirely . 

This has led some - including this University -

to criticise us for maintaining an insufficiently 

tight monetary policy . But other indicators 

suggest that this criticism is not justified : 

the behaviour of the narrower monetary aggregates, 

the strength of the £, the level of real interest 

rates and the fall in inflation itself. So 

other critics, such as the Treasury and Civil 

Service Select Committee, agree with our view 

that "monetary conditions have been tight." 

23 All this might suggest that £M3 is not a 

reliable indicator of underlying monetary conditions. 

IS IHowever, there 

.. 



However, there were many special factors at work 

last year, not only the unwinding of corset 

distortions, but also the nature of the 

recession, with its severe pressure on company 

finances. That is why it was right to take 

account of all the various monetary aggregates, 

and of the level of real interest rates, in 

reaching day-to-day decisions about monetary 

policy. We have always said that we would do 

so, for example, in the Green Paper on monetary 

control published a little over a year ago. 

~L) Nonetheless, over the medium-term there are 

great advantages in using for target purposes 

a broad aggregate like £M3, with its clear link 

with fiscal policy. The Governor concluded in 

his 1978 lecture that "£M3 ... has a number of 

advantages over its rivals ..... We have chosen 

best in selecting £M3." And I note that the 

City University study to which I referred also 

endorsed the use of this aggregate. 

Ii, ITechniques of monetary control 

, . 
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Techniques of monetary control 

Of course, I am not claiming that our system 

of monetary control is a perfect one. I fully 
~ ~ t4v ~"f\,(} 

accept the need to strengthen 8~P a~ility to 
c>Je-. 

~Rt~el monetary growth. Our approach here has 

been guided by three principles. First, we have 

learnt that control must be achieved without 

recourse to quantitative restrictions or 

institutions. Indeed, with a financial system 

as well developed as ours, as closely integrated 

with world financial markets, control so 

achieved may well be control in name only. We 

have therefore dispensed with the corset, just 

as we have removed distorting controls elsewhere 

in the economy. 

Secondly, in place of such controls we 

prefer to rely on the fundamentals of monetary 

policy - fiscal policy, funding and interest 

ra t es. I shall say a little about fiscal policy 

in a moment. As for funding, we have already 

made two major improvements - the National Savings 

h linitiative and 



initiative and the introduction of an indexed 

gilt . We met our target for National Savings 

last year and are making a good start to this 

year's objective of £3 billion. The indexed 

gilt is, in my view, a major advance which will 
.,.".,...:. ~ tt6 

greatly increase the ~ibili~y of tR~ 

Government in conducting debt sales. 

21 The third principle has been that of an 

evolutionary approach. The extensive and 

interesting public debate which followed the 

Green Paper on Monetary Control persuaded me 

that there were attractions in monetary base 

control but that we needed more information 

before we could take a decision. We needed to 

be able to assess more clearly how such a system 

might operate in practice. For example, the 

banks' behaviour in the past has reflected the 

fact that they have been able to acquire cash 
lG 

with a high degree of certainty as ~its terms. 

It is difficult to assess how ~uld modify 

their operations if this presumption were changed. 

II was not 
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La I was not prepared, as the Governor put it 

in his evidence to the Treasury Select Committee, 

"to take a jump in the dark to a wholly new 

system where the consequences are not yet fully 

visible". Our approach has therefore been to 

proceed step by step, making changes which are 

desirable in themselves and which will enable us 

to learn more about the way monetary base control 

might operate. You will be familiar with the 

changes which the Bank is making to its money 

market operating procedures. I would just like 

to highlight two ways in which they will 

contribute to this evolutionary process. Firstly, 

market forces will have a greater role in 

determining the structure of short term interest 

ra tes. [Secondly we can expect closer control by 

the banks on overdrafts and more market related 

pricing. This will be advantageous to the 

extent that it reduces the risk of round-tripping 

and induces banks to pay more regard to asset 

ma nagement. ] 

IThus our 

.. 



2 0 Thus our attitude to monetary base control 

remains as it was last November. We will want 

to complete the changes we have set in hand and 

gain some experience from operating them before 

deciding on the next steps. 

Supporting policies 

to monetary 

matter what improvements can be made 
)~, 

control I have never believed that 
A 

the setting of monetary targets is enough by 

itself. I have never been monomaniac about 

monetary policy. For example. in 1975 I said 

in a speech that "reducing the money supply is 

neither an instant nor a simple nor a self-

sufficient solution to the problem [of inflation]." 

First of all. we have to have a fiscal policy 

compatible with our monetary policy. If the 

two were incompatible the strains could become 

so great that even success against inflation was 

put in jeopardy. At the very least excessive 

borrowing would increase the transitional costs 

of reducing inflation. The high interest rates 

20 Inecessary to 
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necessary to finance an excessive PSBR would 

bear most heavily on companies, lea~ing to 

reductions in investment, and stockbuilding. 

This would have costs both in unemployment in 

the short run and in a weakening of growth 

prospects in the longer run. It is a measure 

of our determination to achieve a PSBR consistent 

with the monetary targets that we were prepared 

to increase taxes to the exten~ we did in the 

last Budget. This was a case where our anti-

inflation objective conflicted with our desire 
cln-

to reduce thetincentive effects of taxation. 

Defeating inflation had to come first. 

But it is not only Government decisions 

which determine the extent of the adjustment 

costs. There is certainly room within the 

monetary targets for real growth in the economy. 

During this financial year we expect inflation 

to drop to 8 per cent, compared with a monetary 

target of 6-10 per cent and an upward trend in 

velocity of 1-2 per cent a year. But whether 

z, /growth 
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growth materialises depends largely on the decisions 

of individuals. The money supply targets act as 

a medium-term constraint on the growth of nominal 

spending - a sort of national cash limit. But 

it is the response of individuals which determines 

how that growth is divided between price inflation 

and a rise in real output. It is crucial that 

pay, prices and other variables should adjust 

together, within the national cash limit to 

achieve a satisfactory balance of unemployment 

and inflation. For too long the maintenance 

of full employment at any given wage level has 

been regarded as the exclusive responsibility 

of Government and the monetary authorities. Once 

the Government provides a stable financial 

framework the ultimate responsibility for 

unemployment lies with those involved in pay 

bargaining. We have in any case been taking too 

much out of the economy in pay in recent years 

and leaving too little for profits, with serious 

effects on economic growth and prosperity. 

/The need 

- .' . 



~2 The need for consistency between the growth 

of pay and of the money supply naturally leads 

some to argue that monetary policy should be 

supplemented by an incomes policy. When I was 

a member of the Heath Government I saw the 

attractions myself. I said in 1974 that : 

"Few people ... are prepared to doubt 

the need, in present conditions 

certainly, for some ';~-10 .: 

guidelines for the conduct of 

collective bargaining." 

~ ~ However, as with prices policy, I came to 

doubt whether incomes policy could be sustained 

for any length of time. In 1976 I set out a 

list of objections to income policy. I think 

these still hold good today. The first objection 

to the setting of wage targets or norms is that 

they substantially destroy the functioning of 

the labour market. Changes in relative wage 

rates are, as I said then, the lights that wink 

2.3 
fat each other-
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at each other over a market place where so many 

people change their jobs each month. The second 

major objection is a political one. If the state 

itself should attempt to simulate the market 

place and to plan relativities throughout the 

economy, then freedom itself will be endangered. 

It is not a bad definition of a free society to 

say that it is one where the worth of each 

individual is not to be determined by the state. 

The third objection is a very practical one. It 

has not proved easy to evolve a practical method 

of making these non-market jUdgements. Each 

~f![ ha s led to its own prob lems J from the 

frequent anguish of Parliamentary debate to the 

medieval intellectualism of particular ~ 
~g~~~i;h~ casgs. The fourth 

objection to the establishment of an institutional 

incomes policy is the greatly increased leverage 

the trade unions (or their leaders) acquire over 

many matters that are properly the responsibility 
. ~ 

of the elected Government. Under a ~1 ietg of 

administrations policies for taxation, prices, 

lindustry and 
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industry and other matters have all been changed, 

often in a harmful way, to persuade trade unions 

to accept incomes policy. And at the same time 

the risk of conflict between Government and 

trade unions is greatly increased. Finally, 

the control of prices seems to be the inevitable 

quid pro quo for the acceptance of an incomes 

policy. I have already touched on the harm 

that such controls can do to the economy. 

3y None of this is to deny the Government does 

have a role and in fact a very important role to 

play in assisting the process of wage and price 

adjustment. The monopoly power of large trade 

unions is a major ~gtg~ti~l obstacle to adjustment. 

The closed shop, the law relating to picketing 

and other trade union privileges are all factors 
~r-~ 

which lilti~2itBl} uilbalolice I'=lElHBF in the labour 

market and contribute to higher unemployment. 

This is not only true in the adjustment period. 

, ~ ~factors are also partly responsible for 

the trend rise in unemployment I described at 

Ithe beginning 

,-
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the beginning of this lecture. Pollowing the 

experience of the Industrial Relatipns Act no-one 

understands better than I that you cannot simply 

legislate these difficulties away. But that is 

not to say that we can shirk the task. The 

vital first step is to spread greater understanding 

not least among trade union leaders - of the link 

between labour market rigidity and unemployment. 

3S We also have a responsibility to spread 

greater understanding of the implications of our 

monetary and fiscal policie~ and to influence 

inflation expectations. This is why we published 

the MTFS with its targets over a four-year period. 

Again this is an idea which has evolved over a 

period of time. I proposed something like it in 

1975. I was also interested to see a recent 

study by the Hamburg Institute, which attributed 

Germany's success in containing inflation after 

the second oil shock to widespread belief in the 

determination of the authorities to stick to their 

monetary targets. 

/We have also 



3b We have also attempted to spell out the 

consequences for employment of pay -settlements 

not consistent with the monetary targets. There 

is now clear evidence of this realisation, 

particularly in the level of private sector pay 

settlements. People are learning - as they have 

in other countries - that the real value of 

their incomes cannot always be guaranteed. 

Past rises in the retail prices index are 

having less influence than the realities of 

the current situation. The task now is to 
~~ 

con t;PIIP the process of education into the 

public sector. 

3~ We badly need a better system of wage 

determination in the public sector. I am not 

ashamed to admit that my own ideas on this 

subject have changed radically. The problem 

is an intractable one. In 1975 I was prepared 

to argue for indexation of public sector wages, 

to ensure that the public sector did not get 

left behind. Certainly this tended to happen 

lunder the 



under the last Government's incomes policies. 

But today wages are increasing faster in the 

public sector - especially in certain 

nationalised industries - than elsewhere. 

[Figures] 

r 

~! In those industri~s we are increasing 

external disciplines on wages and other costs 

through opening some industries to a measure 

of competition, returning all or part of others 

to the private sector, referring individual 

industries to the Monopolies and Mergers 

Commission, and setting firm limits on external 

financing. But I do not believe that we have \\ 
yet got the complete answer. 

Similarly, in the directly employed public 

sector we need more coherent bargaining 

arrangements than either the series of ad hoc 

solutions from Willberforce to Celggor the 

rigid roundabout process of pay comparability. 

The Government is now ~gt £Qrth on the task of 

2-8 /attempting to 
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attempting to create an alternative system, 
~# . ~~ 
w../;ti e-h wi 11 ta ke ~"iEl'" time. Stt-t the pu b 1 i c 

sector must continue, along with the private 

sector, to play its full part in the attempt to 

gear down pay and prices and therefore improve 

the prospects for unemployment . 

wG' I believe that wage bargainers will show 

greater responsibility the more open is the 

Government's approach to economic management. 

The undue influence of particular interest 

groups needs to be challenged in a much wider 

and more open consultation. It is only b'}making 

clear the nature of the national cash limit and 

the demands applied to it that we can begin to 

discuss the influence and role that each of the 

major participants can play. We have tried 

within the framework of NEDC to promote the 

widest discussion on these matters . It is not 

a matter of striking an old style deal, designed 

only to appease the prejudice of individuals, 

but to promote a wide-ranging discussion where 

29 leach party 



each party is forced to realise the claims 

that others have upon t he economy . - It may be 

t hat we have not yet been open enough . We have 

further steps in mind. But trade unions too 

must recognise the need for an open and informed 

discussion of pay. 

~ ( Th e NEDC has a developing role to play. So 

too do bodies such as the Treasury Committee which 

\'" ~ .v1I'WV'i a~ 
:.pFB'o'i~ a non-partisan commentary on Government 

policy. Indeed their influence could be much 

greater if they sought to make the case for pay 

moderation, or suggested reforms to the 

determination of public sector pay, or stressed , 
the importance of restoring competitiveness and 

improving mobility in the labour market . 

Removing other rigidities 

But it is not only pay which needs to 

adjust more quickly if we are to minimise the 

costs of reducing inflation. The same need 

applies to prices . Thus the progress we have 
-. t 

Imade on the 



made on the supply side of the economy, which 

will have beneficial long-term effects, will 

also ease the process of transition. We have 

removed Government controls - on prices as well 

as wages, dividends and the movement of currency 

across the exchanges - and we are strengthening 

the forces of competition - ~ ~~ ~a~ a~ 
widening the scope of the Monopolies and Mergers 

Commission. The combination of monetary 

deceleration and monopoly pricing would spell 

loss of output and loss of employment. But if 

prices can adjust freely to the new market 

conditions the difficulty is greatly reduced. 

Conclusion 
. ---:> 

ll~ Squeezing inflation out from an economy 

which has become accustomed to high rates over 

a period of years cannot be an easy task. I 

have no doubt that the road ahead will continue 

to be a long and hard one. It is not sufficient 

to apply anti-inflationary policies for a brief 

period. That would not permanently conquer 

linflation 
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