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FORTHCOMING TREASURY BUSINESS IN THE HOUSE OF LORDS

You may wish to be aware that the current forthcoming Treasury
business in the Lords is as follows:

ORAL QUESTIONS

Tuesday 31 January Viscount of Oxfuird - To ask Her

Majesty's Government whether the United Kingdom's share by
volume of world trade in manufacturing industries is increasing

or decreasing.

Government Spokesman: Lord Young of Graffham. EA2 Division in
the lead.

Wednesday 8 February Lord Ezra - To ask as Her Majesty's
Government whether they regard it as a matter for concern that,

according to the recently published Social Trends survey,
household savings as a percentage of disposable income was
negative in 1986 and 1987.

Government Spokesman: To be confirmed. EAl Division in the
lead.
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Monday 13 February Lord Jay - To ask Her Majesty's

Government what is their estimate of the total of foreign-owned
funds held in sterling which could be withdrawn on demand.

Government Spokesman: To be confirmed. EA2 Division in the
lead.

Tuesday 14 February Lord Bruce of Donnington - To ask Her

Majesty's Government whether they will report on the
discussions at the European Community's Economic and Finance
Council on the frauds referred to in the question asked by Lord
Bruce of Donnington and answered by Lord Young of Graffham on
20 January 1988 (H.L. Deb. Cols. 206-207).

Government Spokesman: To be confirmed. EC2 Division in the

lead.

TREASURY INTEREST QUESTIONS

ORAL

Monday 6 February Viscount of Oxfuird - To ask Her Majesty's

Government whether they will give the latest available
statistics on business start ups in 1988, and comparable
figures for 1987.

Government Spokesman: To be confirmed. Dept of Employment in
the lead

L
MARI ROGERSON
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NOTE OF A MEETING IN ROOM 47/2 AT 3PM, WEDNESDAY 27 JANUARY

Those present: Economic Secretary
Mr Scholar
Mr Peretz -
Mr Grice
Mr Rich
Mrs Ryding
Mr Barnes

Mr“Patterson ')
Mr Wilsoun ) DNS
Mr Ward )

Mr George )
Mr Allen )
Mr Althaus )

Bank of England

Funding Arithmetic
1 Mr Peretz explained that the main change to the funding

arithmetic since the last meeting at the end of November was a
downward revision to the forecast PSBR of some £4 billion. Also,
there had been intervention in December of around £2 billion. The
gilt sales requirement for January to March was £3% billion, and
taking account of gilt sales already made or tied up, this left
£1.3 billion still to be sold in February and March. There were
many uncertainties, but the main one was the PSBR. At this time
of year there was an average error on the PSBR forecast of £1%
billion and in all of the previous four years the forecast made at
this time of year had proved over-pessimistic. It was possible
that the PSBR surplus would be even bigger than forecast, but
uncertainty on the LABR went the other way. A further uncertainty
was the redemption of the index linked gilt due to occur on 30
March. The arithmetic assumed almost all of the redemption money
would be paid this year, but it was possible that some could slip
into next year. Given the current policy stance, it was unlikely
that there would be significant intervention, and indeed even if
there were, this would probably not be funded this year given the
Chancellor's Mansion House speech. Next year's funding task
looked almost non-existent given the forecast of a PSBR surplus
and assuming that some intervention would be unwound. The
situation would need to be monitored carefully towards the end of
the financial year.

o 104 Mr George agreed with the points Mr Peretz had made.
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National Savings

3. Mr Patterson explained that there had been high inflows into

income bonds, since the turn of the year. The high rate of
outflow experienced last autumn from fixed income certificates had
also dried up. The increased contribution from National Savings
to £2 billion for the financial year as a whole was primarily due
to lower outflows rather than high inflows. Given the 1%
competitive advantage since December when building society rates
were reduced, sales generally had remained surprisingly low. He
was however reluctant to advertise income bonds given recent pick-
up in inflow. The forecast of a £2 billion contribution to
funding for the year as a whole was likely to prove robust,
providing there were no upheavals. However, the risks were up
rather than down.

4. The Economic Secretary asked if rates on national savings

should be reduced. Mr Patterson said that the most obvious

candidate was the general extension rate (GER). It was agreed

that the general position should be reassessed when more
information on next year's funding task was available. But a
reduction in GER from 1 March should be given serious
consideration.

Gilt Edged Market
S Mr George said that the mood in the gilts market had been

generally good. Economic data had been encouraging and
nervousness about overheating had waned. Also, the strength of
the fiscal position had not generally been appreciated in the
markets. There should be no difficulty in achieving the funding
requirement for the year as a whole. The Bank's recommendation
was a funding target for February of £1 billion including the
second call on the auction. TIf markets proved very strong it
might be sensible to take the insurance and fund rather more in
February. It was agreed that the aim should be a full fund over
the year as a whole, and that the funding target for February
should be £1 billion.

Auction

6 Mr George said that the third in the series of experimental
auctions had proved very interesting. The Bank would be taking
the views of market makers the following day and the Bank hoped to
be in a position to prepare a paper for the funding meeting in
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February. We needed to be ready to announce future plans for
auctions immediately post-Budget. The third auction had been a
success in the sense that it had brought about an improvement in
the market. Subject to the views of market makers, he would wish
to continue with auctions, but perhaps two rather than three
(maybe dropping the medium) and possibly less stock; to continue
next year even if that required some buying in. The Bank's paper
would be available in good time before the next funding meeting.

Cost of Funding
2. Mr Peretz explained that compared with the figures circulated

in November, break even yields were slightly higher, but shorts
and IGs remained better value than medium and long conventionals.
The figures would be updated in line with the latest forecast.
Table 3(b) showed that the proportion of shorts was 32% of total
conventionals but this was slightly misleading in that it scored
the convertible as a short. However, it was noted that with a few
exceptions the conversion options were usually not taken, and

Mr Grice noted that on our own internal interest rate forecast it
would not be sensible to convert. Mr Peretz welcomed the fact
that it had been possible to sell IGs recently, and hoped that a
reasonable proportion of remaining sales this year could be IGs.

Money Market Outlook
8. Mr Allen said that money market assistance totalled just over
£12 billion and was forecast to remain on a plateau until late

March. There was no cash management need for a new repo, unless
one was needed for interest rate reasons. The gap between bill
rates and money market rates had now narrowed quite substantially
and his own view was that the repo had helped narrow this gap.

Next Meeting
9. The Economic Secretary noted that the next funding meeting

would be held on Wednesday 24 February.

CATHY RYDING

Circulation: Those present
PPS -
Sir P Middleton
Sir T Burns
Sir G Littler
Professor B Griffiths - No 10
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cc Sir P Middleton

I have a number of invitations outstanding for which I would bhe

grateful

(1)

(ii)

(iii)

(iv)

for your approval:

The 5 pm Club: the invitation is for April.

A Layard Conference on "Barriers to European Growth"
to be held in Germany in the second half of June.
The Economic Secretary was originally asked but
turned it down because of pressure of Parliamentary
work. I am not very enthusiastic but if they have a

good turn out it may be interesting.

Michael Tait who is now our Ambassador in the United
Arab Emirates would like me to go to Abu Dhabi in the
second half of March or early April to give a talk to
various Dbankers/financiers. His suggested title is
'The British Renaissance'. If it can be fitted in

between the Budget and Easter it could be

interesting. He thinks he can fund the travel
expenses. lt would mean being away from Thursday to
Sunday.

The Polytechnic Teachers in Economics have invited me
to become President of the Association and speak at
their conference in Plymouth in late March. This
would be impossible if I accept Michael Tait's
invitation. Otherwise there is something for giving
them support - they tend to be 1less trouble than
University Teachers of Economics! "~One possibility
would Dbe to suggest doing it the following year when

hopefully the conference would be closer to London.

T BURNS



SECRET

. 1 From : D L. C Peretz
(/Y‘:( Date : 28 January 1988

CHANCELLOR (b\ A e

cc Economic Secretary

v 2 Sir P Middleton
' QV ) Sir T Burns
V- Sir G Littler
\\ Jﬂ\\ ;&g Mr Scholar
e Miss O'Mara
(S})_ v Mrs Ryding
Mr Cropper

MARKETS: REACTION TO TRADE FIGURES

It does not look as if the market reaction to today's figures has

helped much with our interest rate dilemma.

2% When the trade figures came out at 11.30 the exchange rate
fell back a little, from just over DM 2.97 to, say, DM 2.963/4.
The gilt market, which had by then risen about % a point on the
day at the long-end, also temporarily fell back a little, but not
for 1long. By the close gilts were just under a point up at the

long—-end on the day.

3 The main explanation for the strength of the gilt market is
that it followed the similar rise in the US bond market, aftergUs
Q4 GNP figures: with the slower rise in consumer spending and
increase 1in inventories both pointing to a better prospective US
trade performance. Other factors may have been that our own
December trade figures looked better on closer reading; and that
the fact that the market scarcely £fell when they came out
suggested a fairly robust underlying tone to the market.

4. This rise in the gilt market has also been reflected in a

fall in sterling short-term interest rates, with three month inter

bank rate coming down 3/16% since close yesterday - to 85/8%.
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5 None of this eases our dilemma on interest rates. The
exchange rate is now just a little bit further away from DM 3.00,
though as I write it has risen above DM 2.97. But short-term
market interest rates are also 1lower, so that - in 1logic at
least - a rise in the Bank's dealing rates would come as more of a
surprise, and be more likely to trigger an upward movement in

sterling.

6. We will take stock again in the morning with the Bank, in the
light of press comment on the trade figures and the market
reaction to that. If we decided we did want to move tomorrow, the
Bank would press to do so at 10.00 am, since there 1is a large
market shortage tomorrow which means there will be a 10.00 am
dealing round. But as things look tonight neither we nor the Bank

think a move tomorrow would be safe.

X

D L C PERETZ



RESTRICTED

ps2/49M
MISS M P WALLACE
28 January 1988 /' )\ A A /)
¢ Vv V/
MR P DAVIS cc Mr Bottrill

DECEMBER TRADE FIGURES

The Chancellor was grateful for your minute of 26 January. He is

content with your briefing, subject to the following amendments:

Defensive 4. - amend to read: "Deficit reflects significantly
faster UK growth than in other major countries. This 1is
unlikely to be permanent feature. Moreover, imports of

materials and capital goods have been rising as industry

increases investment."

Defensive 5. - insert after present Defensive 6, and amend

answer to read: "No. See preceding answer."

P

MOIRA WALLACE
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' _ From : D L C Peretz
Date : 28 January 1988

CHANCELLOR

cc Economic Secretary
Sir P Middleton
Sir T Burns
Sir G Littler
Mr Scholar
Miss O'Mara

ol Mrs Ryding
‘\ \\i/;k > Mr Cropper
il
MARKETS: REACTION TO TRADE FIGURES

N

It does not look as if the market reaction to today's figures has

helped much with our interest rate dilemma.

2. When the trade figures came out at 11.30 the exchange rate
fell back a little, from just over DM 2.97 to, say, DM 2.963/4.
The gilt market, which had by then risen about % a point on the
day at the long-end, also temporarily fell back a little, but not
fors long: By the close gilts were just under a point up at the

long-end on the day.

3. The main explanation for the strength of the gilt market is
that it followed the similar rise in the US bond market, afteSZbS
V4 GNP tigures: with the slower rise in consumer spending and
increase 1in inventories both pointing to a better prospective US
trade performance. Other factors may have been that our own
December trade figures looked better on closer reading; and that
the fact that the market scarcely fell when they came out

suggested a fairly robust underlying tone to the market.
4. This rise 1in the gilt market has also been reflected in a

fall in sterling short-term interest rates, with three month inter

bank rate coming down 3/16% since close yesterday - to 85/8%.

Q/k



SECRET

Diw None of this eases our dilemma on interest rates. The
exchange rate is now just a little bit further away from DM 3.00,
though as I write it has risen above DM 2.97. But short-term
market interest rates are also 1lower, so that - in 1logic at
least - a rise in the Bank's dealing rates would come as more of a
surprise, and be more likely to trigger an wupward movement 1in
sterling.

6. We will take stock again in the morning with the Bank, in the
light of press comment on the trade figures and the market
reaction to that. If we decided we did want to move tomorrow, the
Bank would press to do so at 10.00 am, since there 1is a large
market shortage tomorrow which means there will be a 10.00 am
dealing round. But as things look tonight neither we nor the Bank

think a move tomorrow would be safe.

X

D L C PERETZ
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FROM: MISS M P WALLACE
DATE: 29 January 1988

»-
L 4

MR PERETZ cc Economic Secretary
Sir P Middleton
Sir T Burns
Sir G Littler
Mr Scholar
Miss O'Mara
Mrs Ryding
Mr Cropper

MARKETS: REACTION TO TRADE FIGURES

The Chancellor has seen and was grateful for your minute

28 January.

Wy

MOLRA WALLACE

of
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FROM: PAUL DAVIS
DATE: 29 January 1988

PS/ CHANCELLOR : (57 PS/Chief Secretary
s : PS/Financial Secretary
22 : PS/Economic Secretary
: PS/Paymaster General
Sir P Middleton
x Sir G Littler
: STy T 'Burns
Mr Scholar
Mr Sedgwick
Mr Peretz
Mr Monck
- - L Mr Bottrill
© Mr Matthews
Miss O'Mara
Mr Pickford
Mr R I G Allen
Mr Bush
Mr Owen
Mr Patterson
: Mr Tyrie

Mr Gray No 10
Miss Holt No 10

DECEMBER TRADE FIGURES

Much has been made in the press today (FT, Times, Independent,
Guardian et al) that® the 1987 current account deficit- was--the
largest recorded since 1974. Whilst this is'ffue on a nominal
basis, as a proportion of GDP the 1987 deficit is far smaller

than it was in the mid 1970s, as the table below shows.
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Current account as

Currentfaccount percentage of
£ billion nominal GDP
1970 _ 0.8 b
1971 154 1.9
1972 052 - 0.3
T 9% w0 ek sl
1974 : - - 4.0
1975 =ik h = =ik gt
1976 VA sy . o % |
1977 W el - 0.1
1978 <0 0.6
1979 - ~e0.0 T = 0:3
1980 oD 2.3
981 a3 25
1982 . ) L5
1983 3D ded.
1984 Led 0.5
1985 2; 4 0.8
1986 ol ¢ = ) 2
1987 a4 A4 e 1

* Based on first three quarterstDP estimate..

PAUL DAVIS
EA2
35A/3
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L SECRET
‘ FROM: MISS M O'MARA
(>£a DATE: 1 FEBRUARY 1988
/ w o

"aw ' =
ECONOMIC SECRETARY c(k\ . R (e ﬁ‘/)

. i \ Sir P Middleto

‘L‘/\,D\/Vt Lo oLl Sir T Burns

) SkriGeLhittiler
VLOFﬁ ow EﬁV«CJr SVVﬁ%D Mr Scholar
‘Qv N 'O Mr Peretz

0! Mr R I G Allen

Mg Goodman
M Polsin

!\A,”bw
RESERVES IN JANUARY l/ o 3

I attach for your approval the draft press notice and accompanying
briefing on the January reserves, prepared by Mr Polin.

2. We are publishing an underlying rise of $38 million. The
market is expecting an underlying rise of around $500 million
on average, although the range of expectations is quite wide.
The lower figure may therefore come as a slight surprise to them,
though perhaps less so atf'ter today's interest rate rise. Howcver,
you will recall that we would have published an underlying fall,
had we not deliberately swapped out of the forward book to avoid
provoking furfther debate on the profitability of our intervention.

Market intervention in the month was in fact negligible.

e The total reserves show a large fall of $1,233 million,
partly reflecting the quarterly EMCF swap which accounts for
$660 million and partly because we have taken advantage of our
currently healthy position to prepay some of our more expensive
public sector foreign currency de it . As we predicted last month,
despite the withdrawal of any interest rate subsidy, new borrowing
under the exchange cover scheme, although half the December figure,
remained comparatively high in January at $93 million, as borrowers
brought forward loans under the transitional arrangements agreed
with the European Investment Bank. Borrowing under the scheme

should be much lower in future months.
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4, Table 2 shows other countries' spot market intervention.
Operations were generally on a smaller scale -than in December.
The Japanese bought more than $1 billion dollars and the Canadians
$1.2 billion. The US  bought around $% billion  against
deutschemarks and $% billion against yen. However, Spain, known
to be a very heavy exchange market operator in both directions,
bought over $2 billion. (Spanish interest rates are currently

high and the market is expecting a fall.)

O™

MISS M O'MARA
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FROM: MISS M P WALLACE
DATE: 2 February 1988

.*

SIR T BURNS cc Sir P Middleton

The Chancellor has seen your minute of 28 January. He is content
for you to accept these invitations - despite the dubious nature of

the Abu Dhabi 'British Renaissance' trip.

i The Chancellor is delighted that you are to be President of

the Polytechnic Teachers in Economics. He has asked how long the
tenure is.

AP

MOIRA WALLACE
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FROM: MARTIN HURST
DATE: 2 February 1988

g . g
M L
X, MR ILE;T// ( ce PS/Economic Secretary

Sir P Middleton

2. CHANCELLOR S i S RENS

/\ /J/*) QA;; Sir G Littler

B Mr Monck

gx 2= Mr Scholar
/" ;\k : v WJQQ/ R e
v ek | 2 v Mr MacAuslan
\}ﬁ@ﬁ \ \ @vf/ Mr Courtney
COMPANY GEARING \)LDA/ ’S\/

Mr Allan's minute of 26 January asked for figures showing
debt/equity ratios for quoted companies as a whole in the UK
and in the US, together with comments on the main causes of any

differences.

2 It has not proved possible to obtain figures for all quoted
companies in the UK and in the US or for any reasonable subset
of quoted companies on a consistent definition. The Bank and
the DTI were also unable to suggest any source. We have thus
limited ourselves to figures for all industrial and commercial
companies. Financial companies are excluded (as is conventional)
because debt-equity ratios do not have the same significance
for them, (since much of their debt is raised purely to finance
the provision of loans to other sectors their measured gearing

would be artifically high).

3ie There arc several different ways in which gearing can be
measured. In particular both net and gross measures can be used
for debt, and equity can be valued either using market value
or on an historical cost basis. The figures in the table overleaf
are for gross gearing using market valuation of equity. This
measure is probably the clearest conceptual definition, and avoids

the need to decide which assets should score as negative debt.

4. For comparison, net figures are shown in parentheses for
the last two years and a BEQB table showing net gearing for the
UK only on a net market value definition (also wused in

Hoare Govett's recent 'Quoted UK plc) is attached.




b

Debt/Equity Ratios (1) 1966-T3 197h-T9 1980 1981 1982 1983 1984 1985 1986
K 0.67 1.38 1.13. 1423410037 0.87: 0.74 10.72 0.62

bt (0.51) (0.43)
Us 0.5k 0.96 0.7T, 0:92, OUBT 70.78: 049070483 0.78

(hh (0.57)(2)  (0.50)

(Source OECD-'84, US Department of Commerce, CSO)

(1) Gross 1liabilities excluding equity and trade credit as a

proportion of equity at market value.
(2) Net figures deduct holdings of liquid assets from debt.

5ie Although compamﬁions of 1levels figures for gearing can be
misleading, in part Dbecause different measures can lead to
different relative results, it is clear that gearing in the UK
has behaved in a different manner over time to that in the US.
In particular while UK gearing fell between the 1late 1970s and
the early 1980s and again post 1983, US gearing has been relatively
steady. The rise in equity prices over the last few years will

have tended to lower gearing in both countries but:

- The sharp falls in UK equity prices over 1973 and 1974 left
the market valuation of equities at a very low level relative
to historical trends, so somc of the fall in UK yedring
since then may represent a return to more normal 1evels.
The falls in US share prices in the early 1970s were much

less marked.

- The 1984 change in UK corporation tax considerably reduced
T«\?ﬁ it 63 the favourable tax position of debt relative to equity and

may be responsible for some of the fall in gearing thereafter.

- The US market in commercial paper has been around for a
long time, although the junk bond market is more recent.
The growth of these instruments may have made marketable
debt more attractive in the US than in the UK where Jjunk
bonds do not exist and commercial paper (which concept also
includes euro and US paper) has only recently contributed

significantly to corporate finance.



The mid 1980s saw significant destruction of US equity.
This occurred in two ways: first, leveraged buy outs, largely

financed by junk bonds used debt finance to purchase the

equity of target firms. This equity disappeared if the
buy out was successful. Second, some firms then purchased
their own equity as a defence to takeover bids. Different

motives 1lie behind the current (post crash) purchases by
firms of their own equity, which although partly defensive
are attributable more to long term [inancing decisions and
to a desire publicly to show firms' confidence in their

future.

A factor which, if relevant, would point in the other
direction, viz a higher UK debt equity ratio, is the existence
of pre-emption rights in the UK. These might discourage

UK equity issuance relative to the US.

Mauchn H

MARTIN HURST
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Table B

Gearing
Per cent

Capital goods group

Building materials

Contracting and construction
Electricals “
Electronics

Mechanical engineering

Metals and metal forming

Motor components and distributors
Other industrial materials

Consumer group

Brewers and distillers

Food manufacturing

Food retailing

Health and household products
Leisure

Newspapers and publishing
Packaging and paper

Stores

Textiles

Tobacco

Other consumer goods

Other groups
Chemicals

Office equipment
Shipping and transport
Miscellaneous

All industrial groups

Oil companies

Industrials and oils
Number of companies analvsed

Source: Datastream Limited.

September | 4%6

Capital gearing(a)

Average

1970-79 1980 1981 1982 1983 1984 1985
23.7 20.6 18.5 18.7 15.1 16.2 184
220 15.1 16.7 18.1 18.0 175 1973
245 18.3 11.6 9.7 11.4 12.9 13.1
233 22.8 19.7 15.1 9.4 14.9 14.1
10.3 56 -133 -14.1 -18.2 1.4 13.6
21.2 17.2 15.6 17.3 13.6 12.0 73
233 22.7 23.2 279 24.1 271 25.1
34.6 32.8 35.9 37.1 30.5 25.6 329
25.2 24.1 27.7 30.6 29.9 21.1 27.5
24.2 204 19.0 19.3 16.2 19.2 19.6
30.3 21.4 23.6 21.0 20.0 22.2 22.6
218 22.3 21.4 22,1 20.3 239 21.7
0.2 13.0 5.6 2.9 4.9 122 10.0
26.1 21.9 17.9 19.5 6.3 17 14.9
31.9 23.8 22.1 273 26.6 23.7 21.9
14.1 12.6 14.4 14.7 11.9 749 345
35.5 26.9 275 27.5 24.7 20.9 186
1.1 8.1 1.2 9.9 5.9 4.5 12.1
28.5 24.8 23.0 19.0 12.4 14.7 7.1
26.5 28.4 20.8 21.9 16.2 25.9 23.0
12.9 12.9 10.6 11.9 72 7.9 i Ly
28.2 28.3 26.4 28.3 24.3 24.8 18.9
25.9 30.1 29.3 29.9 243 22.8 22.3
32.1 18.5 18.9 23.5 24.6 234 12.2
31.8 32.8 30.8 343 25.9 25.5 18.7
274 26.0 222 242 2315 26.0 17.9
24.6 21.6 20.1 21.2 17.8 20.2 20.2
224 30.3 30.9 289 20.9 21.0 18.2
243 23.6 228 232 18.6 204 19.7
1.2195. 31,768 1.732. - 1.686 1.641 L3770 189

(a) Total debt (less cash and equivalent) as a percentage of capital employed (historical cost. end-period measure).
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\Afr;cén Debt

Thank you for your letter of 24th December. I can understand your
pretference for using HMG's leverage on the other creditor countries to
secure a multilateral, rather than a purely unilateral, agreement to
ease Africa's debt burden. It occurs to me however that it might be
possible to move forward in stages. If, for example, EEC Finance Ministers
all agree to follow the initiative, this would be a strong platform from
which to move forward, even if Japan and USA refuse at this time. As
with HMG's cancellation of o.d.a. debts to least developed countries
such action would provide an inspiring lead which, eventually, other
governments might follow. Would you consider moving forward with your
African debt plan as an EEC, rather than a G7, initiative?

I would also like to raise two points relating to public expenditure.
The recently agreed UK contribution to the IMF's enhanced structural
adjustment facility is, as I understand it, not to be a charge against
the 0.D.A. budget. But would I be right in saying that the £250 million
you refer to in your letter - as pledged recently over three years to
the World Bank efforts for low income, debt distressed countries - will
all be funds drawn from the existing HMG aid budget? Will there be any
additional Treasury financing, for example, to support the £120 million
structural adjustment component?

Secondly, on budget questions, I return to your African debt initiative.
Presumably this has been budgeted for in Treasury public expenditure
estimates. If the plan fails to take off in 1988/9 because of G7
resistance, would you consider utilising the budgeted funds for other
unilateral debt relief measures? For example, could the funds be used
for a wriling-off of a portion of export credit debt to least developed
countries, or for a cancellation of o.d.a. debt to debt-distressed, though
not least developed, countries, such as Zambia?

Finally I would be very interested to have your views on the US-Mexico
debt initiative. Do you have any plans for a similar UK initiative?

continued/....
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I promise not to keep up this correspondence interminably - you have
more than enough pressures with which to contend - but it is frankly
encouraging to have a Chancellor who has found the time to focus seriously
on Third World issues. Incidentally, as the budget approaches whatever
the joy amongst taxpayers at the prospect of any tax cuts (and, I hope,
we're not guilty of hypocrisy about this!) we are on the one hand naturally
concerned to see a strengthened overseas aid programme and on the other
apprehensive about what cuts in tax will do to our own very important
covenant related income - the income on which we build in the longer
term with certainty. We are also concerned to protect the welcome new
source of income created by your imaginative payroll deduction scheme.

With warmest regards.

%"Q”\S-

Frank Judd
Director
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1. MR MCINTYRE \\

2. MISS WALLACE (APS/CHANCELLOR) cc PS/Chief Secretary
Miss Peirson

RPI ERROR: LOSERS

You told us that Mrs Elizabeth Peacock MP has asked why some
pensioner couples with one order book would receive only £8

compensation whereas others with two books would receive £16.

2. The vast bulk of compensation payments will be made this
month. Claimants in most of the groups to be compensated will
receive £8 for each benefit order book they possess. It was
essential, in order that the payments should be made as quickly

and cheaply as possible, to pay on the basis of order books.

3. Because of the operation of the benefit rounding rules, a
pensioner couple has suffered the same loss of basic pension as a
single pensioner (about £8). But pensioner couples have an order
book each, and it was decided that there was no alternative to
overcompensating them. They will therefore get a total of £16
compared to their 1loss of £8. There are about 2 million such

couples, giving a total overcompensation of £16m to this group.

4. However there are some couples in receipt of pension who have
only one order book. We think this must be the problem Mrs
Peacock has identified. These are generally couples where the man
has retired, but the wife is under 60 (i.e. not retired) and not
earning. The man will then get a dependency addition to his
pension, which 1is equal to the value of the married woman's
pension. Such a couple will receive exactly the same amount of
total pension as a pensioner couple. They will, however, only
have one order book and will hence only receive £8 in
compensation. They will not be 'losers' - as explained above, it
is the pensioner couples with two order books who are being

overcompensated.




5, In fact, the great majority (over 90 per cent) of pensioners

with combined order books will not lose,

6. There are, however, some disabled pensioners who will

genuinely lose as a result of having combined order books. These
are primarily those who are in receipt of the higher rate of
attendance allowance combined with a pension, invalidity benefit,
or widow's benefit. There are about 175,000 such claimants and
they will each suffer a net loss of about £5. The number of
people undercompensated in this way is about 2 per cent of the

pensioner population.

7. Later this vyear payments will be made to new beneficiaries
(those who start claiming after February and will also lose from
the error) and to the small number of very high losers (mostly
people on high rates of industrial injuries benefit, war
pensioners and the like). You should be aware that, in order to
keep administrative costs within reasonable bounds, it may not be
feasible to compensate fully every single claimant among the high

losers.

8. And of course, all claimants on income support and
unemployment benefit will lose (which is where the money to

overcompensate the married couples above comes from).

9. This note has been cleared with DHSS, who are taking a firm
line on not compensating those who have lost because they have

combined order books (see attached Hansard).

U bk

J D PORTES
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total number of D and C operations performed in England
and Wales in each of the last 25 years for which figures are
available.

Mrs. Currie: 1 shall let my hon. Friend have such
information as is available without incurring dispropor-
tionate costs as soon as possible.

AIDS

Mr. Corbett: To ask the Secretary of State for Social
Services whether the special trust fund for HIV positive
carriers to be run by the Haemophilia Socicty has yet been
established ; and when he expects the first applications for
financial assistance to be invited.

Mr. Newton: Following close collaboration officials
and officers of the Haemophilia Society, measures
necessary to establish the special trust fund are nearing
completion. The Haemophilia Society is already giving
financial help on an interim basis to urgent cases to need.
Applications for financial help from other haemophiliacs
infected with HIV and their dependants are being accepted
so that payments can be made as quickly as possible.

Health Statistics

Mr. Corbyn: To ask the Secretary of State for Social
Services (1) if he will list by London health authority the
total available patient beds for each year since 1979;

(2) if he will list by district health authority (a) the
establishment figure of medical laboratory scientific
officers for each year since 1979, (b) the number in post
for each year since 1979, and (¢) the number who have left
the National Health Service in the last year;

(3) if he will list by district health authority, the number
of people on waiting lists for urgent and non-urgent
operations for December of each year since 1982.

Mr. Newton: I shall let the hon. Member have such
information as is available centrally without incurring

disproportionate costs as soon as possible.
X Benefits (Adjustment) X
Mr. Fearn: To ask the Secretary of State for Social
Services if he has any plans to review the system of flat rate
compensation payment available to benefit claimants or as

a result of the miscalculation of the retail prices index ; and
if he will make a statement.

Mr. Scott: We have no plans to review the system of ex
gratia payments we are making as a result of the error in
the calculation of the RPI. We are making these payments,
although we have no legal requirement to do so, to more
than 12 million beneficiaries. The exercise is designed to
combine as far as possible fairness with speed of payment.

Mr. Fearn: To ask the Secretary of State for Social
Services if he has any plans to review the position of
benefit claimants in receipt of more than one benefit for
which a flat rate compensation payment is available after
the miscalculation of the retail prices index who have
received only one payment because they have a combined
order book.

Mr. Scott: We have no plans to do so. Having two
benefits combined on one order book does not
automatically mean that the claimant has suffered twice
from the error in the retail prices index. The ex-gratia
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special payments fully compensate the great majority of
people who have combined order books for two benefits,
including the lcast well-off pensioners with supplementary
pensions. Less than 10 per cent. of people with combined
books will be undercompensated for the retail prices index
error because of the method of payment.

Child Care and Family Services

Miss Widdecombe: To ask the Secretary of State for
Social Services when he will be issuing a consultation
paper on his proposals concerning standards for day care
and residential holidays for children aged betwcen five and
16 years referred to in the White Paper “The Law on Child
Care and Family Services”.

Mr. Newton: The Department, jointly with the
Department of Education and Science and the
Department of the Environment, has today issued a
consultation paper “Day Care and Residential Holidays
for Children over Five”. It is being sent to local authorities
including non-metropolitan district councils in England;
voluntary bodies active in the child care, disabled, mental
handicap, educational, sporting and recreational fields;
and organisations representing medical, nursing and social
work interests.

The Government have decided that a full registration
system which would apply to all activities provided for
children aged between five and 16 would be inappropriate
and impractical. It is primarily the responsibility of
parents to satisfy themselves about the adequacy of the
arrangements to which they entrust their children. Whilst
we recognise that children need to be protected from harm,
we believe that out-of-school or holiday play schemes need
a lower level of control than residential holidays where
children are away from their parents for some time. The
Government are seeking views on two options: the
introduction of a limited registration scheme (for which
legislation would be necessary). This would be operated by
local authorities and apply to residential holidays for
groups of children for up to 27 days; or the establishment
of voluntary codes of practice to be drawn up by private
or voluntary organisations. These would cover day care
and residential activities.

Similar consultation exercises are being carried out by
my right hon. Friend the Secretary of State for Wales and
my right hon. and learned Friend the Secretary of State for
Scotland.

Geriatric Patients

Mr. Meale: To ask the Secretary of State for Social
Services if he will list the numbers of geriatric patients in
the Central Nottingham health authority area for each
year from 1979-1987 inclusive.

Mrs. Currie [holding answer 15 January 1988]: The
information requested is given in the table.
Number of geriatric patients treated in National Health Service

hospitals in the Central Nottingham Health Authority® for each year
from 1979 to 1986 (latest available).

Year In-patient Out-patient  Regular day
discharges attendances patients
and deaths

1979 2,381 1,686 4,903

1980 2,448 2,056 5,823

1981 2,458 1,878 5,723
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MONTHLY MONETARY ASSESSMENT: JANUARY 1988
This note records the main points made at Sir Peter Middleton's regular
meeting assessing monetary conditions on 3 February. Attached 1is

the usual Monthly Assessment.

Sir Peter Middleton's Meeting

2. Opening the discussion, Mr Scholar noted that the Assessment

had been made before the rise in base rates on 1 February. At that
time the exchange rate and market interest rates were below their
level at the 1last monthly meeting (22 December), and the Assessment
suggested that monetary conditions had loosened over the previous
month. Monday's base rate rise had changed some of that. The

three-month inter-bank rate was now a shade above its pre-Christmas
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level and the yield curve had flattened somewhat. But the effective
exchange rate index was still a point below its 22 December level.

The DM/sterling rate was unchanged but the dollar had strengthened.

3 The money figures contained no great surprises:
(i) the January 12 month growth rate for MO was around 4% per
cent. But given the sharp fall in MO in the first quarter of

1987, the rate would probably rise to the top of or even a little

over the 2-6 per cent target range in February and March;

(Ssre) M3 continued to grow rapidly but with no signs of a trend
acceleration. By <contrast, M4's growth rate - though still
lower than that of M3 - seemed to be trending up a little;

(ETEEY bank lending in December was very high (an increase of
256 periicent)s There were a number of explanations - notably
the effective closure of the Stock Exchange as a source of new
corporate finance, dollar-sterling bill arbitrage and probably

some round-tripping - described in more detail in the Assessment.

4. Overall, the impression was that we were back to the monetary
conditions of a month ago. This raised the question of whether further
tightening was appropriate, though that could be difficult to achieve

with international interest rates tending to fall.

B Mr George shared the view that monetary conditions were similar
to those when the last meeting was held. We had then felt that
conditions were loose. Underlying credit growth, discounting special
factors, still seemed to be very strong. Narrow money was also growing

at aibriisk Fate.

6 Sir Terence Burns thought that demand remained buoyant. There

were some indications of localised weakening but no convincing evidence
of a dramatic slowdown in domestic demand. There was, if anything,
more danger of a fall in external demand. The Treasury Forecast
was for slower demand growth in 1988 but the uncertainties were

obviously substantial.
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Other points were made in discussion:

(a) in the aftermath of the Stock Market fall, companies were
likely to continue both to borrow heavily from banks and to
draw down their liquidity. There was a prospect of some months
of high credit growth with subdued monetary growth. But such
a slowing in broad monetary aggregates would not itself be
comforting; the reduction in actual money would be matched by

a reduction in that willingly held;

(b) indicators of house price inflation (chart XVII of the
Assessment) were moving disparately. But the underlying picture
was clearly one of rapid and probably accelerating house price

increases;

) total bank plus building society lending had been growing
steadily at an annual rate of around 19-20% for 18 months, and,
while not accelerating, growth at that rate gave increasing

cause for concern the longer it continued.

Summing up, Sir Peter Middleton said the meeting was agreed that

monetary conditions were certainly not too tight and perhaps still

looking loose. The implication would be to take advantage of any

further opportunities to raise interest rates, if or when they arose,

as well as keeping fiscal policy tight.

SE RN

J W GRICE
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CONFIDENTIAL

From: Sir G.Littler
Date: 8 February 1988

CHANCELLOR

c.c. Economic Secretary
Sir P.Middleton
Mr Scholar
/ Mr Peretz
Miss O'Mara

FRENCH IDEAS ON E.M.S.

I had quite a useful talk on 5 February in Paris with Trichet.
For immediate purposes:

- although your bilateral with Balladur tomorrow should
concentrate on Community financing, you will want to give
a bilateral response to Balladur's EMS proposals;

- if there is discussion of these EMS proposals over lunch,
following Balladur's brief presentation of them, you may
want one or two remarks to offer;

- subject to any reactions from you I should like to ask
David Peretz to carry out a little study, in a limited
circle including B/E and Treasury only, of (1) ways of
promoting official - especially reserves - use of private
ecu, and (2) possible roles for a Community financial

institution falling well short of a 'central bank'.

2. At Annex A is a summary of the Balladur proposals, with a

few elaborations drawn mainly from my talk with Trichet.

33 At Annex B are notes for use in giving a bilateral response
to Balladur, and at Annex C a speaking note for a response over

lunch - assuming that the main point there will be procedural.

-

N

_+tGeoffrey Littler)



CONFIDENTIAL ANNEX A

THE BALLADUR PROPOSALS

The proposals (English translation attached) are for early action

in four areas and for study in a fifth. A summary follows.

1. Same exchange rate discipline for all
The point is stressed that with freedom of capital movement
for all the differences of exchange rate regimes will represent a

particular 'unfairness' of discipline between member states.

2. Same freedom of capital movements for all
The proposal (already being pursued) is here made without

reservation or pre-condition.

3. Same economic and financial obligations for all

There are two parts to this, both addressed primarily to
the Federal Republic:

(a) Economic: stronger economies should be prepared/forced
to adjuslL in the same way as weaker ones; otherwise
there is not only unfair distribution of the burdens of
adjustment - the stronger economy may, as now, drag the
others into deteriorating competitiveness vis-a-vis
third countries;

Financial: the burden of intervention, and the risks
of exchange losses on it, are unfairly loaded on to the
weakest currencies - to correct this we should explore:

diversification of reserves; official use of ecu; new

rules for ecu swaps; symmetry of intervention rules.
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4. Same stance towards non-Community currencies by all

The proposals acknowledge progress via the G7 but ask for
unspecified extra and stronger action (Trichet was unclear what
might be involved here, except that he felt that Germany had not

behaved well last autumn).

5. Longer-range Institutional Developments
The proposal here is for a study of both the modalities
of developing a single currency for the Community and the scope

for moving towards a central bank for the Community.

Commentary

" Part of the motive for these proposals being made now is
domestic French politics: the European concept has sex appeal in
that context and Balladur is seizing the high ground (which could

for example be particularly effective against Barre).

But the part to which Trichet attached most importance is
that which could help to 'rectify the imbalance' between France
and Germany, or the Banque de France and the Bundesbank. In my
talk with him he was intensely concerned over the conduct of
German economic policy and the damage he sees flowing from the
German refusal to take measures to expand their internal demand.
By comparison, he sees improvements in the balance between weak
and strong currencies in intervention as secondary, although still

very valuable.

On the single currency and central bank concepts, Trichet
was at pains to stress that this is for the longer term, but he
sees the achievement of a true single market as something which

2
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will increase both the desirability of and the pressures for moves

in these directions and wants to see study set in hand.

On procedure in the Community generally, Balladur is likely
to ask for studies by the Monetary Committee and Committee of
Central Bank Governors with a view to some preliminary report by
the June ECOFIN - very anxious to get this far during the German
Presidency. He knows this will not be easy and will accept that

any report by then is likely to be only very preliminary.
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TRANSLATION

Minister of State
Minister for the Economy, Finance 4§[!f§§
and Privatisation

Mr Nigel Lawson
Chancellor of the Exchequer
Great George Street

London SW1 Paris, 8 January 1988

Dear Nigel

The events experienced by the world. since the end of October, the turbulence
on the foreign exchanges and in the stock markets and the consequent public
anxiety about the possibility of maintaining balanced growth make it our duty
to consider every means that will enable Europe to avoid the worst

repercussions of this worldwide crisis.

The Finance Ministers of the seven main industrialised countries have, indeed, .
implemented a co-operative strategy to correct the serious imbalamces affecting
the world economy. They reaffirmed their commitment to the stability of the
dollar in their joint declaration of 23 December 1987, which includes an
implicit undertaking by the central banks to work towards this by whatever

means are appropriate.

I hope (undoubtedly like you yourself) that as a result the markets will

settle down and recover their stability and public sentiment will be reassured.
However, this does not release us from the responsibility to use this respite
to strengthen the economic and monetary organisation of Europe of the Twelve.
We have to remember that at least half the trade of each of the countries
concerned is with members of the European Community. Stable exchange rates

within this area are thus a matter of priority.

This is why I believe that the time has come for a fresh move to strengthen
the European Monetary System. This is the purpose of the enclosed

memorandum. I hope that it can be jointly discussed at an early date.

Yours sincerely

-

(Signed)
Edouard BALLADUR
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TRANSLATION
EUROPEAN MONETARY INTEGRATION

We had an important meeting in Nyborg last September. We made some
substantial improvements to the exchange rate mechanism, adjusting the
features of the mechanism for very short-term financing and, in particular,
extending this mechanism to the financing of interventions within the
marglns. Secondly, we took the fundamental decision of giving the official
ECU the status of a fully-fledged currency as an acceptable medium for the
settlement of debts in relations between central banks. Finally, we agreed

step up the pace of coordination of our economic and monetary policies.

These decisions bore fruit as early as October, when the lnternatlonal
monetary and financial disturbances put the European Monetary System to the
test. Our earlier decisions enabled the system to stand up well. Intra-
marginal interventions were financed jointly by the central banks. The
coordination of monetary policy decisions resulted in our bringing about
concerted interest rate movements on three occasions. We were thus able to

eliminate the tensions which had appeared in the EMS.

However, we have not yet taken all the necessary measures for strengthening
Europe's monetary organisation. The exchange rate mechanism still has a
number of serious defects. If we do not manage to improve it, we could
seriously jeopardise the European monetary system and Europe in general. I
believe that it is essential to make improvements to the EMS as it stands
today, while at the same time considering the subsequent stages of monetary

integration in Europe.

to



I - THE NEED FOR FURTHER PROGRESS

In view of the violence of the external shocks, flowing from international
disturbances which have been particularly serious over the past few months,
and the continuing large economic and monetary imbalances between member
states, to show complacency at the progress made in Nyborg could be to put at

risk what has been achieved for the system so far.

1 - There are deficiencies and gaps in the way the European Monetary System

ogerates .

What are they?

Firstly, because of the asymmetrical nature of the system, the same

constraints are not imposed on all the participants. The burden of ad justment

and, to a lesser extent since Nyborg, the cost of financing interventions is

borne by the countries whose currencies are least in demand.

The different credit mechanisms provisionally enable interventiong to be
financed by a temporary sharing of the cost among several central banks,
although in the end it is the central bank whose currency is at the bottom of
the margin which bears the cost. However, the currency at the bottom of the

margin is not necessarily '"responsible" for the tensions.

As for cthe discipline imposed by the exchange rate mechanism, the effect may
be favourable when it acts as a constraint on economic or monetary policies
which are not sufficiently rigorous. It leads to abnormalities when the
effect is to exempt countries whose policies are too restrictive from making
the necessary adjustment efforts. Thus, the fact that some countries have
over a number of years been accumulating current account surpluses amounting

to between 2 and 3% of GNP represents a serious anomaly.

This is one of the reasons why European currencies are at present tending to
appreciate against the dollar and the currencies linked to it. This trend is
against the basic interests of Europe and the European economies. We

therefore need to devise a new system which eliminates this disadvantage.



Secondly, the currencies of the main European countries do not yet have the

same exchange rate system. At the present time, one group of countries has

accepted the discipline of the narrow margin mechanism, namely, the Federal
Republic of Germany, France, the Netherlands, the BLEU, Denmark and also
Ireland. One of the principal countries of the EEC, Italy, has a wider
fluctuation margin. The United Kingdom, Spain, Portugal and Greece are not

yet subject to any exchange rate discipline.

This situation is prejudicial to Europe's internal economic coherence and to

the balanced working of the exchange rate mechanism.

Up to now the European Monetary System has managed to tolerate such weaknesses.

The new situation which will be created by the liberalisation of capiEal
movements and the creation of the large internal market will no longer allow
such a diversity of situations. The implications of these changes are such
that it will not be possible to maintain the status quo. The creation of a
large financial area is in the interest of Europe. The only way to help build
it and give it a lasting structure is to press ahead rapidly with European

monetary integration.

ITI - WHAT NEEDS TO BE ACHIEVED

In order to create.a solid foundation for the next stage, further improvements
should be made to the operation of the system, in the direction already taken
by the recent Basle and Nyborg Accords. In particular, a better distribution
of the burden which the system imposes on the different economies and a

strengthening of the system's cohesion vis-3-vis the outside world are needed.
To this end, the following policies and proposals could be considered:

1 - Creation, within short a time as possible, of the conditions for

bringing the European currencies under the same exchange rate discipline.

Two points need to be made here:

a) It would be natural if the same exchange rate discipline were applied to
the currencies of those countries whose economic development is comparable to
that of the countries participating in the exchange rate mechanism. The
United Kingdom and Italy, which are among the seven largest industrial
countries, clearly belong to this category and thus have a special

responsibility with regard to the EMS.



b) The way for these countries to join the exchange rate mechanism will be
made easier by the improvements which can be made to the mechanism at the
present time. Of course, joining the mechanism only makes sense if the same

fluctuation margin i> applied to all currencies.

2 - Early liberalisation of capital movements in the Community as a whole.

The aim of liberalising capital movements is to improve the competitiveness of
the European economy as a whole and to prevent inadequate policies from hiding
behind artificial barriers. It is in the common interest to achieve this and

So active steps should be taken to this end.

3= Lessening the asymmetry in the system.

a) Steps must be taken to prevent a single country having de facto
responsibility for determining the economic and monetary policy objectives of
the system as a whole. To this end, overall economic and monetary objectives
should be set jointly by the countries that are observing exchange rate
discipline. Exchange rate discipline is not compatible with complete autonomy
of national economic policies. To achieve these common objectives, there must
be close coordination of economic and monetary policies. The coordinated
interest rate movements of recent days provide an example of the kind of
coordination that is essential. No country must be dutomatically excused from
ad justing iLs policy as soon as it diverges from the objectives set jointly,

whether the policy is over-expansionary or over-restrictive.

b) Gradual steps should also be taken to prevent a major non-Community
currency or a single national currency being used in practice as an

intervention and reserve currency for the system as a whole.

The diversification of central bank reserve assets is a desirable goal. Of

course, it should always be pursued in the system's interests and it should be
the natural consequence of interventions aimed at reinforcing the stability of
the system. Likewise, the ECU should become a normal reserve asset within the

system. To this end, the mechanism of Swap operations with the EMCF should be

reviewed.



Finally, it is not desirable that, whatever improvements are made to the joint
credit mechanisms, the burden of financing interventions should Systematically
fall on the central bank of the country whose currency is least in demand.
This anomaly would be obvious where the country whose currency underwent the
largest appreciation diverged most from the'previously defined objectives. A
precise obligation must therefore be imposed on the currency which tends to

diverge abnormally, whether in the upward of downward direction.

4 - Strengthening of the cohesion of the European monetary system vis-a-vis

the outside world.

The way in which the exchange rate mechanism operated during the period of
market stability which followed last February's international agreemeqts
showed the importance of having an orderly framework of exchange rate
”relations with the main non-Community currencies, whether it be the dollar or
the yen. The existence of such a framework clearly depends on partners'
willingness to cooperate. Nevertheless, experience proves that, when this is
absent, there is a greater need than ever for Europe to speak and act in
concert. Europe's monetary competitiveness is a matter of fundamental
importance and common concern, which must be given close attention. To
protect it requires collective measures. More regular and more systematic

consultation procedures must be introduced.

III - THE LONG-TERM DEVELOPMENT OF A SINGLE-CURRENCY ARFA

In 1992 Europe will become a fully integrated economic area. The degree of
interdependence of each of the EEC Member States, particularly of those whose
currency is part of the exchange-rate mechanism, is already very high. Logic
dictates that a single-currency area should therefore be established, ie an
area within which a single currency would be legal tender in every country and
in which there would be a common central institution and '"federal" banks in

each country.

As you know, various proposals have been made regarding the creation of a
European Central Bank. These proposals raise a number of problems. We
should list the questions that arise and consider the following points, in

particular:

- are there technical prerequisites for the implementation of the

single-currency zone?



would there be arrangements for gradual participation for those countries

which were unable to progress at the same speed as the others?

- if the policy were to move towards a single currency, should this be defined

in terms of a basket of currencies?
- would one currency circulate within the European area, or several?
- should a single Central Bank be established immediately?

- what should be its functions?

- how would its relations with the Community's political authorities and the

L
national monetary authorities be governed?

All in all, we must improve the present system in four areas in order to

achieve:
- the same exchange rate discipline for everyone;
- the same freedem of capital movements in all the Member States;

- the same obligations for eévery country as regards adjusting their economic
policies, irrespective of whether their economies are excessively

expansionary or restrictive;
- the same stance by all European countries towards non-Community currencies.

At the same time, we must also consider the institutional aspects of European
monetary integration. It would be desirable if consideration of this subject

could get under way within the next few months.

-

Translating Services HO-5
PAH, SM
19.1.88
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U.K. RESPONSE TO THE BALLADUR PROPOSAﬁS

First a quick r