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GILT EDGED MARKET 


I am w r i t i n g i n G e o f f r e y Howe's absence t£>day t o l e t you know o f t h e 

two s t o c k s w h i c h i  t i s p r o p o s e d t o announce tomorrow, e s p e c i a l l y 

s i n c e I u n d e r s t a n d t h a t you have e x p r e s s e d c o n c e r n a b o u t t h e l o n g 

t e r m c o s t s of b o r r o w i n g by g i l t edged s t o c k s w h i c h w i l l n o t mature 

u n t i l a bout the t u r n o f t h e c e n t u r y . 


As you w i l l know, the Bank s o l d the c o m p l e t e l o n g t a p y e s t e r d a y . 

T h i s w i l l have s i g n i f i c a n t l y r e d u c e d t h e g r o w t h o f t h e money s u p p l y 

i n b a n k i n g June ( w h i c h ends n e x t Wednesday): a l t h o u g h t h i s f a l l s 

b e f o r e the new 10 month t a r g e t p e r i o d , i t w i l l be u s e f u l i n a v o i d i n g 

u n c o m f o r t a b l y h i g h 3 month and 6 morith moving a v e r a g e f i g u r e s f o r 

m o n e t a r y g r o w t h b e i n g q u o t e d i n t h e m a r k e t s i n coming months. 


We have now t o d e a l w i t h t h e p r o b l e m o f f u n d i n g t h e b o r r o w i n g 

r e q u i r e m e n t i n the f i r s t few months o f the new t a r g e t p e r i o d . 

We need t o have a h i g h l e v e l o f g i l t s a l e s i n t h i s p e r i o d , i f 

m arket c o n d i t i o n s p e r m i t , w h i l e t h e b o r r o w i n g r e q u i r e m e n t i s s t i l  l 

h i g h b e f o r e t h e Budget t a k e s e f f e c t , and b e f o r e t h e changes i n MLR 

and c l e a r i n g bank base r a t e s have t h e i r e f f e c t on bank l e n d i n g 
t h i s t e n d s t o come t h r o u g h o n l y a f t e r a few months. 


The C h a n c e l l o r , a d v i s e d by t h e G o v e r n o r , has d e c i d e d t h a t t h e r e 

s h o u l d be b o t h a l o n g d a t e d s t o c k and a s h o r t d a t e d one. T h e r e a r e 

two main r e a s o n s f o r i n c l u d i n g a l o n g d a t e d s t o c k as w e l l as a s h o r t , 

The f i r s t i s t h a t t h e n e e d i s t o s e c u r e s a l e s o u t s i d e t h e b a n k i n g 

s y s t e m , who i n n o r m a l c i r c u m s t a n c e s can be s u b s t a n t i a l b u y e r s o f 

s h o r t s t o c k s . T h i s r e q u i r e s a s i g n i f i c a n t p r o p o r t i o n o f s a l e s t o 




the long term investment i n s t i t u t i o n s , the L i f e O f f i c e s and Pension 

Funds. In recent years the long term i n s t i t u t i o n s have invested about 

twice the normal proportion of t h e i r new funds i n g i l t s : t h i s pro

p o r t i o n w i l l f a l l back as we reduce the PSBR but f o r some time to 

come we w i l l need to s e l l to them s u b s t a n t i a l l y more than the normal 

proportion of t h e i r new funds, i f we are both to c o n t r o l the money 

supply and leave room f o r an adequate l e v e l of bank lending to 

indust r y . The long term funds are p r i m a r i l y i n t e r e s t e d i n s e c u r i t i e s 

which match t h e i r long term l i a b i l i t i e s on l i f e p o l i c i e s and pensions. 

We are therefore more l i k e l y to secure s u b s t a n t i a l sales of g i l t s to 


them without having to r a i s e y i e l d s e x c e s s i v e l y i f we provide g i l t s 
which are of a maturity which i s a t t r a c t i v e to them, namely i n the 
15-25 or 30 year band. Successive issues can be at d i f f e r e n t points 
i n that band. 

The other reason f o r b r i n g i n g i n a new stock i s that we do not want 

y i e l d s to f a l l back again i n the coming weeks. I f they did, they 

would almost c e r t a i n l y r i s e again l a t e r as the market became worried 

about the i n f l a t i o n a r y prospect during the c r i t i c a l months of t h i s 

autumn, causing a hiatus i n g i l t sales while they d i d so. 


I am well aware that some commentators have argued that i s s u i n g 
stocks with t h i s kind of maturity involves accepting very high 
borrowing costs i n the years ahead i f i n f l a t i o n does come down, 
and therefore e i t h e r means that the Government expects i n f l a t i o n 
to continue i n double f i g u r e s , or that the Government i s i r r e s p o n s i b l e 
i n p l a c i n g such a high i n t e r e s t burden on i t s successors. But t h i s 
comment ignores the e f f e c t of the high i n f l a t i o n i n the next two or 
three years on the r e a l value of both the i n t e r e s t payments i n 
subsequent years and the f i n a l repayment. The Treasury r e c e n t l y 
did some c a l c u l a t i o n s of the r e a l i n t e r e s t costs of long term 
borrowing, on a l t e r n a t i v e i l l u s t r a t i v e assumptions about the future 
rate of i n f l a t i o n . These showed that, on assumptions that involved 
i n f l a t i o n f a l l i n g to 6% pa within 3 years, and remaining at that 
l e v e l t h e r e a f t e r , the r e a l cost of borrowing now at a 13% y i e l d f o r 



10 y e a r s w o u l d be 3% and f o r 20 y e a r s w o u l d be k%. G i v e n t h a t 
e c o n o m i s t s e s t i m a t e t h a t t h e r e a l c o s t o f l o n g b o r r o w i n g has 
a v e r a g e d o v e r the dec a d e s a b o u t 3%, n e i t h e r  i s a v e r y h i g h f i g u r e 
h i s t o r i c a l l y . The Bank and T r e a s u r y c o n s i d e r t h a t i f t h e 
a u t h o r i t i e s were t o s h i f t the emphasis o f t h e i r b o r r o w i n g f r o m 
s t o c k s o f abou t 20 y e a r s m a t u r i t y t o t h a t o f about 10 y e a r s , t h e 
r e l a t i v e p r i c e s and y i e l d s w o u l d s h i f t t o remove t h a t a d v a n t a g e f o r 
10 y e a r s t o c k s and we w o u l d a t the same t i m e have g r e a t e r d i f f i c u l t y 
i n s e c u r i n g t h e d e s i r e d l e v e l o f s a l e s . 

The i n t e n t i o n  i s t h e r e f o r e t o i s s u e two s t o c k s , a l o n g and a s h o r t . 
B o t h w o u l d be p a r t - p a i d , and w i t h a t e n d e r p r o v i s i o n on t h e i r p r i c e . 
R e c e i p t s f r o m t h e s h o r t w o u l d come i n b a n k i n g J u l y , and f r o m t h e 
l o n g i n b a n k i n g J u l y and A u g u s t . The s h o r t s t o c k w o u l d be a new 
i s s u e o f £800 m i l l i o n ( p l u s £250 m i l l i o n r e s e r v e d f o r t h e N a t i o n a l 
Debt O f f i c e ) m a t u r i n g i n 1984, w i t h an 11^% coupon. The l o n g s t o c k 
w ould be a f u r t h e r t r a n c h e o f £ 1 , 0 0 0 m i l l i o n 12%% E x c h e q u e r 1999. 

I hope t h a t you w i l l have been r e a s s u r e d by my e x p l a n a t i o n o f the 

r e a s o n s f o r b r i n g i n g i n a l o n g s t o c k , and w i l l be c o n t e n t t h a t t h e 

Bank and T r e a s u r y s h o u l d p r o c e e d t h i s F r i d a y on t h e b a s i s p r o p o s e d . 
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