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ould Britain go bust? Or, more pre
cisely, could the government fail to
meet its debt obligations? And cou ld
that fate befall the next government, what
ever its political complexion, if it does not
take early action to bring the budg t defi
cit under control? The shor t answer to the
firs t question is "no, as long as Britain has
its ow n currency". The explanation is that it
can borrow fro m the cen tral ban k, which is
a state-owned concern and ca nnot refuse.
Accordi ng to some reports, David Cam
eron and George Osborne have been anxious
that t he budget deficit is 0 large that at some
stage during the n xt Conservative admin
istration there wi ll be a Day of Judgment.
Investors will flee en masse from British
government securities. By declining to take
up any new issues of the government's debt ,
they will force it to cancel contracts, sack
civil servants and w ithdraw social security
benefit s. The worri rs th ink that Cameron',
Britain could end in the same mess as Arnold
Schwarzenegger's California. where the proc
es ses of fi scal disint egration are adva nced .
But Californ ia's governme nt is the gov
ernment of a state ofthe US. not the govern
ment of a sovereign state with its ow n cur
rency. California does not have its own tame
central bank or its own officially regulated
commercia l banking sys tem. For Britain's
national govern ment, as opposed to Califor
nia's state government, the banking system
is "the debt buyer of last resort".
The penalty for excessive defi cits would
no t be national bankruptcy as such. Instead,
the penalty would come in the form of politi 
cally unpopular inflation. When a govern
ment borrows fro m the ban ks, they credit
the sum borrowed to its bank deposit and
the governm nt then spends it by buyi ng
goods and services from the private sector.
As these extra deposits can be spent an
indefinitely large nu mber of times in fu ture,
they are also money. If too much money is
created relative to the economy's ability to
produce, if the r ate of mon y supply growth
is well above the trend rate of growth of out
put, then inflation w ill emerge. The mone
tary fi nancing of budget deficits can always
avert national ban kruptcy. But if monetary
fina neing is on an excessive scale, the conse
quence will be high infl ation.
These ideas were well u nderstood in the
years ru nning up t o the 1979 election, not
least becau se t hey had been implicit in the
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International Monetary F und's programme
for the restoration of the UK's solvency in
late 1976. In 1980, the Chancellor of the Ex
chequer, Geoffrey Howe, tra nslated them
into a control framework known as the
Mediu m-Term Financial Strategy (MTFS).
The strategy had two prongs, fisca l and
monetary. Numbers were laid down for the
budget deficit and the rate of money-supply
grow th for the fou r years to 1983/4. Both the
budget deficit and t he rate of money-supply
growth were to be reduced, with the explicit
aim bei ng that the lower money supply
growth would lead to much less inflation
than in the 1970 5. As Mrs Thatcher herself
made clear, the gov rnment was u nequivo
cal in its de termination to maintain the
downward path for the deficits and money
growth. Indeed, the MTFSwas the mostim 
portan t policy expression of Mrs Th atcher's
boa st that "the Jady is not for turning".
Unhap pily, the economic downturn of
1980 undermined tax revenues. By ea rly
1981, forecasters expected the original
MTFS target for the budget deficit to be ex
ceeded by a wide margin . Almost all politi
cal commentato rs thought that the MTFS
would be dropped and that the lady would
turn , not least because of the preva iling
Keynesian orthodoxy that action to I wer
the budget deficit would fu rther deflate an
econom a lready in recession.
But t he MTFS was reta i ned and the lady
did not turn. Howe raised taxes by three per
cen t of GDP in what may have been the most
controversial budget of the 20 th cent ury.
Two Cambridge professors organised a let
ter to The Times from 364 academic econo
mists. forecasting that the increase in taxes
wou ld aggravate the recession. wreck t he
econo my and cause social nnrest. In fact, de
mand and output started to recover within a
few months of the budget and the Thatcher
government's reputat ion for sound public
fi na nces was thereafter never in doubt. The
36 4 looked rid iculous .
The MTFS, dropped by Gordon Brown
when he became Chancellor in 1997, needs
to be reintroduced. Osborne's speech to the
Conservative Party conference was brave
and admirable in its recognition t hat public
expenditure must be reduced. But the Con
servatives' reputat ion for economic compe
tence would be fu r ther enhanced if they in
cluded plan for a new MTFS in their election
mani festo.
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