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Peter Brooke has passed to me your letter of 14 September

in which you suggest some minor changes, which could benefit
the Gilt-Edged Market.

I can assure you that your comments will be carefully considered
in¥.the | yun=up. to ‘the " Budget. However, I hope you will

understand that it would be inappropriate to offer further
comment at this stage.

7
7 4 % '/l/ }
= //LLAV\/\J/C>;)\/\J\V /

NORMAN LAMONT



e e s S o o S S S o S S s o o o S S S S S 0 it o o +
| ]
) |
| . MG NOON REPORT :
] |
} |
FINANCIAL MARKETS Thursday 12 November 1987 |
[} [}
; ;
| Opening 10 aM NOON lr— Oil Price (10 AM) |
] ]
] ]
! 75.1 75.2 SERT 78.2 1575 !
' T 2710 1.7685 $/% 17680 |371<‘ Dec $17.95

| 2.9735 2.9773 DM/ £ 2.9773  q.abe Jan $18.05 |
' 1.6790 I o 2 T T DM/ $ 1.6840 Felk Sl ld |
| 134.90  135.60 Yen/$ 135.47 :
] ]
i :
! |
g UK interbank £ Eurodol lars |
| ]
E E
: 9 1/8 (~1/16) 7 day 6 5/8 (~) :
! & (~) 1 month 6 13/16 (=) |
I 8 29/32 (+1/16) 3 month 7 5/16 (~) i
| 9 1/16 (+1/4) 12 month 7 5/8 (~1/8) |
| |
I 1
' Figures in brackets show change since previous market close |
] ]
e il Sl e Sy B g . SO |
| MARKET COMMENT: In the foreign exchange market the dollar was little |
changed overnight ahead of the US trade figures out at 1.30pm today |
| (Markets expect a deficit of 14.7bn compared with last months 15.7bn). |
It firmed early this morning as the result of some professional selling |
jof sterling from the Far East, but now steady. Sterling opened eamasier |
iand has continued to ease during this morning. |
| The Japanese and Hong Kong ecquity markets closed up. Nikkei 21546 +509, |
{Hang Seng 2151 +104. The FTSE100 opened at 1648.5 +9.2 and is now at '
11700.0 +60. 7. P - = |
| The gilts market is sté;37\\\ \V__-\§3 3 '
i e i W Okl S e < A i St it i e s s e e N e e s e e e i A s e i e e e o e S o e e e A I i :
i :
| MARKET INTERVENTION ($m) OTHER COUNTRIES INTERVENTION ($m)

| ]
| |
| Overnight - i
' i
| Today so far - '
| ]
| 1
| Total - '
' )
[} [}
{ et gttt o it ek codtor Jhrgabmetle < dbeonficodbraliontin o Snda s te deadby e on Boatua by shan b S Seedlin b Dokt sl iadtesdinadbedb o 2 e Bndbne B acdiadiodi ot lcatindn Sl cbiion? |
| | [}
| | |
|GILTS ' |
: ! %
' L.atest market Price change since | Gilt Smles since '
| movements previous close ' market opening |
[} 1 ]
| | |
\ | -£2.2 million:
| Shorts Better (] H |
IMediums Better +2/32 1ALl Index Linked '
IL.ongs Emsier -5/32 1 o s s s s s s s ot e o s o 0 \
1 |
1 ]
{Futures -14/32 (Vol:14872) |
| (l.ong Contracts) |
e ————————— +

NAME: Miss R J McRobbie, MGl Division
TEL NOS: 270 5557/5560
S B GRS



SECRET M
FROM: R N G BLOWER
- DATE: 12 November 1987
SIR PETER MIDDLETON cc PPS —

PS/Economic Secrelary
Sir T Burns

Mr
Mr
Mr
Mr
Mr
Mr

MARKETS: NOTE FOR NO. 10

Cassell
Peretz
Grice
Kelly
Ilett
Neilson

I ‘attach a coeuple of charts which you milght wish te ‘draw on.in

the note for No.1l0. You will see that the UK figures (which

exclude the USM and TTM) has experienced persistently high turnover

compared to the US market.
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CONFIDENTIAL
FM TOKYO /

TO IMMEDIATE FCO ¥

TELNO 897

OF 1204532 NOV 87

AND TO IMMEDIATE HM TREASURY, BANK OF ENGLAND, DTI, WASHINGTON

TOKYO STOCK EXCHANGE.

1. DAVID GREEN (ADVISER, BANK OF ENGLAND) CALLED ON UTSUMI (DIRECTOR-
GENERAL, INTERNATIONAL FINANCE BUREAU, MOF) ON 6 NOVEMBER. THE
DISCUSSION PRODUCED SOME SIGNIFICANT NEW POINTERS ON THE TOKYO

STOCK EXCHANGE (TSE). s

2. GREEN POINTED OUT THAT UK/JAPANESE FINANCIAL RELATIONS HAD
IMPROVED IN RECENT MONTHS, WITH ESPECIALLY CLOSE COOPERATION .
EVIDENT IN THE PROSPECTIVE AGREEMENT ON COMMON CAPITAL ADEQUACY
STANDARDS IN BANKING SUPERVISION: BUT WE HAD BECOME SOMEWHAT CON-
CERNED IN RECENT WEEKS ABOUT THE SIGNALS EMANATING FROM THE MINISTRY
OF FINANCE ABOUT THE TOKYO STOCK EXCHANGE. WE EXPECTED TO SEE OUR
FIVE BRITISH CANDIDATES ACCEPTED AS MEMBERS IN THE CURRENT ROUND

OF EXPANSION.

3. UTSUMI REFERRED TO THE UK'S ORIGINAL DEMAND FOR THREE SEATS, AND
TO THE LACK OF OPERATING EXPERIENCE OF SOME OF THE NEW APPLICANTS.
GREEN REPLIED THAT THE MOF SHOULD MAKE A DISTINCTION BETWEEN THE
NEW US APPLICANTS, ALL OF WHICH WERE OFFSHORE SECURITIES SUBSIDIARIES
OF BANKS AND LACKED WORLDWIDE EXPERIENCE, AND A MAJOR DOMESTIC
SECURITIES COMPANY SUCH AS BZW. HE ADDED THAT IF ANY APPLICANTS
SHOULD BE DISAPPOINTED THIS TIME IT WOULD BE IMPORTANT FOR THE TSE
TO GIVE SOME DEFINITE STATEMENT ABOUT FUTURE EXPANSION PLANS.
UTSUMI SAID THAT IT WOULD BE EXTREMELY DIFFICULT TO PREFER BZW OVER
THE US FIRMS IN THIS ROUND, BUT ADDED THAT HE WAS URGING FUJITA
(SECURITIES BUREAU) AND TAKEUCHI (TSE) TO SAY SOMETHING SPECIFIC
ABOUT THE FUTURE.

4. UTSUMI THEN REFERRED TO THE REGIONAL BANKS' EAGERNESS TO OBTAIN
BANKING LICENCES IN LONDON, POINTING OUT THAT ONE APPLICATION HAD
BEEN OUTSTANDING FOR OVER TWO YEARS (THE HOKURIKU BANK). HE
REAFFIRMED THE MOF'S WILLINGNESS TO OPERATE QUOTE TRAFFIC CONTROL
UNQUOTE FOR THE APPLICATIONS. GREEN SAID THAT BANKING LICENCES FOR
THE REGIONALS WOULD HAVE TO WAIT UNTIL THOSE FOR THE TWO REMAINING
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SECURITIES "COMPANIES WERE OUT OF THE WAY: BUT HE EXPECTED THAT THIS
LATTER COULD BE ACHIEVED ON THE TIMETABLE ENVISAGED IN THE
BILATERALS, PROVIDED THE TSE ISSUE DID NOT LEAD TO ANY DETERIORATION
INCTHE CLIMATE. UTSUMI CLEARLY  [REGISTERED THE CONNECTION.

5. GREEN ALSO CALLED ON DAIWA AND NIKKO. AT DAIWA, YAMANA, DEPTUTY
PRESIDENT, RAISED THE QUESTION OF THE STOCK EXCHANGE, NOTING THAT

THE JAPANESE THOUGHT THEY HAD BEEN SHOOTING AT A FIXED TARGET OF
THREE SEATS, BUT NOW FOUND THE TARGET WAS MOVING. GREEN REHEARSED

OUR VIEW OF THE PAST HISTORY AND DESCRIBED OUR PRESENT POSITION

ON THE FIVE SEATS. YAMANA REFERRED TO THE POSSIBILITY OF FURTHER ROUN
DS AND SAID THAT IT WAS VERY DIFFICULT FOR THE STOCK EXCHANGE

AT THIS STAGE TO SAY ANYTHING OFFICIALLY ABOUT FURTHER ROUNDS. THERE
WERE TWO REASONS FOR THIS : THE FIRST WAS THE POSITION OF THE

SMALLER MEMBERS, EACH OF WHOM HAD AN EQUAL VOTE, WHO WERE OPPOSED TO
YET FURTHER OPENING UP. THE SECOND RESULTED FROM A SUSPICION THAT

IN ANY CASE MORE THAN 22 NEW SEATS WOULD NOT ULTIMATELY BE NECESSARY,
AS PRESENT MEMBERS AND PUTATIVE APPLICANTS SAW JUST HOW ROUGH THE
GOING WAS. YAMANA THOUGHT THAT BY THE TIME BARCLAYS WAS GENUINELY
READY TO BE UP AND GOING, SAY IN 12 MONTHS, THEY WOULD ACTUALLY FIND
THE SEAT DID NOT MAKE SENSE. EQUALLY OTHERS WOULD EITHER WISH TO
WITHDRAW APPLICATIONS OR WOULD BE WANTING TO SELL TO OTHERS SEATS
ALREADY PURCHASED. ( SUCH THOUGHTS HAVE ALSO BEEN MENTIONED TO GREEN
AND RAIKES BY SOME STAFF IN FOREIGN HOUSES.)

6. THERE WAS SOME GENERAL DISCUSSION ABOUT FORMULAE ENVISAGUING A
FURTHER ROUND IF APPLICANTS FOR FURTHER SEATS STILL EXISTED OR

AN EXTENSION OF THE PRESENT ROUND TO ADMIT IN A YEAR'S TIME
APPLICANTS WHO HAD APPLIED THIS TIME (BUT NO OTHERS). BUT GREENW
RE-EMPHASIZED AT THE END THAT WHAT WE STILL EXPECTED ALL BRITISw
HOUSES WHICH WERE QUALIFIED TO OBTAIN SEATS.

7. AT NIKKO, MATSUKAWA, SENIOR ADVISER TO THE PRESIDENT, (AND A
FORMER VICE= MINISTER IN MOF) REFERRED TO NIKKO'S BANKING LICANCE
APPLICATIONS. THEY WOULD BE READY TO OPEN WITHIN A WEEK OF A

QUOTE GREEN LIGHT UNQUOTE BEING GIVEN. GREEN SAID THAT THE LICENCE
WAS A MATTER FOR THE BANKING SUPERVISORY AUTHORIES BUT HE UNDERSTOOD
THAT PROGRESS WAS BEING MADE. HOWEVER, HE IMAGINED THAT THE

GENERAL CLIMATE OF RELATIONS, INCLUDING DEVELOPMENTS ON THE TOKYO
STOCK EXCHANGE, MIGHT BE A FACTOR INFLUENCING THE SPEED OF PROGRESS.
MATSUKAWA SAID THAT HE WAS SEEKING TO INFLUENCE THE. CLIMATE AT THE
STOCK EXCHANGE.
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And What If the Dollar Overshoots?

James Baker has sigraled his desire “to
hold down interest rates and let the dollar
(all,” according to The Post. Distinguished
economists call for only amall cuts in the
budget deficit; anything larger could “topple
the economy imto recession.” Martin Feld-
stein, writing in The Wall Street Journal, says
that America should “explicitly but amicably
abandon the policy of international policy
coordination.” Taken together, this advice is a
recipe for disaster,

Why? America is living beyond its means.
As long as foreigners were prepared to lend
massive sums to the United States, there was
no problem. But the supply of willing private
lenders has dried up. The workl’s central
banks have stepped in to buy up the excess of
dollars, effectively peinting money to finance
the U.S. trade deficit. This cannot continue
indefinitely.

But the trade deficit cannot be eliminated
overnight. Somedody will have to be induced
to lend the United States $10 billion to $15
billien a month for many moaths to come. The
only question is at what price—in other
words, how far the dollar will have to fall and

U.S. interest rates will have to rise 1o rekin-

dle enthusiaam for lending to America.
Many American economists see a simple
solution. Let the dollar sl quackly to the
“right” level. Then, since foreigners will know
that it is at the "right” level, they will start

competitive gains
muﬂmm%mmwﬁ

that since 1973 the dollar has been going up
and down, each time overshooting the "right”
level by increasing amounts. And since last time
the dollar overshot upward by 30 percent to 40
percent, it could overshoot downward by a like
amount—which would mean that it till has a
hell of a Sot farther to fall.

Federal Reserve Chairman Alan Greenspan
has inberited an impossible situatioa. Inves-
tors are losing coofidence, both at home and

bioad, aod they are looking to the Fed for

diametrically opposite signala. American in-
vestors want # to pump money into the
economy Lo stave off recession. Foreign in-
vestors want it to bet U.S. interest rates rise
to defend the dollar and protect the value of
their investments.

So far the Fed has steered a fairly skiliful
course between Scylla ;

budget deficit
The arithmetic is simple. Both the country 23
a whole and the federal are spend-

are eaming, If America is to stop going into
debx for a while, as it should, then the oaly way
10 being spending down in line with income in a
controdled and manageable way is to cut the
budget dedicit to around zero. This need not be
done overnight, but should be done over, say,
the next three years.

Would this tip the economy into reces-

b @Y ROQDRS FOR THE MTTSBURGH PRESS

sion—as argued by many American econo-
mists from both ends of the political spec-
trum? They €ail to realize that once the inflow
of foreign savings dried up, a recession, or at
least a sharp slowdown, became inevitable.
They have also not learned a lesson from
Europe: when you lose the confidence of the
financial markets, Lord Keynes has to be
turned upside down.

What this means is that if decisive action

higher taxes and lower fedesal spending.

The classic example of an anti-Keynesian
fiscal policy was Margaret Thatcher’s March
981 budget, which cut the structural budget
deficit by 3 percent of grosa nationa! product
when the economy was already in recession.
This prompted 365 economists to write 2

[—

she was committing economic suicide. I fact,
however, the second quarter of 198t was the
turning point. Because of Thatchet’s draconi-
an bodget, the Bank of England was able to
pursue an expansionary monetary policy and
orchestrate an orderly decline in the pound.
And it was the boost from the lower pound

and lower interest rats that pulled the econ-
omy out of recession.

There is an importnt lesson here. After
the stock market crah in October 1929,
governments almost eerywhere tried to cut
budget deficits, and ke Fed pursued a re-
strictive monetary poi-y. This, together with
Smoot-Hawley and crpetitive devaluation,
led to the Great Deprasion.

History need not rpeat itself, First, the
United States should ut its budget deficit so
that the Fed can pisue a relatively easy

. monelary policy, withut setting off a free fall

in the dollar. Secomx other countries with
trade surpluses shouldincrease, not cut, their
budget deficits, Thirc all countries, not just
the United States, mst not try to opt out of
the impending world ecession by putting up
barriers to imports Fourth, international
macroeconomic coperation must be
strengthened, not abadoned.

The issue now is shether the U.S. trade
deficit can be correced without inducing a
world recession. Eudpe and Japan, with a
combined GNP neay double that of the
United States, will hxe a cruciai role to play.
Equally, even after .merica has got its act
together, massive iernational support will
probably be needed »r the dollar: it is, after
all, the workd’s currecy.

The writer is a senie fellow at the Institute
Jor International Eanomics
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To: Mr. David Norgrove

From: Alan Walters

Fears of 1929-1933

The stock market crash has recalled cathartie comparisons with
1929, But the crash of 1929 did not cause the great depression
of the 308. That was due to the perverse government policies
which were used to deal with the recession that followed the
crash, In all countries these intially took the form of (a)
contracting the money supply "to defend the exchange rate", (b)
figscal stringency. and (c) protection, Britain changed her
policy with respect to (a) and (b) with dramatic results in 1931,
but the United States continued its defence of the dollar until
1933/4 - and saw its money supply, price level, and real GNP
collapse by one third,

A recession or at least a substantial slowdown In growth is
likely next year, The important job for governments is to avoid
the errors made in the 1930s so that a modest recession does not
become a disastrous depression, That is the short run task of
governments. The long run task is to ensure that, in dealing with
the short run, the goal of inflation-free growth is not
Jeopardisged.

A good start has been nade. Monetary authorities have properly
responded to a potential ldquidity ecrisis by supplying cash and
eaging monetary policy, This, however, came into conflict with
the Treasury Secretary’s view that the Uunlted States, Germany,
Japan and the U,K, should "defend" the dollar against further
fall, A defence of the dollar was rationalised in terms of
promoting confidence in international markets (Just as in 1930)
and has lead to various forms of international accords which
would have immobilised monetary policy, Fortunately the Louvre
accord and the attempt to use monetary policy to support the
dollar have been, I hope, permanently shelved, 3

The loss of nominal wealth associated with October 19th is likely
to slow household and business spending. We enter a recession.

A decline of interest rates is a natural concomitant - and it
would help susgtain investment, lower the dollar, encourage
exports and so promote recovery - with beneficial effects on the
rest of the world, If a policy of pegging the dollar were
pursued, the reduction In the current account deficit would be
8lowed down and interest rates would have to be high, perhaps
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nuch higher, to compensate for the ekpectacion that, despite the
government’s temporary success in pegging the dollar, the value
of the dollar must decline,

The dilemna is that there is an apparent contradiction between
this short run monetary policy of transitory ease and the
recsponsible long run policy of containing inflation, So often 1n
the past, an expanslion of the money supply and restrained

interest rates, adopted for sensible liquidity reasons, have
become politically too attractive to forge. They have then

fueled inflation, with all its corrosive effects and the final
result "stagflation”, The pervasive long run objective must be
one of stable financial conditiong consistent with non- or at
least low~ inflation, We must not allow policy to degenerate | o
again to staggering from one finmancial crisis to another, Bk ¢4
An even greater dilemna confronts the United States in fiscal
policy, The federal deficit is has been and is far too high in
thegse full employment years, In the long run the federal deficit
must be reduced so that it is at least not unsustainable, With
the onset of a recession, however, the deficit may well expand,
in the short run, and, as "automatic stabilizers" offset some of
the effects of the recession, In the long run we want the
deficit down, in the short (recession) run we want it up.
Unfortunately the United States has 1ncreased the deficit in past
recessions, but falled to reduce it during the recovery. So it
has burgeoned, and there is little room left for short run
policy.

Again the issue 18 to fashion a credible policy of long term v
deficit reduction with a short term flexibility of response to
varying economic activity, (like our MTFS), I do think that the .
reduction of the deficit by some $23 - 40 bn has become such an
issue of confidence in government that it is desparately

needed, But what 1s required for the long run is sone
institutional arrangement (such as a line item veto) for
restralning congressional spending, There is a danger that in the
United States we shall get the worst of both world.

With protectionism, fortunately, there 1s no such dilemna, Short
and long run policies call for the same medicine - free trade.
But political temptations are another matter, There is a real
danger that we shall repeat the great error of the Smoot Hawley
tariff of 1930 and the tide of world wide protection that
sccompanied it, It is remarkable that after five years of quite
strong growth and full employment, the tide of (congressional)
protectionism :ls waxing, not waning. It can only become a flood
if even a mild recession occurs. The power of the president to
veto such demands has been much reduced. For my part I doubt if
we shall get anything so disastrous as a Smoot Hawley; but it
will be serious.
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In short, the stock market collapse may be seen as a blessing 1if
it forces the United States and the OECD countries to develop
more responsible monetary, fiscal and exchange rate policies.
With suitable and sensible government policies, any recession
could be rendered mild and bearable, The wrong policies could
bring an inflationary depression, both severe and intolerable,
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A I attach a =rcte in response to the record of the discussion
with Lord Stevens. There are clearly some lessons to be learned.
But there 1is z21so much about which we can feel satisfied in
the performance of the London market.
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This note presents some evidence on how the London equlty market
has behaved 1n recent weeks. It alsc briefly describes the

action the authorities have taken to wunderpin the 1liquidity
of the markets.

2. We can be reasonably pleased witz the way London's new
market structure has performed during its first real test. The
picture is still not complete. But we know enough to say that
many of the stories circulating in the City and the press are
ill1-founded or exaggerated.

How the equity market performed

W The view that the new market structure worked relatively

well, in extreme circumstances, 1is supcorted by the following
facte:~

(a) On October 19 and 20 - the dé=zys which saw the most
extreme price movements - Stock Exchange figures show a
very substantial imbalance between customer sellers and
buyers. This clearly reflected some very large institutional
sales. On those crucial days the market makers took on
stock and performed a stabilising function, whether or
not they meant ¢to. Contrary to some reports, they were
certainly not the main source of early selling pressure.

(b) In the week beginning October 19, there was a record
level of trading in UK equities, with the proportion of
customer business about normal, ir terms of bargains, and
substantially above normal in terms cf value trading.

(e) Sales accounted for only 20% of customer bargalns,
with average bargain size on some days of as much as £50,000,
indicating that customer selling pressure was coming mainly
from institutional (as opposed to private) clients.

e e r————




(d) In subsequent weeks market makers have succeeded in
shortening their books; but that has included perlods when
they have been able to sell into rallies.

(e) Over the whole period since 15 October average marke:
turnover has averaged about £2 billion, split 60:40 betweer
customers and intra market transactions. This 1s about
the same average daily turnover as in the six months to
September 1987, but that was at a higher average price
and with a roughly 50:50 customer/market split. S04 AL

terms of the number of bargains, turnover has actually
increased.

L. The bear market has brought some changes. Market makers
ssem to have been acting much as Jobbers did before the Big
Z=ng, marking down share prices early in the day to protect
themselves against customer-led price falls. Relative tc

September the ability to deal in size has been reduced, anc
soreads have widened.

Average spreads Average September 20 October 4 November

Zlipha stock 0.70% 1.37% 2.08%
B=ta stock 1.58% 2.04% 3.28%
Gzmma stock 2.68% 3.65% 3.58%

. Market makers cannot however be expected to act as a short
erm shock absorber, with the commitment of capital that implies,
without some widening in spreads. Nor is it reasonable to expect
+hem to act as "buyers of last resort" over a prolonged period.
Their Job is to enable investors to deal, not to influence prices
over the longer term.

-
-
-

€. The London market has in many ways compared well with others.




(a) Since mid-October prices in London fell a little more
sharply than 4in NKew York and Tokyo). But over a 1longer
period - eg in comparison with a year ago or the 1986 average
= it 1s the rather old fashioned markets in Germany and
France which fell the most.

SHARE PRICES

Percentage changes

US Japan Germany France UK
ggtnii 11 -20 -20 —33| -20 -30%
gxfgggiolzgz 11 -20% -13% 2 -29% -23%
:Ze§23e11986 + 5% +29% *33 ~15 + 5

Source: OECD, FT.

(b) In an operzting sense, London also comes out well
compared with the similar market in New York.

(1) In New York trading hours were shortened and dealing
in 90 stocks was suspended. Stock Exchange hours have
been maintained, and trading in all stocks has continued
uninterrupted.

(1i) Turnover has fallen less in London than in New York
(see chart).

(1i1) Price volatility has been about the same in London
as in Tokyo, and about half that in New York.
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&y did London fall so sharply?

;i We need to do more analysis before we can draw firm -
conclusions about why the market reacted so sharply to the fall 1
in Wall Street. But it 4is already clear that some factors i

which helped to support the New York and Tokyo markets were
missing here.

(a) In the US, companies have responde: to the market
collapse by buying back their own shares. UK companies
cannot do this at short notice (since it irnvolves seeking
the Courts' consent, as well as shareholders' approval).

(b) We also lack the large private investor prepared to -
take a chance when the market has fallen.

(e) In Japan the 1long term investing irstitutions have i
provided buying support, prompted by the Ministry of Finance.

Institutional liquidity

8. Institutional 1liquid assets in the UK hzve grown rapidly
over the past couple of years. Figures are availzble for pension
funds and unit trusts up to end-June; and provisional estimates
for Life Assurance companies up to end-September. Pension funds
alone held over £9 billion of cash and short term assets by
the middle of 1987, an increase of nearly 40% or z year earlier.
And at the end of September Life Assurance compz—ies held around
£5% billion in cash and short term assets - mEore than double
their level of 1liquidity a year earlier. The atsolute liquidity
of unit. trusts was also at ‘a high level in mid-1987 - at £3.2
billion nearly three times the level at the end of 1985.

9. But the picture looks different when 1liquidity is related
to the size of ¢total portfolios. The following table gives
information about the 1liquidity position over tims of the pension
funds and 1life assurance companies - by far the two largest
groups of institutional investors.




. Cash and short term assets as a percentage of total assets

Pension Funds Life Assurance Companies

1971-1980

Average 6.2 3.4

Highest 15.9 (1974) 5.8 (1974)

Lowest 2.0 (1971) 1.0 "¢€1971)
1981-1986

verage 3.8 2.9

H:ighest 4.3 (1984) 3.6 (1981)

Lowest T sl1982) 2.5 (1986)
Latest 3.8 (1987 Q2) 2.8 (1987 Q3%)

¥ Provisional estimate

10. Sc=ring equity prices have inflated the size of the total
portfolios managed by these institutions and relative to these
totals institutional 1liquid assets look if anything to be rather
low. Pension fund 1liquidity in particular has been much lower
throug=o>ut the 1980s than was the norm in the 1970s. They had
about €2 per cent of total assets invested in company securities
in mid1287, compared with around 45% in the early 1980s.

11. T-ere 1is therefore some support for the view that the
institu<ions did not have much scope for increasing their equity
holdings. But it is also true that liquidity ratios have for
short psriods been below those which prevailed immediately before
the shzre price falls, so it would have been possible for them
to make further purchases had they wanted to.

12. It is easy to understand why they might not have wanted
£0 DUy Institutional investors will have shared the general
view th=t the market had finally peaked. They will have wanted
to holé fewer equities and more cash and, to a lesser extent,
gilts. ¥While 1individual investors can liquidate their holdings
of stock, large institutions can only do so at the risk of pushing




.rices down further. This 1s what 1in these circumstances
institutions mean when they complain of 1lliquidity - they find
themselves holding less cash than they would now like, and they
have to deal 1in a market that cannot easily absorb their
transactions at given prices.

13. PFor completeness it 1s worth mentioning that there have
been no signs of 1lliquidity in the banking system. One crucial
lesson of the 1929 crash is that it 1is important not to allow
the fall in equity prices to endanger the banking system. This
is particularly important today given their links with securities
business. The authorities would have stood ready to act as
lender of 1last resort to any bank with 1liquidity (as opposed
to solvency) problems. This wzs the assurance that Federal
Reserve Chairman Greenspan felt it necessary to repeat publicly
on "black Monday". The Bank of England's readiness to discharge
this function is well known and hzs not been called in question.

Liquidity of the system

14, The overall liquidity of the economy is a matter of monetary
policy, although the position of individual groups of institutions
forms part of the picture.

15. The story for the private sector as a whole 1s similar
to that for financial institutions. In absolute terms, liquidity
has been expanding rapidly for a 1long period, with no sign of
any slow down. Holdings of 1liquid assets have risen as a
proportion of money GDP - fror under 54% in 1980 to over T73%
in June 1987. However total private sector wealth has been
growing even faster: so liquid assets as a proportion of total

wealth fell from 43% in 1980 to 35% in 1985 to under 31% earlier
this year.

16. This ratio will have risen in recent weeks as a result
of the fall in the value of equity holdings. But it seems 1likely
that the private sector's desire to hold 1liquid assets (assuming
unchanged interest rates) will have risen even more sharply.
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.7. In this situation there are two kinds of action the
authorities can take, and have taken.

SECRET unti
11.30am 19
KNovember

1

(1) Direct action to supply 1liquidity to the system.
Largely as a result of exchange market intervention, the
government borrowing reguirement was "underfunded" in October
by an estimated £1.9 tillion. That 1s a measure of the
extent to which the Government added liquidity to the system
in October. The Chancellor made it clear in his Mansion
House speech that Octcber's intervention would be funded
as and when appropriate; but that it would not be appropriate
in current circumstances to extract 1liquidity by selling
gilts on a major scale.

(11) Action on interest rates. This is more important.
Reducing interest rates and allowing gilt prices to rise
(the latter will be helped by underfunding) reduces the
demand for 1liquid assets and gilts, thereby providing
indirect support for the equity market. In the circumstances
interest rates can be cut without risk to future inflation,
provided the authorities stand ready to raise rates again
as and when confidence returns.
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13 November 1987

Jack Hennessy Esqg

Chairman

Credit Suisse First Boston Ltd
2A Great Titchfield Street
LONDON W1P 7AA

Dess /WH&NLwa)

The Chancellor was most grateful for your letter of
28 October. He read your article for the European edition of
the Wall Street Journal with much interest, and agrees with
many of your points.

Yo

Hoz Mo

A C S ALLAN
Principal Private Secretary
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PRELTMINARY REPORT
ON THE QUALITY OF ISE MARKETS
OCTOBER 19 - NOVEMBER 13, 1987

A Study of ISE Markets During A Very Volatile Period

w1l SinEroduction

Forming part of a much wider examination of the
performance of the London securities market in the
period from 19th October to 13th November, this
preliminary report outlines major findings to date.
Together with quantitative analyses and an examination
of the statistics available, this report also
highlights views and comments of market participants
and observers during the turbulent weeks immediately
following the crash on 19th October.

The wider analysis will include a fuller
examination of the effect of market structure, trading
patterns, liquidity and the impact of derivative
product markets (options and futures) on past weeks'
activity and performance. Special attention will be
given to the examinations of intra-day movements and
interactions of prices and transactions in an attempt
to understand the dynamics which resulted in the
extent of market falls.

A final report is planned to be available by mid
December.

2. Summary of Findings

Key results from the preliminary analysis of
available statistics and data indicate the following:

1 Despite the sharp falls in prices, volumes
reached unprecedented levels in the week of the
19th October, peaking at over 100,000 bargains on
two days. Much of the higher turnover of recent 3
weeks has been in alphas. Alphas have been running
at an average of 63% of turnover value in the last
three weeks compared to 50% earlier. The levels of
trading in betas, gammas and deltas (despite being
a lower proportion of total turnover) rose in the
week of 19th October but have since declined.




# e Restricted Until Release
J . . "2-&“

23 There has been a reduction in liquidity as
measured by the touch. For all SEAQ categories,
touches have increased significantly while
quotation sizes have reduced over recent weeks.
This is an expected response to a time of grcat
uncertainty and represents the increased cost of
running a market making operation under very
volatile conditions.

While such an increase in transaction costs is
undesirable - it represents a reduction of market
quality - it is unavoidable. The alternative,
which other exchanges have adopted, is to close or
restrict trading. While higher costs to users are
unfortunate, the costs to users of a closure would
be much greater; London remained open throughout
the turbulent period.

b A TR Alpha touches have increased almost three fold
- from an average of 0.76% to currently 237 %:;
maximum size of quotations for alphas averages
£120,000, a 50% reduction on more normal times.

il 1 2 Beta and gamma touches have also increased
significantly but by less than alphas. Beta and
gamma touches have doubled to 3.45% and 5.37%
respectively, whilé maximum gquotation size in both
categories has been reduced by about two-thirds.

3. More surprising is the fact that some 80% of
these customer transactions were buy orders,

predominantly rivate clients.”

4. Intra-market trading accounted for a much lower
proportion of overall activity. Normally half of
the total turnover value is intra-market activity.
Since October 19th, the intra-market share of total
turnover value has reduced to about one third.

5. The "crash" and the level of activity arising
from it have accentuated the strength of London's
electronic competing market maker system. UK
equity market makers were able to hold substantial
long positions - over £250 million on October 19th
- a reflection of their valuable stabilising role
in being able to absorb the weight of selling
pressure.
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LESoH BACES ECOMOMIC SUMMIT

By Johm Crossland, Press Association
Charmcsl lor Me Higel Lawson today
malled for o cSummit of world finance
mimiztersonce the LIS has formalated a
package to cut its budget deficit.

Mr Lawszon said he bad already spoken
to osome of kis counterparts and was
confidernt & summit would be held "o
try to get sweryons on the right
f T L

He added: "I thimk it i= sensible
T4+ More 4 Headlines & ot -

= ASSoTldn i

¢ File on 13-11-87 at 12:40

)
b

that the ministers o t?i g?ior

g e st ions =shoald = & =
iTée::Ltlen:hink that it will happen
3 l—IEE_‘: l.i |;_ =“r“ P te Tele tapzitd e .

- 1 ¥ S L =

zon Eal fears of 3 wior1d
M LawsEan :dldugizgilg exaggeratg?ti
and Britain Aid rmt have mqgh to feat
dTL_u:p‘+he O D | EE gtrETg; &y
bfhf q_abnu+ today ' E announEean”_; ;i
S oria Kona .3 T ammbal Bani Was b
= 2 cmpg and Shangha = .

1T3‘H3n3+gﬁé“o+ mpround 155 {n_ihe+pd
.?ﬂ?“djnéank. t e Charse L Lo pT{Tiiﬁd
Hl? ?Eéf ?ri}jﬁh interesis anFri =
P K i g ] o I ; : o - '
;Emﬁ femreign DanksE. q}@mhhclu 1

e momme M wo - wald tratfio .

I'"E":‘:"':E 1 o We o

PO o s

= More @ Headl ines i

Uk F1le on 13-11-87 at 12:49

Mr Lawsorn was at Telford, Shropshive,
teo lay the foundatiorn stone of A reEu

computerised Inland Rewsrnue ot e

= B 2

T+ More 4 Headlines s Qo0 S



mc'\ 15

L YO 5

MR CORNISH \ cc HMCG, RY
J/Mr J Rhodes, IBB, NY ""61
Mr S(JPdge, PS/Paymaster
General

BUSINESS WEEK

1. I attach an article in the 16 November edition on the
British eccnomy by Richard Melcher, the London correspondent.
It is cenerally very helpful though it does not hide
possible pitfells ahead. We did not expect to see any
direct reporting emanating from the Paymaster General's
lunch at Business Week on 29 October, but this sort of
article shows how useful it is to ensure that the editorial
staff in New York are apprised of our policies. Business
Week devotes about 15% of each issue to international

news, anc British news competes for space with news from
Japan and the Pacific Rim as well as the rest of the EEC.

2. High level contact at the editorial level is particularly
important at magezines like Business Week where the

"computer revolution" has given New York editors greater
control over their London based correspondents. Togay,

a Businecss Week editor can send detailed textual corrections
and substentive comments on -the first draft of a correspondents
copy by direct computer transfer to London irn a matter

cf seconds. Thus, if the New York editor's thinking heas

been influenced by background discussions with a minister -
as it clearly was in this case - he can shape the tone

and form of his correspcndents copy at an carly stage.

3. Dr Raymond, whc accompanied the Paymastor General to
Business Week, believes the article was influenced significantly
by discussion with "the Minister at the editorial luncheon-:

The rest is a positive assessment of the aschisvements of

British economic pelicy which will be read by over 876,000
micddle and upper level managers throughout the Urited

States.
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THAT(HZR AFTER THE (RASH:
CARRY 0N, THEN ;

Sure of Britain’s economy, she remains as committed as ever to her conservative agenda

ObOd:v'
i in the October crash on Wall
than Briash Prime Minis-
Thatcher. After all, she
et Britain's economic future on
growth in financial services, widespread
share owrerzhip, and an open, deregu-
ated economy.

Much is szl at stake. Huge questons
remaia about how the stock market col-
lzose will zZect Britain and other econo-
mies. Bur Sve months afier winning re-
elecuon ¢ 2 third {ive-vear term,
Thaicher is zs corvinced as ever that
she has led Britain in the right directon.

e’ y commitied 0 pushing
her conservzdve agenda further. Recent
examples:
® Despite ferce foreign opposidon, the
government in late October went ahead
with a 2125 billion fotaton of its hold-
ings in Briosh Petroleum Co.
® On Nov. 3, Thatcher's chief economic
adviser, Chzncellor Nigel Lawson, an-

seemingly had more to | nounced in his annual autumn economic

forecast that the government will hold
to its disciplined policies: Although
spending will rise in 198S, borrowing will
fall, and taxes will stay at current levels.
® Thatcher has redoubled her efforts to
achieve her major third-term goz—to re-
form the social welfare system by turn-
ing more of it over to private groups.

The key reason for Thatcher's confi-
dence lies in her belief n Britzin's eco-
nomic resurgence. Current growth is 4%,
and unemplosment. though sall high at
10%, nas fallen for 15 mosths. Thawcher
has fought consistenty to keep Britain's
budget deficit down Despite the cok
lapse in the London market, which has
fallen 30% since Oct 19, Lawson is ex-
pecdng the economy to grow 25% next
vear and government borrowing to fall
to just %% of output Sull. in an effort
to reassure investors, the Bank of En-
gland on Nov. 4 cut interest rztes from
9%% to 9%.

With increasing self-confidence,
Thatcher is raising her voice on the in-
ternztiona) stage. Recently, she lectured
President Reagan to slash the U. S. bud-
get deficit and raise taxes. Even though
Britain cannnot play the same role as
the U. S. and West Germany, Thatcher is
winning respect from new quarters.
“Thatcher's Britain is a demonsuadon
that fiscal prudence can bring results,”
says Philippe Moreau Defarges of the
French Foreign Relatons InsCtute
WELFARE CcuUTs. But her conservadve
crusade s stll largely aimed at a domes
tc audience. Despite internattonzl oppo-
sition to its BP share issue, for example,
the government could mot be seen to bal
out investment banks that stood to lose
money by underwriting the deal As a
compromise, Thatcher decided w0 limit
underwritng losses by ensuring that the
Bank of England would buy BP shares if
their price fell below $1.22 each. The
danger is that if the price plummets,

INTERNATIONAL BUSINESS



the gevernment will face huge costs.
I cation and housing, Thatcher
aims to strip power from what she re-
gards as left-wing, free-spending local
administrative bodies and turn manage-
ment control over to groups of teachers.
parents, and residents. To further weak-
en the local councils, she plans to elimi-
nate (he property taxes that they levy
and replace them with a flat tax, set by
the national government, on every adult.
Although the changes will face a rough
ride in the House of Commons, Thatcher
can draw on the Conservative Party’s
101-seat majority to muscle her pro-
grams past a divided opposition.
U.s. EXPOSURE. But the government's
main worry must be that the tumult in
the world's markets will take the British
economy down and that unemplovment
will again mount. In its push to become
a major market for international equi-
ties, London has opened itself to the
whims of foreign investors, who are now
pulling their money out of the market.

British companies are also paving for
their growing international strength.
Helped by rising profits and the earlier
bull market, they have so far this year
spent 326.3 billion on U.S. acquisitions.
But stocks with heavy U.S. exposure,
such as luxury carmaker Jaguar PLC and
aircraft engine maker Rolls-Royce Ltd.,
have been battered.

Caught in the downdraft, too, is Brit-
ain’s leading industrial company, Imperi-
al Chemical Industries PLC, which earns
25% of its $17.7 billion in sales in the
U.S. Its shares are down 36%. Says
Chairman Denys H. Henderson: “There
is no fundamental change in the outlook
to justify this kind of share-price
change. It is very disturbing.”

More bad news for Britain is almost
certainly on the way. Even with a mar-
ket recovery, employment is likely to
stop growing in financial services. Nine
banks have anncunced job cuts in recent
months, and more are awaited. Thatcher
has been counting on a continued boom
in London’s deregulated markets to help
offset the prolonged fall in manufactur-
ing. “Both the U.S. and the U.K. are
paying the price for relying too long on
building up financial services and 1gnor-
ing basic industry,” says Labor's trade
and industry spokesman, Bryan Gould.

For now, British politicians and man-
agers are, like leaders cisewhere, hoping
that U.S. efforts w cut its budget ded-
cit will keep the world economy from
siiding into recession. Few in Britain can
forget the nightmare of 1976, when Brit-
ain’s own deficit forced it w turn to the
Internadonal Monetary Fund for a baik
out Britain has come a long way since
then. But so have a powerful array of
global forces that could still sabotage
the country’s overhaul.

By Richard A Melcher in London

! HONG KONG M'

THE PALL IN HONG KONG

MAY HOT LIFT SGON

CoHépsed markets cast doubts on the colony's economic future

Aﬁ-—.: :

BZ A e phones have fallen silent at the
Hong Kong Futures Exchange,
and with the price monitor rarely

blinking, floor waders spend most of
their day reading newspapers. In the
wake of Bloody Monday, nearly a third
of the exchange's 127 member firms
have been suspended from trading after
defaulting on 3220 million in stock-index
futures. Before the Oct. 19 crash, Hong
Korg handled 20.000 contracts on a typi-
cal day, making it the No. 2 stock-index
futures market after Chicago. Now trad-
ing has evaporated. The exchange floor,
once littered with green confirmation
slips, is so bare that “you can do your
aerobics there,” says an official.

Picking up the pieces will be harder
for Hong Kong than for most other fi-
nancial centers. That's because its stock
and futures exchanges were the only
ones to ciose their doors at the height of
the worldwide crisis. When the fourday
shuidown ended on Oct 26, the stock
incex plunged by 37% and the futures
exchange collapsed, forcing the govern-
ment W arrange a 3512 million rescue
fund Confidence was so shaken that
Hong Kong's communist neighbor, Chi-
na, moved in w bail out one of the
world's most laissez-faire markets.

All that intervention has tarnished
Hong Kong’s image as a financial center
and raised doubts about the freewheel-
ing system under which it has thrived.

Moreover, Beijing's role in the market
rescue was an unsettling reminder that
China will take over the capitalist en-
clave in 1997. “The damage is deeper in

Hong Kong,” says Arthur Lai, head of
ChinTung IToidings Ltd., a hard-hit secu-
rities firm that had to sell out w Stan-
dard Chartered Bank. “Other people’s
damage was only in market value. But
our whole system is being questioned.”
FELL swoopr. Taking the heat is Ronald
Li, the feisty chairman of the Hong
Kong Stock Exchange. Several local law-
makers and many international finan-
ciers say Li, who planned to step down
in December, should resign immediately.
They contend that Li's decision to close
the markets worsened the panic and that
he acted to protect local brokerages, in-
ciuding his own, from huge trading
losses. Denying charges of impropriety,
Li says the closure was nesded to “cool
down” the marke=, 2nd he vows to con-
tinue rurnzing the stock excharge,
though he has left his post as vicechair-
man of the futures exchange. Clearly
snubbing Li, the Horg Kong govern-
ment arranged for Robert Fell former
London Stock Exchange chief executve,
W become the local stock exchange's se-
nior chief execugve. !

China’s involvemert is viewed as a |
mixed blessing. The Bank of China ap-
ted up 342 million for the rescue pack-
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age, and brokers say Chinese enter-
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STOCK MARKETS

LONDON NEW YORK
Level Change Level Change
November
Wednesday 4 1608 1945
Thursday S 15639 +31 1985 +40
Friday 6 1621 -18 1959 -26
Monday 9 1565 -56 1900 -59
Tuesday 10 1530 +8 1378 -22
Wednesday 11 1639 +66 1899 +21
1 L - a0 S i
Thursday 12 17 Ca ~63 1980 =5
Fride 13 € i f-‘?‘ dpu Hige i
Changes on week +63 S
earlier 33T S48
Fa ' ok (eading Theidays)
,.'{r _ 23\2 :_ -
s ‘_/' A=
—~ i - *z as] i 5 SR e
B > - 16C 2 -Is! o ks
e : = 43 13350 AT
Pl S 4
§ ‘a o) —— 5
. 2 L EDT. . FES 450

TOKYO
Level Change
23061
22630 -431
22795 +165
22418 -377
216836 -732
21037 -649
21547 +510
229453 44902
-1083

2 642

SR P L S

Ly i e SR

VR0 sl

21 %7 - 1042



November
Wednesday 4
Thursday 5
Friday 6
Monday 9
Tuesday 10

Wednesday 11
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EXCHANGE RATES
(London Close)
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MARKETS

I have seen your Private Secretary's letter reporting the
complaints made by Lord Stevens about the performance of
London as a financial centre during the crash in share
prices. I have also seen the Treasury's note (enclosed with
Peter Middleton's letter of 12 November): I agree with its
broad conclusions.

2 We must not let difficulties encountered by particular
dealers cloud our judgement as to the overall efficiency of
the stock market in London. I shall be seeing Lord Stevens
to discuss other matters when he returns to the country next
month, but this will be an opportunity to discuss his firm's
complaints in more detail. There may be substance in his
suggestions that there were strains in the system but none
which cause me to doubt that the City has coped very well
with an unprecedented crash in share prices. Indeed, I
believe from all I have heard that the new systems performed
as well as anywhere else in the world - and in many cases
better.

3, It is striking that The Stock Exchange was handling over
100,000 bargains daily - over twice the normal daily average.
No member firm has defaulted on its obligations. The new
screen-based system has meant high visibility for the market
makers' quotations and within the European time-zone orders

were being routed to London as the most liquid market.

4. Even if we had a Stock Exchange floor and fixed dealing

commissions, with separation of the functions of brokers and

JG5BLB
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jobbers and exclusion of foreign-owned firms - as before Big

Bang - London would not have been insulated from the crash.

S The Chairman of the New York Stock Exchange and the
Chairman of the United States SEC were both surprised by the
speed and severity of the share price fall and have been
reported making critical remarks of the systems in the USA.
In London, we did not have to close our markets or restrict
trading - although several of Lord Stevens comments have been
echoed round the world, particularly those about the
difficulty of getting good prices during the most hectic
trading periods.

6's It is remarkable that on many days, more than three
quarters of orders were to "buy", mainly from private
investors who judged prices were now realistic. Furthermore,
among the shares which suffered most were those of companies
with considerable dollar business in the USA. Many others,

with domestic UK business, have done proportionately better.

e This has confirmed our own optimism about the
fundamental strength of our own economy but more especially
in the ability of the markets - including the financial
markets - to reflect reality. I am asking for further work
to be done in analysing The Stock Exchange's performance
since Big Bang but my interim conclusion is that the new

systems have performed remarkably well.

8. I am copying this to the Chancellor of the Exchequer and
the Governor of the Bank of England.

|

D

|E§November 1987
DEPARTMENT OF TRADE AND INDUSTRY JGS5BLB
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SIR P MIDDLETON i o cc:  PPS

<§? & PS/Economic Secretary

J Sir T Burns
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of 33 Mr Peretz

{ Mr Grice

;Q W ’\\ /)Qf Mr Ilett
\ \S \f/{ Mr Hall
MARKETS K g\) »[&

I attach Alastair Ros

's latest circular which has some
very timely footnotes to points ma our note for the Prime
Minister. Particularly interesting 1is his ggestion that a
number of UK companies already have authorisatiom_to buy back
up to £800 million of their own shares, and more are“considering

such a move. We are doing some more work on this. Alastair

also takes the a arket view that UK institutional
portfolios were pretty fully stuffed with equities by the
beginning of October, both relative to past experience, and

relative to institutional portfolios elsewhere.

As you know both the Bank and the DTI are doing further work
in this area, though I have not yet seen the results. I think
the DTI may have it in mind to offer their own comment on

Lord Stevens' remarks to the Prime Minister.

/

RACHEL LOMAX

2



FROM YOUR SIDE OF THE DESK ALASTAIR ROSS GOOBEY
NO.18

SO CHEAP, I CAN’T AFFORD IT

One of the problems faced in a bear market is that there are plenty of natural sellers but not
many natural buyers. In the US in recent years there has been a substantial source of buying which
other markets have not seen: the corporate sector. Since the end of 1984, it is estimated that over
$150 billion of equity has been bought back or authorised to be bought back by US corporations. In
the same period in the UK, there has been net investment of about £19 billion in UK equities and
£12 billion in overseas equities by institutions and although £5 billion of Government bonds have
been purchased, since the fourth quarter of 1986 up to £2 billion of that paper has been sold net.

The consequences for portfolio distribution in the two markets is strikingly different. In the
US, that doyen of investors, Warren Buffet, was pointing out in September how the craze for
buybacks had reached epidemic proportions and that the process was not being conducted for
logical reasons, even those as basic as increasing earnings per share. Some companies were buying
in their own shares despite the fact that the pre-tax return which they were buying was less than
the cost of money, and the earnings and assets per share of the company were actually falling as a
result. The cash flow of the US institutions has perforce been channelled into bonds, and, to a
lesser degree, into foreign equities. Since no net cash flow was flowing from the institutions into
domestic equities, it was primarily the corporations who were driving up the market at the margin.
Even after the recent initial fall, the market was steadied by further announcements of repurchase
programmes; the deep-pocketed buyer was still present. The average US pension fund has no
more than 60% in equities, about 25% in bonds and the balance in real estate, venture capital and
buyouts. In addition, it has not been apparent that the US institutions have undertaken a wholesale
flight from bonds which would have left them open to criticism and defensive action after the
dramatic reversal of fortunes between bonds and equities of the past month.

In the UK, all these factors are transposed. The corporate sector, and the Government, has
taken every opportunity to sell stock to the institutions, while the institutions themselves have
reacted to this potential crowding-in by shunning the domestic bond market. As a result, the
balance of UK institutional portfolios has reached an historic high level of equity exposure. The
reversal of this trend will be uppermost in the minds of investment managers before 31 December;
even a modest switch of portfolios towards bonds will involve some fairly hefty equity sales. The
CAPS survey of UK pension funds at the end of 1986 showed the distribution of the average UK
pension fund as follows:

%

UK equities Squg
Overseas equities 24
Index-linked gilts 2
UK fixed interest 12
Property : 4
Cash 3
100

Making fairly modest assumptions about the year up to the beginning of October, the equity
share at the peak was 82% of the total; the subsequent market fall will already have reduced this to
76% and increased the bond share to 15%. The attempt to achieve a 20% bond percentage would
involve a further switch of up to £10 billion from equities, or a fall in equities of a further 35%
forthwith, or investing all pension fund cash-flow in gilts for a year. Put in the context of total

James Capel House, P.Q. Box 551, 6 Bevis Marks, London EC3A 7)Q




institutional cash flow, including unit trusts, running at an annual rate of £26 billion in the first half
of 1987, this would substantially limit the money going into equities from UK investors. In
addition, the strong cash flow of the unit trusts has already been materially curtailed.

Such a rebalancing of portfolios would be typical of bear markets, and will probably be
undertaken through a combination of switching, cash flow investment and relative asset
performance; it will be easier to do when we are in a rally, which will make it more difficult for that
rally to be sustained. It is also worth noting that, as a consequence of continuing pension
contribution holidays and the increasing influence of unit-linked business in life assurance, 1987
may see the cash flow of insurance companies overtaking that of pension funds for the first time in
many years; life offices tend to be more predisposed to investing in fixed interest stocks than are
the pension funds, although if the growth really is attributable to unit-linked funds, this may be

changing.

We have looked at the potential scope for buybacks in the UK market. The 1981 Companies
Act enabled UK companies to engage in this process for the first time, and this is the first real bear
market since the provisions came into force in 1982. There are technical problems for the
companies: in order to prevent the creation of capital distributions out of income, the tax laws
treat buyback sums like a dividend for the company and Advanced Corporation Tax is payable.
This may be used to offset excess mainstream corporation tax, but many companies do not have
such an excess. Even those companies in a tax position which enables them to consider buybacks
may be loath to act: their shareholding structure, or the fact that they have just had a rights issue
not far above this level may constrain them. Nevertheless, we see the first inklings of a potential
buyer of last resort. Of the FTSE 100 Index constituents, we have already identified companies
who have authorisation to buy up to £800 million of their own stock, and more are considering
such a move. This represents 11% of the money poured into UK equities in an average year over
the past two-and-a-half years. Naturally, not all this stock will in fact be purchased, but it indicates
the potential size of the buyer of last resort.

Institutional liquidity has been adversely affected by the string of recent rights issues and
privatisations. The good news is that there is no necessity for a new privatisation for a year or so.
Calls on British Gas, BP and BAA together with the probable redemption of British Telecom
preference shares already add up to £4,957 million in the bag for 1988/89. Institutional liquidity
will take time to build up, and meanwhile only small portions of cash flow will end up in equities,
particularly overseas.

We now seem to be in the good tradeable rally I had hoped for in last week’s note, (how I hate
journalists, yes, and stockbrokers, who say "I told you so", but only selectively), but this should not
be confused with a new bull market; we might expect the rally to continue to a point at which the
market’s valuation will again give us pause, at around 1850-1900 on the FTSE Index. Stocks are
currently still cheap, but not many shoppers feel they can afford them.

FT Actuaries All Share Index: 817.83 12 November 1987
S&P Composite Index: 241.90
Tokyo New Index: 1730.59

The publication day for this document is being brought forward by a day to prevent the
probability that it will be made of nugatory value by events over the weekend.
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The Financial Times \fljf Mo M" :
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Dear Mr. Brittan: v\‘k"f ‘\Vdm ‘\,..Y\A

You are probably right to state that James Baker helped to trigger the \\9
crash ("Beware the coming of the false dawn," FT 11/12/87). His press
conference on October 15 accelerated the decline of the dollar and added

to bond and money market strains. But what triggered Mr. Baker? Nigel
Lawson deserves as great a share of the blame for the financial market
strains and for the crash.

In August, when the United Kingdom was already experiencing a large
capital inflow, the Bank of England raised.money market rates,
accelerating the inflow. The purpose was to cool off a consumer and
property boom, but the result was to increase the attractiveness of the
pound te foreign investors. Foreign investors borrowed dollars to buy
pounds, effectively raising dollar short-term rates and shorting the
dollar. Because the pound was pegged to the DM, the Bank of England, to
maintain the DM/pound exchange rate, and continuing its established policy
of diversifying its reserves, sold dollars to buy DM. The Bundesbank,
sensing a stronger flow into the DM tha®t would disturb their rigid
monetarist stance, tightened domestic policy through sterilized
intervention. At the same time, the markets in the United States reacted
to the increased dollar sales. Commedity traders increased commodity
futures positions anticipating that the weaker dollar would lead to a rise
in commodity prices. Bond traders sold Treasury futures, anticipating
that the weaker dollar and higher commodity inflation would lead to higher
interest rates. Arbitrage between the cash bond market and the futures
market intensified sel1ing in the Treasury bond market. The Federal
Reserve reacted to the weaker dollar, rising commodity prices, and the
impact of "inflation expectations" on the bond market by tightening an
already moderately restrictive monetary policy. It was during the late
stages of that tightening, when bhill rates exceeded the nominal growth
rate of the U.S economy, usually a precursor of recession, that Baker
publicly and undiplomatically expressed his irritation with the Germans.
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The U.S. had agreed to tighten credit to stabilize the dollar, conditional
upon an agreement by the Germans and Japanese to stimulate growth. Both
the Germans and the Japanese defaulted, but the Germans did so in a
visible way. The Japanese used quantitative credit controls; the Germans
used tighter monetary policy. But Baker's ire should have been directed
at the British. Nigel Lawson contributed to the crash by starting a
general tightening in Europe when the UK was already experiencing a
capital inflow. This is not meant to be a personal criticism of Nigel
Lawson. It is meant to be a criticism of an inherent instability, a
dangerous weakness, in the design of an international monetary and credit
system based excessively on one national currency as the reserve currency,
the credit currency, and the intervention currency. .

It is interesting to note that the Federal Reserve's behavior was
remarkably similar to their behavior during 1931, when they turned a
serious recession into a lasting depression. This time, however, the
Federal Reserve aborted the suicide mission before the system broke.

After the British went off the gold standard in 1930, the United States
and France foolishly tried to remain on the gold standard at the old
parity. When the United States began to experience an outflow of gold
during 1931 because of speculation that it would be forced to devalue, the
Federal Reserve raised the discount rate to protect the gold reserve.
Higher interest rates in a deflationary environment led to a credit
collapse in the banking system that was only reflected in the monéy supply
with a Tag. As it is today, bank credit was then a multiple of the narrow
money supply. The weakness that did appear in the money supply during
1931 the Federal Reserve attributed to the loss of gold and to the
collapse of "unsound banks." It was merely a sign that the Fed should
tighten further to achieve stability. The result was nearly stasis (in
the physical sciences meaning).

The central bank management information signals given off by a
predominantly dollar reserve system, a predominantly dollar international
credit system, and a predominantly domestic national currency money system
almost brought us to disaster. Hopefully we can and will reform the
system before the next opportunity for & crash.

Sincerely,

Edward Guay.

ta
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Monday 16 November 1987
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NOON 2 PMm QAN SRl et (RHEREAM )
LERI 74..9 ?§‘°‘f
$/% 1 240 00 1EEGES Dec $17.97
DM/E 2.9881 2-9958 Jan $18.05
DM/ $ 1.7162 ‘}.’7,(4?“ Feb $18.07
Yen/$ 137.19" |2 2-6C7

7 day

1 month

3 month

12 month

Figures in brackets show change since
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The dollar remained auiet in New York.

It rose in

ithe Far East after Reagan statement that an $80UBn deficit cutting
package was probable outcome of discussions. This triggered technical
short-covering. The dollar has now steadied.Sterling is easier on the

i firmer dollar but on the sidelines.US

imarkets expect +0.6%.

{The US eauity market closed down
iclosing up.
12310 29 +8d4). 1.
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The FTSEL100 opened
1 The gilts market is fairly auiet

Industriml production out 2. 15RPM;

with the Japanese and Hong Kong markets
Dow Jones 1935.0 -25.2, Nikkei 22615 +167 and Hang Seng
L7072 .55+29:2 'and s now 473100 52 .8
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FROM: MISS M P WALLACE
DATE: 16 November 1987

MRS R LOMAX cc PS/Economic Secretary
Sir P Middleton
Sic P eBurns
Mr Casscll
Mr Peretz
Mr Grice
Mr Ilett
Mr Hall

MARKETS

The Chancellor has seen your minute of 13 November attaching
Mr Ross Goobey's latest circular. He will be most interested to
see the further work you are doing in this area. He would also like
to know what procedures companies have to go through in order to
buy back their own shares.

WP -

MOIRA WALLACE
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Treasury Chambers, Parliament Street, SWIP 3AG
01-270 3000

16 November 1987

G E Grimstone Esqg

J Henry Schroder Wagg & Co Limited
120 Cheapside

LONDON EC2V 6DS

D@N[&w?

Many thanks for your letter of 10 November. The Chancellor, too,
was amused to see the comment in the circular you enclosed.

VT

\-—-/-

A C S ALLAN
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.H.ARE PRICES FOR THE MAJOR COUNTRIES: WEEKLY SHEET

In the light of interest shown in the table on share prices given
in the World Economic Developments note (circulated by IF2 on 9
November), it has been decided to distribute a sheet regularly
updating the figures every Friday. The share price indices used
are published daily in the Financial Times.

Comments or queries to D Savage (5546) or P Sullivan (5548).
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SHARE PRICES FOR THE MAJOR COUNTRIES: WEEKLY SHEET

S /

. Japar Germany L// France / Italy Canada
Standard & ~ Commerzbank CAC General —~ FT. All Banca Composite
Poor's ~ share index Com Ital (Toronto)

Industrials

1986

(Average) 261 .67 1321.92 199639 356.15 1719:23 689.03 2993.07

1987 Jan 27399 1562.55 2016.4 392.0 836.29 726.16 3067.8
Feb 3EL33 1762.07 1782.5 421.5 913.67 704.09 3378.17
Mar 32T 19 1805.61 1711.7 435.2 986.25 679.37 3510.1
Apr 337.13 1902.24 1832.0 454.4 988.79 719.89 3742.2
May 342.71 2114.92 1776.1 452.6 ' 1032.4 766.4 3730.3
Jun 336,35 2156.68 1787.6 430.4 1108.8 688.77 3659.6
Jul 3515353 2042.53 1841.2 402.8 1149.1 685.56 3740.2
Aug 372.32 2018.89 1990.4 414.0 1188.4 687.41 4030.4
Sep 378.26 2153.2 2033.3 430.4 1155. 72 624.88 3982.3
Oct 305.14 1917.5 1802.3 364.9 1079.8 616.4 3290.8

15 Oct 343.57 2158.61 1902.6 366.1 1189.9 665.5 3674.9

L3 Nov 28112 1842.73 1379.0 292.0 840.33 496.76 2946.1

Percentage changes

1986-13 Nov +7.4 +40.5 -30.9 -18 +7.8 -27.9 =1.6
15 oet.—-13
Nov -18,2 -14.6 -27.5 -20.2 -29.4 -25.4 -19.8

The monthly data are closing prices on the first day in each month, except for October which is the
average of daily rates.

Contact point: P SULLIVAN (5548).
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i |
H Opening 10 AM NOON 0il Price (10 AM) |
| |
| 74.9 74.9 LERT 75.0 l
| 1. 786%0 1. 7880 S/ 1. 7522 Dec $17.72 |
| 2.9809 2.9800 DM/ E 2.9823 Jan $17.82 1
| 1