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PAPERS FOR MONETARY SEMINAR

You may like to have a note of the various papers relevant
to the seminar on Tuesday, 18 November.

You already have the Treasury paper on "Smoothing the PSBR"
and the monthly note on the CGBR and PSBR. The others are:

(a) Two papers which the Bank will be sending you on
(i) Debt Sales

(ii) "Increasing the flexibility of official
operations in the money market".
(b) Treasury notes on "Monetary Control: Main
points for discussion" and "Monetary Control: the
November Statement” (attached).

(¢) My letter to you about the restricted indexed
gilts (RIG) of today.
—

(d) My letter to you about national savings of
v today. _—

The Chancellor has minuted the Prime Minister separately
about the rollover of the monetary target.

The Chancellor hopes that discussion at the seminar will
concentrate on (a) and (b). Decisions on these are needed
for the statement in the week beginning 24 November.

I am sending copies of this letter to Tim Allen and
David Wright.

i?u‘W\/(
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A.J. WIGGINS
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MONETARY CONTROL: MAIN POINTS FOR DISCUSSION

A. Money ilarket Operations

It is agreed:

(i) That a more flexible system of official operations be
introduced. This would involve the operational suppression
of MLR and some change in the operation of discount window

facilities. Interest rates would be kept within a band by
open markelt operations.
That the Reserve Asset Ratio be phased out and abolished

as soon as alternative prudential arrangements can be

established.

e e

It remains for decision:

How would the guidelines, and interest rate banks, be
set?

B Debt Management

It is agreed:

that a RIG is technically feasible, and that the pursuit of

further flexibility in debt management techniques more generally,

and especially at the short end, be further explored by officials.

It remains for decision:

Wnether a RIG should be announced for immediate issue in the

forthcoming statement, and what should be said about debt

—

management more generally.

(Ol Monetary Control and Monetary Base
It is agreed:

(i) That &3 is extremely difficult to control not only in the

! short run, but even over longer time periods. The above
— —

measures may provide some help, but are not themselves

likely to transform the picture.

A major cause of this difficulty is that interest rate

movements do not have a quick or reliable effect on bank
e e ]

lending or &M3. .

e e e s e O

That a mowve to either version of monetary base control would

. . . - ! . ~
require'a transitional period of several years.
~ 1
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That a mandatory monetary base system would probably work
better if related to a narrow monetary aggregate.
Consequently, we will arrange for the collection of
appropriate data for retail deposits, an M2 series.

That, in order to provide more information on how a non-
mandatory base system would work, it would be necessary
to abolish any reguired, cash ratio. The difficulty about
this is that it would remove the basis of the Bank's

main source of income.

It remains for decision:

(1) Whether it is possible to reconcile maintenance of a

sufficient and sure source of income to the Bank with the

abolition of the required cash ratio.

How far it would be desirable to express an intention now
to move on towards a monetary base system; or more modestly
to claim that the above changes were desirable in their

own right and consistent, should further experience point
that way, with moving on to a monetary base system.

further discussion but not immediate decision.

Whether any measures can be introduced that will encourage
companies to obtain funds other than through bank lending,
ie through the capital markets.

Whether there are any means of inducing banks to fund such

bank lending more through non-monetary liabilities.
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MONETARY CONTROL: THE NOVEMBER STALEMENT

1 The consultations on monetary control following the publication
of the Green Paper in March are now complete. An account of the
TGS, Sl

Government's conclusions is planned as part of a wider statement about

economic policy on /247 November. There are also some more immediate

practical questions to be resolved. A series of meetings has been

held between the Treasury and the Bank to prepare the pground for the
¥} ehalcys )
; it —

Prime Minister's seminar on 18 November . There is a wide measure
e N

of agreement as to the steps which could be announced straight away.

We are all very uncertain as to the merits of the case for monetary
base control in the longer term and on this there is a continuing
difference of view, or at least of emphasis, between Bank and

e

Treasury officials.

2 The Treasury think that these issues need to be considered
explicity now, whereas the Bank feel that the development of experience
with the evolution of the changing system and the pressure of events,
eg possible entry into EMS, makes it unwise to take an explicit
position now on long distant changes, especially those that would
involve major structural changes.

Control of £M3

e The Green Paper argued that control of the target aggregzate on

a month-to-month basis was not necessary to the effect of monetary

policy in reducing inflation, although it also recognised that even
short-term deviations from the target path could influence market
expectations. It is now generally accepted that precise short-run
cont;gi of a broad aggregate like &M? is not in practice possible and
also that control of such an aggregate, even over a period of six to
;ZZ twelve months, could sometimes involve costs in terms of other

f;objectives that are unacceptable. A major change in the definition
of the target aggregate to one that might be more easily controllable,
however, has not been considered as a "live" option at the present
time. Whilst the Government may not be committed to the precise

definition of &M%, the concept of the financial strategy would be

changed significantly if there were no commitment to a broad monetary

aggregate at all.
s
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7l Discretionary changes in short-term interest rates, which in the

short Tun are the main instrument at the authorities' disposal, do

not, however, provide by themselves a satisfactory means of controlling

£M3, largely because the relationship between the level of interest
Sl

rates and the target variable wnich does not seem to be stable or
well-understood. A wide aggregate like Qﬂé‘is probably influenced
more in the short run by the relative yields expected on different
assets than by the overall level of the interest rate structure.
Certainly, this relationship between changes in MLR and their
consequences is not well understood; some commentators are even
convinced that it works under current circumstances in the wrong

direction, at least in the short run.

D% A move to monetary base control would not provide a satisfactory
method of controlling &£15.
(1) A mandatory system related to £M3 (or to any definition
including the bulk of wholesale bank deposits) would result

in disintermediation of the kind associated with the corset.

A non-mandatory system would control £M% only if there

were to be a stable and predictable relationship between
that aggregate and the banks' demand for base money.
There is no means of telling whether such a relationship

would emerge.

S We do not sece any efficient means of exercising direct control

over bank lending. It may be possible, however, to make it more

responsive to market conditions. If banks were less confident that

they had access to an unlimited supply of liguid assets at a known

price, they would nave more of an incentive to keep their lending
" p—

rates.in line with the market and they might adopt a different attitude
O————————— - '~

—
to the provision of overdraft facilities. Lven so, we expect that the

relationship between bank lending and the level of short-term rates
will remain too uncertain or too slow-acting to provide an adequate
method of monetary control in the short run at least.

7 This means that, once the £M3% target has been announced and the
main budgetary decisions taken, much of the burden of reconciling
the two must fall on debt sales. Non-marketable debt is playing aa

%
increasing part in the finance of the PSBR, but there must remain a

very important role for operations in the gilts market, where the

authorities have greater flexibility.

|
CONFIDENTIAL
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8, The extent of that flexibility is one subject on which views

differ between Treasury and Bank officials.

The Dreasury believe that a greater The Bank believe ‘that the greater

readiness to see the wields on gilts volatility of yields would not
respond to market pressure would necessarily secure the sales

pive preater assurance that a outside the banking system.
programme of sales could be The gtructure of the market
achieved within a period of, say, would be damaged and the prospecls

three to six months. for selling debt in the longen

| term diminished.

Some forms of auction for short-term central government debt would not
—————— P ————

be open to all these objections. There is general agreement that the

possibility of broadening the market at the short end should be
examined as a means of providing greater flexibility to the government
funding programme. If it were decided to introduce an indexed stock,

restricted to institutional holders (the RIG), it could also be

auctioned; it would then provide an alternative to conventional
AP S

gilts to which the savinge institutions might turn when the prospect

for inflation was particularly uncertain.

Multiple Tarpets and Monetary Base Control

9. The advocates of monetary base control do not see it as a method

of controlling £1% or any broad aggregate - except very indirectly.

They see it as controlling either a narrow monetary aggregate
(a mandatory svetem) or simply the base itself (a non-mandatory system).

If this were to be combined with the existing commitment to Xif3,
the Government would be committed to multiple targets. The narrow

(L]

apgregate would be the short-run objective with the wider aggregate

as the gulde to medium-term policy. Again, there is a difference
view between the Treasury and the Bank on the pogsibility of operating

guch a gsystem.

The Treasury see control of the base The Banl: sece a necegsary role tor

or a narrow aggregate as an short-term rates in controlling

«

appropriate bagis for a markeb &M%, both as means of influencing
determination of short-term interest hank lending (in the longer run)
rates. They see fiscal policy and and of securing gilt sales (in
deblt sales as the appropriate instru- the shorter run). Dual barpets
ments for meeting the medium-term would often have conflicting

tarcet for the wider apgrepgate. implications for movements

The poseibility of confliclt between short rates. So long as ¢




CONFIDENTIAL

" the two targets would be much target is maintained, therefore,

reduced if a new approach were they see a need for discretionary
adopted to the marketing of gilts. choices about the appropriate
level of short rates.

10. There is considerable uncertainty over the workability of a
mandatory monetary base system. A system based on retail deposits

alone would create less of an incentive to offshore disintermediation,

but it i1s not clear that an adequatc definition could be found for
e

control purposes. There is a danger that other distortions would
R I

be introduced, especially affecting competition between banks and
building societies. We do not, however, need to close this option
as a long-term possibility. It would, in any case, be valuable to
introduce a statistical series for retail deposits to replace the
0ld M2 series discontinued in 1972 (although it would be costly
for the banks). We might then be able at a later date to asses its
controlability and its economic significance.

Initial Steps

(a) Money Market Operations

11. During the debate followiﬁg the Green Paper, there has been
persistent criticism of the way that "lender of last resort" or

discount window facilities are operated. It would be possible to
exercise control of interest rates in a more flexible (and less
visible) way by adopting rather different techniques in the conduct
of open market operations. The instructions for these operations
could eventually be framed in terms of either quantities or prices
(or a combination of the two). Initially, the emphasis would have to
be on the control of interest rates, but it would be possible, if we
wished, to move gradually towards control of the monetary base.

S—

12. The interest rate objectives could, from the start, be expressed

as a band within which market rates could fluctuate. The choice of

the limits to that band would remain, in a sense, a political act,

but it is hoped that it might be somewhat "de-politicised". These

limits would not be announced (in order to keep the banks uncertain
of the terms on JFIEH—E;EE-could certainly obtain funds), but if
actual rates were to reach either intervention point, the market
would be well aware of the fact. A decision would thon_zg;g_fs_ﬁ

er—wmether to. stabilise it at that level
taken whether to move the band/  Minimum Lending Rates as such,

, e m——————

—
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fwould be abo]nclqi, and discount window facilities would be provided

b

lewq freelv and probably only at penal rates. The new method of

operating could be indicated in general terms in the November

statement. It would brought into use over the next few months.
e

(b) The Cash Ratio

13. The existing cash ratio is not operated as the base for a system
of monetary control. The Green Paper speaks of it as the "fulerum"
for open market operations, but it would be possible, nevertheless,
to determine interest rates without any required cash ratio since

the banks are unable to overdraw their accounts with the Bank of
Englénd. An associated effect of the present cash ratio requirement
is to provide the Bank of England with the main source of its own

income.

14, In its present form, the ratio could not be used in a mandatory

system of monetary base control: it is too small a percentage and

related to the wrong total of deposits. Whilst it remains, it
conceals the size and variability of the banks' true demand for cash;

it  therefore prevents us from discovering any information relevant

to the operation of a non—mandaﬁory base control system. This points
to the replacement of the cash ratio by some alternative means of
financing the Bank of England. We shall be discussing further what
possibilities exist. At a minimum, some reference to a review of
the cash ratiowould be made in the end-November statement.

15. We could also announce our intention of reviewing the case for
monetary base control in due course.
It could then benefit from:

(1) experience of more flexible market operations, with their
implications for interest rate volatility and bank

behaviour;

(ii) some knowledge of the banks' true demand for cash (relevant
to a non-mandatory system); and

(iii) some data on retail deposits (relevant to a mandatory system).

(¢) ™The Reserve Asset Ratio

16. It is agreed policy, announced in the Green Paper, to abandon |
the reserve asset ratio as soon as a successor system for the prudential

control of bank liqudidity could be 'put in its place. Discussion of
e —
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new prudential arranpgements between the Bank and the Dbanks has gone
as far as it can in ignorance of how the Bank's market operations and
discount window facilities are to be structured in the future.

Once that has been settled, it will be a matter of months - not
earlier, say, than March - before permanent new arrangements can be
agreed, and somewhat longer before they can be fully operational.

But it should be possible almost immediately to make an interim

adjustment to the reserve asset obligation, consistent with the

Bank's objectives for the new liquidity regime, which will go a

long way towards removing the problems of market management which
have recently been experienced; though it might not wholly eliminate
them. The nature and timing of this adjustment. would form part of
the November statement.

- B -
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DOMESTIC FINANCIAL FORECAST

I. Introduction

This report considers the domestic moﬁetary'outlook embodied
in the recently completed short term macroeconomic forecast.

" It should be read in conjunction with the summary report on

that exercise circulated by Messrs Britton and Neuburger on
10 June. The focus is on the two financial years 41980-81 and
1981-82. The existence of both "lower output" and "higher
output" }orecasts, with the difference accounted for by a

, ~ different judgement as to the effect of U.K. competitiveness

on net trade performance, implies two domestlc financial
projectlons of equal status.

II. Recent Developments

2. It was announced in the Budget speech that the new target
range for the annual growth rate of £€M3 is 7-11% for the period
from February 1980 to April 1981. The implicit "base drift"

. from the centre of the previous target range from June 1979

was 13% and was justified in part by the need to make some
allowance for the reintermediation into £M? expected to occur
88 a result of the abolition of the SSD scheme, also confirmed
in the Budget.

3. The actual growth in £M3 in the 11 monthé to banking May

has been at an annual rate of 11.6%, and the annual rate over the
last three months has been 12.1%: just above the top end of the
target range in both periods. Banking May alone registered
growth of 2.1%, largely attributable in counterpart terms to

a very high CGBR. This marked a reversal of the pattern in the
previous four banking months, when a number of special factors -
particularly sales of forward oil and the unwinding of the effects
of the P.0. strike - acted to produce very low CGBRs (an average
of only £80m per month, compared with £880m average in the
previcus year) and low £M3 growth (£300m compared with £520m).
Bank lending has continued to grow rapidly. The external

“adjustments to monetary growth have in general been moderately

...... ~J

negative in recent months, attributable to the current account
deficit and private sector capital outflows.




Lor
%, Short term interest rates have drittea down frum the peano
FeCelded i bhe cosly epring, elthrugh MIR hos not changed.
Three month interbank rate, 18.4% in early April, is now about
19.0%. Over the same period U.S. short term rates have
plumreted, from almost 20% to just over 9%: however, with
domestic rates responsive mainly to domestic monetary conditions,
the main effect of this has been on the exchange rate. 20 year
gilt rate has also drifted down, from a peak of 14.8% to about
13.7%.

JII. Main Assumptions .

4. It is assumed that £M3 grows smoothly at the centre of the
target ranges set out in the Medium Term Financial Strategy.

This implies growth at an annual rate of 9% in the 14 months to
April 1981, and 8% growth in 1981-82. Given the fiscal policy
and other assumptions underlying the two forecast cases, interest
rates vary so that the target is met. The changes in &3 and
its counterparts are summarised in Table 1.

5. The abolition of the SSD scheme (corset) is forecast to lead
to reintermediation of some £1.3 billion of "leaked" bills -
bank acceptances held by the non-bank private sector - thereby
raising recorded bank lending. In addition, it is assumed that
there is a combined impact of about £0.5 billion as a result of
the unwinding of corset-induced switches into Eurosterling and
within the parallel money market. The total effect, which is
assumed to be accommodated within the monetary target, is
equivalent to about 3% of &£M3. About one third of the impact is
felt in 1980 Q2, with the bulk of the remainder occurring in Q3.
It should be emphasised that the size and timing of reintermediation
is highly uncertain (see para 25 below), and that in this context
the assumption of smooth growth in aggregate £M3 in 1980-81 must
be seen only as a convenient simplication. A

6. The forecast assumes that the institutional structure of the
domestic monetary system is broadly unchanged. There is no
move to monetary base control. The building'society and banking
cartels retain current rate-setting and general competitive
practices, although there is a limited movement by banks towards
greater lending for house purchase. The forecast reveals &
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] "I‘ABLE 1: §M% AND THE COUNTERPARTS

Lower Output Higher Output
1979-80 - 1980-81 '1981-82 1980-81 1981-82

PSBR : - 9.8 8.2 1.4 72 8.1

Less sales of public
sector debt to
non-bank private
sector

a) Gilts

b) - Other Debt

Changé in & bank
lending to

7

a) Private sector
b) Overseas

Domestic Credit
Expansion

External adjustments
Change in non-deposit

liabilities (including
residual items)

Change in &M%
(as % of level)
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chronic reserve asset/primary liquidity shortage on the part

of the banks (see para 39 below): this is assumed not to

conetrain their lending behaviour of result in, for example,
-very high short-term interest rates. However, the method of
. resolution of this severe problem is not specified.

7. It is assumed that there is no net intervention in the

foreign exchange market - the exchange rate is freely floating.
IV.  The Rest of the Forecast

8. Recipients are referred to the paper circulated by Messrs
Britton and Neuburger for a report on the whole forecast. _
External developments as they affect the monetary sector in both
forecast cases are summarised in Tables 40 attached. The central
features are:

(i) In the lower output case (L0), real GDP falls by 43%
- in fipancial year 1980-81 and by a further %3% in 1981-82.
 In the higher output case (HO), the decline is "only" 3%

4in 1980-81 and 1% in 1981-82. Unemployment by the end of

the period is 2.7 million in 10, and 2.3 million in HO.

(ii) The increase in the RPI on a year earlier in

1981 Q1 is 19% in 1O (identical tothe 1980 Q1 figure):
inflation falls to 15% in 1982 Q1. In HO a higher exchange
rate contributes to the reductlon to 183% 1n 1981 Q1 and
to 13% in the next year.

(iii) The PSER in IO is £8.2 billion in 4980-81 and
£11.4 billion in 1981-82. The higher activity in HI
results in figures of £7.2 billion and £8.1 billion
rESpectively. The IO figure for 1980-81 as a proportion
of GDP is just below that projected in the Medium-Term
Financial Strategy: in 1981-82, the HO figure is broadly
in line with the MTFS.,

(iv) The current account deficit in L0 is £24 billion in
1980-81 and £17 billion in 1981-82: in HO, balance in
1980-81 gives way to a £2 billion surplus in 1981-82.
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(v) The company sector deficit in 1980-81 in LO is
enormous, at £7 billion: it diminishes to £2% billion
in 1981-82. The deficit in HO is £1 billion smaller
than that in LO in 1980-81 but marginally larger in
1981-82. : _ ;

9. The way in which the rest of the forecast interacts with

the achievement of a strict monetary target is by now a
depressingly fariliar one. Adherence to monetary control to

some extent restricts the growth of nominal incomes - particularly
via a high exchange rate - but in the short term a large »
proportion of this restraint is on real income rather than the
price level. Nevertheless, nominal income growth considerably
exceeds that of £M3 in both cases (by more in the higher output
case) and hence the velocity of circulation rises.

10. A parallel feature is the extent to which increases in private
sector net and gross financial worth exceed those in &15. On

either income or wealth criteria, the message is clear: the

monetary position tightens over the forecast period, limiting the
‘scope for reductions in interest rates. The financial side of the
forecasts are summarised in tables , for the high output

case, and tables for the low output case. Matrices of
sectoral financial flows in 1980-81 are also appended for both cases.

V. Interest Rates

11. As usual, a good deal of uncertainty is attached to the
particular path of the interest rate forecasts. The quarterly
paths projected in the lower output case appear in Table 2A

and for the higher case in Table 2B. In the lower output case,
market rates decline marginally, if at all, during the remainder
of 1980. In 1981,as inflation improves,output continues to fall,
and companies' defensive action on costs, investment and stocks
reduces their ne=d to borrow, rates come down. Short rate is
forecast to fall from 15% in 1981 Q1 to 123% in 1982 Q1, and
long rate comes down from 133}% to 12%. Mortgage rate rises to
152% in 1980 Q4 and remains there until mid-1981. This reflects
the increase in the building societies' composite tax rate, and

~the fact that both share and mortgage rates are currently perhaps
13%. below the levels which would be expected on the basis of
market rates (i.e. they implicitly discount a fall in market
rates which does not occur in 1980). .Building society prospects
are discussed in more detail in section XII below.




TABLE 2: INTERESD RATES

A. Lower Output Case

-3 month 20 year % month
_ interbank gilt Mortgage Eurodollar
1979 12.7 13.4 11.75 11.0
Q2 12.2 12.1 11.75 10.7
Q3 14.1 12.4 11.75 11.7
Q4 A58 7. 14.1 12.80 14.7

1980 Q1 1717 4.5 15.00 448
Q2. - 16.9. 14,2 15.00 11.8

" Q3 17.0 14.0 15.00 11.5

Qu 16.5 1%4.0 15.75 11.0

1981 Q1 15.0 13.5 15.75 11.0
Q2 4.5 13.1 15.75 11.0
Q3 13.8 2.7 15.05.  « add.5
Qu 13.1 takss .44 12.0

1982 Q1 12.5 12.0 13.90 12.5

" B. Higher Output Case

% month 20 year Mortgage % month
interbank gilt Eurodollar

1980 @1 1) 14,5 15.0 17.0
Q2 16.9 A2 - 15.0 11.8
Q3 16.1 13.6 15.0 . 11.5
QU 15,5 13.5 15.0 11.0

1981 Q1 13,4 407 15.0 11.0

1982 Q1
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12. Interest rates are expected to fall more sharply in the
higher output case. Although there is more activity-induced
‘demend for bank lending, this is partially offset by the reduced
size of the financial deficit which the company sector must cope

 'with. The PSBR is far lower. Impdrtantly, the improved current
account position is matched (under a floating exchange rate

regime) by a capital account outflow, most of which comes from
~the non-bank private sector. Short ratesaredown to under 133%
in 1981 Q1, and under 9% in 1982 Q1. 20 year gilt rate declines
to 123% and then to 10%, re-establishing the conventional slope
of the yield curve. Mortgage rate is unlikely to go above its
current level, and is falling from early 1981. :

13. Two identifiable areas of uncertainty qualify views about

the immediate outlook for interest rates in both cases. The

first is the problem posed by very rapid and large'scale reinter-
mediation within £M3 as the corset is removed. Any attempt to
impose smooth month-by-month control of the money supply in these
circumstances could entail large swings in rates (and could still
fail). The second problem is that of the banks' chronic liquidity
shortage. As noted above, the forecasters have assumed that this
does not affect bank behaviour or interest rates: but it -is easy
_to imagine circumstances in which a "scramble for liquidity" drove
money market rates up. ‘

VI. Gilt Sales to the Non-Bank Private Sector

A4. The forecast for sales of gilts in 1980-81 has, to some
extent, already been overtaken by events: the unexpected sale

of 13}% Exchequer 1994 is estimated to.have secured receipts

from non-banks of £3.1 billion in 1980-81 to date. This compares
with our forecast of £5.6 billion in the lower output case

(£5.3 billion in the higher output case) for the whole of 1980-81
and £4.3 billion (£4.0 billion) respectively in the first half.
This does suggest that we may have under-forecast sales to the
non-bank private sector this year but the broad picture that we
expect to emerge is not changed: we expect limited sales of gilts
at the end of this financial year as the need to sell gilts to
keep within the monetary target diminishes.
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'l' A crucial element in the gilts forecast is the treatment
of expectations. Although we are aided by an equation for
expected capital gains on gilts, a substantial degree of
Judgement is exercised by the forecasters in this area. On
balance, we have projected mildly favourable expectations in
the remainder of 1980-81 with the current market view that the
government's policies will inevitably lead to a fall in long
rates continuing, albeit sobered by the high observed rate of
inflation. Thereafter, a powerful bull market is expected to

develop as the steep decline in earnings growth reduces inflation
quickly. The consequent increase in the demand for gilts can
either be taken on extra gilt sales or a reduction in long term
interest rates. The result dependé on the need to maintain

monetary growth on target. Our assessment is that some combination
of these two will be possible with a somewhat greater decline

in the high output case as the lower PSBR leads to less pressure

on the target.

16. Tables 40B summarise the gilts forecast in terms of the
private sector's total portfolio. In 1980-81 and 1981-82 holdings
of gilts are forecast in both cases to increase at broadly the
same rate as gross and net financial worth of the private sector
before taking account of revaluations of existing gilt holdings
due to changes in long rates. The decline in interest rates means,
however, that the share of gilts in total portfolios rises, from
Just over 40% in 1980 Q1 to 45% in the lower case, and to almost
48% in ‘the higher case, in 1982 Q1. This would require a fairly
major switch towards gilts by investors similar to that which

took place in 1976-77. |

17. Allowance has been made in the gilts sales projection for

the effect of twe special factors. First the abolition of exchange
controls on portfolio investment overseas by the institutions is
thought to have increased the degree to which domestic holdings

of gilts are a substitute for overseas assets. To capture this
effect we have assumed that some 11% of outward portfolio investment
permanently reduces the demand for gilts by the private sector at

given interest rates, wealth etc. Columns 1 and 2 of table 3
below quantify the effects in the two cases. The reductions shown
are in addition to those which operate via the inclusion of

~net overseas liabilities in gross worth of the private sector.




=5

SPECIAL FACTORS IN THE FORECAST OF GILT SALES

Flow effect Memo item Equity Market Memo item
on demand Outward Effect on Flow Long Pate (%)
for gilts portfolio demand for gilts

investment (both cases)

1 2 3 4 5 6
High Low  High  Low High

1979 @2 - < - . 12.1
Q3 125 -125 -1150 1150 Y 2
Q4 =100 -100 - 850 - 850 : 5 1.1
1980 Q1 -150 =150 -1300  -1300 i : 4.5
YEAR
1979-80 -350 =350 -3300 -3300 13.3
1980 Q2 -150  -1200  -1400 : 4.2
Q3 -100 - 950 - 800 13.6
Q4 =75 =950 =750 ' 13.5
1981 Q1 - 75 -85 - 600 12.7
YEAR
1980-81 -400  -3950 : .13.5
1981 Q2 _ - 850 - 12.0
Q3 - 25 - 550 . 19.5
Q4 -5 - 750 400 10.8
11982 Q1 - 75 -85 - 600 10.2

YEAR g
1981-82 -3000 -1800 1.1

Note: (1) Total may not sum exactly due to rounding

(2) No estimates have been made for the equity
market effect for the period up to 1980 Q2.
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48. Secondly, the combination of recession and high interest
rates is expected to depress the new issues market in 1980-81

in both cases. This is likely to increase the institutional
demand for gilts for given interest rates etc and we have

made a special allowance for this. When interest ratec

“begin to fall ani inflationary prospects improve in 1981-82 new
issues may increase, reversing the early effects on demand for gilts.
Clearly the improvement is likely to be greater in the high output
case where long term rates fall faster and output is much less
depreésed but because the numbers involved are small we did not
allow for different effects in the tﬁo_cases.

VII. Other Public Sector Debt

(i) National Savings

19. The forecast of net purchases of National Savings instruments
reflects the outlook for the personal sector financial balance.

It is assumed that the instruments remain broadly competitive.

In the low output case persons' NAFA rises marginally in nominal
terms from &£14.6 billion in 1979-80 to £15.8 billion in 1980-81,
and net take-up is projected to'recover from an unusually low
£0.8 billion to £1.5 billion (113% of the stock). There is a
small decline in NAFA in 1981-82 and take-up is only £1.4 billion
(10%). In the higher output case, marginally higher NAFAs imply
teke-ups ~ £0.1 billion higher in each financial year - 12% and
41% of the stock respectively. | '

(ii) Certificates of Tax Deposit
20. The dramatic run-off of CTID holdings in 1979-80, particularly
in 1980 Q1, is not expected to be reversed in the near future.

In the absence of a marked improvement in competitiveness (largely
dependent on the re-establishment of a normal yield curve), sales
ere constrained by the corporate sector's low profitability and
hence low net tax accruals. In both cases, net purchases of CTDs
are forecast at only £150 million in 1980-81 and £500 million in
1981-82, taking the 1982 Q1 stock to £1.2 billion (compared with
£1.5 billion in 1979 Q1). '

(iii) Treesury Bills and L.A. Temporary Dabt

21. Non-bank private sector holdings of LA temporary debt have
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been somewhat inflated by the corset. The constraint'on banks'
IBELs have led them to reduce their net CD issue and their
holdings of LA debt (the directly parallel money market asset):
the non-bank private sector has in consequence substituted LA

debt for CDs. However, Treasury bill holdings are at historically
very low levels, reflecting the shortage of reserve assets in the
financial system.

22. Reserve asset pressure is projected to continue (see section X),
and the dominant influence during the forecast period is the
~unwinding of corset distortions. The combined totalvof non-bank
private sector holdings of Treasury bills and LA temporary debt
falls from £3.5 billion in 1980 Q1 to £3.2 billion in 1982 Q1 in
both forecast cases. » ' '

(iv) Notes and Coin

23. The growth in holdings of cash remains relatively rapid in

the forecast period, leargely induced by continued rapid inflation
‘but also, to some extent, by falling interest rates. In the lower
output case, the increases are £1.4 billion (133%) and £1.8 billion
(153%). In the higher output case, éreater output and lower
interest rates are offset by slower inflation, and the figures are
almost identical.

VIII. Bank Lending :

24. As usual the outlook for the bank lending is one of the

key elements of the forecast. It is, unfortunately, highly
uncertain. The forecast is disaggregated into lending to companies,
persons and OFIs (behaviourally this may be rather tenuous, as the
personal sector includes unincorporated businesses, while much

of lending to OFIs is indirect lending to persons via HP companies
and the like). The overall view is shown in table 4 below.




TABLE 4: BANK LENDING

Forecast

£bn change: Actual Lower Output Higher Cutput
e ’ 1979-80 1980-81 1081-82 1980-81 1981-82

lending to . ) -
ICCs 5.1 5.9 3.2 5.5 4.4
Persons 3.4 1.9 247 2.1 3.5
OFIs 14 0.1 G e L 0.2 0,7
. Private Sector 9.6 7.9 6.4 7.8 8.6
R &) (24%) (16) - (113) (ae)idt. " (A5)

Despite reintermediation, the growth of recorded lending slows in
1980-81 - this is, of course, one aspect of meeting the tight £M3
target. What is marked, particularly in the lower output case, is
the switch in emphasis of lending from persons and OFIs towards
companies who bear the brunt of the early stages of recession.
Falling interest rates revérse this switch in 1981-82, and generate
(along with higher activity) the markedly greater growth in the
high output case.

(i) Lending to Companies

25. The forecast of lending to ICCs involves critical Judgements

on the extent and speed of reintermediation into the recorded total
of the bill leak (commercial bills issued by ICCs, endorsed by
banks but held by the non-bank sector - probably mainly by other
companies). In 1980 Q1 the bill leak totalled £1.8 billion on a
quarterly basis and £2.2 billion on a banking month (corset penalty)
basis: the £400m gap provides a minimum estimate of likely

reintermediation. Of the remainder, some £600m represents a
"normal" pre-corset ratio of 'bills outside the banks to £M3, while

the forecasters have assumed that a further £300m will remain after
the corset ends. Thus total reintermediation is forecast at

£1.3% billion: one third occurs in 1980 Q2 and the remainder in

1980 Q3, as most of the bills concerned are very short-dated.

26. The other critical factor is the extent to which ICCs faced
with an extremely difficult financial position, seek and receive

bank finance. The forecast assumption is that pressure on corporate
cash flow are partially offset by inflows from ‘abroad /[ see the

- accompanying report on external flowq;7, but in 1980-81 add about
£400 million to lending in the lower output case and about

£100 million in the higher case. In 1981-82 a less stringent cash
. flow position and an improved equity market allows a reversal of
£200 million in the lower case and of £150 million in the higher case.
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! 2” An additional special factor is the continued addition to
lending resulting from capital outflows in the wake of the
sbolition of exchange controls. In the lower case, this adds
£350 million in 1930-81 and a further £200 million in 1981-82: in
the higher case, the higher exchange rate encourages further
outflows, and the totals are £400 million and £3%00 million
respectively.

28. The underlying lending to companies forecast is generated by
an equation which postulates that lending responds proportionately
to prices, with an elasticity of 0.75 with respect to real activity
and a small response to the interest rate and inflationary
expectafions.

TABLE 6: RANK LENDING TO COMPANIES

£bn change: Lower Output Higher Output
1980-81 1981-82 1980-81 1981-82

Basic Equation :
Projection 3.5 3.2 3.4 4,2

Exchange control 0.4 0.2 0.4 0.3
Reintermediation 1.6 - 1.6 -
NAFA : 0.4 "0.2 0.1 i . -0.1

Total ' 5,9 2.2 5.5 4,4
(%) (20%) (9) (19) (123)

(1i) ILending to Persons

29. The recent rapid growth of lending to persons (293% in 1979-80)
is forecast to slow markedly in 1980-81 as the recession takes hold.
The projection in both forecasts implicitly allows for a real income

elasticity of 1.5 (i.e. bank borrowing is a "luxury" for persons)
and for a response of 2% to a one point change in nominal interest
rates. One area of some uncertainty is bank lending for house
purchase, in the context of continued rationing of mortgage advances
by building societies and some banks' already-expressed interest in
expanding this profitable market. Both cases assume additional
lending of £100 million in each of the quarters 1980 Q4 - 82 Q1 on
this account (i.e. £200m in 1980-81 and £400m in 1981-82).

20. In the lower output case, the growth in total lending is 123%
in 1980-81 and 163% in 1981-82. The figures are higher, at 14% and

203% respectively in the higher output case.
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(iii) Lending to OFIs ‘

31. Recent research suggests that bank lending to OFIs is relatively
sensitive to the level of activity and to the interest rate. In
both forecast cases this contributes to a great deceleration in
projected lending growth in 1980-81, from the 1979-80 figure of

314%. In the lower output case, growth is 23% and then 104% in

‘the successive financial years. The 1980-81 figure is 44% in the
higher casg, and that for 1981-82 is 143%. '

;IX. - External Facfors

32. The assumption of a floating exchange rate makes analysis of
the external and foreign currency finance counterpart to the money
supply rather complicated. Under such a regime the externmals depend
only on the composition of the balance of payments and it is hard

to disentangle autonomous influences from those which are induced

_by the need to clear the foreign exchange market.

3. Ex post, the externals equal the sum of the current account,
public and bank lending in sterling overseas and the non-bank

~ private, sector capital account (including, for these purposes, their
net foreign currency position with U.K. banks). Ignoring the public
sector element in the current account and public and bank lending
in sterling overseas (which are included in the externals merely to
offset their effect on DCE) this means that the externals are simply
the non-bank private sector's net balance of payments position.
Under a fixed exchange rate we can émploy the simple rule that such
flows have implications for the externals whereas all other flows
(i.e. flows to public or banking sectors) do not.

‘34, In a floating rate world, however, ex ante inflows to the
‘banking or public sectors induce matching outflows and may therefore
have indirect effects on the external. Since some part of the

. induced outflow will in general be from the private sector, such an
~ inflowswould lead to a contractionary external ex post. Ex ante
inflows to the non-bank private sector must also generate offsetting
outflow if the exchange rate is floating but only part of this will,
in general, be from the non-bank private sector so that they will
lead to expansionary externals, &s would be the case with a fixed
rate though their effect will be lessened. This mesns that a
positive external ex post can be associated with either an ex ante

outflow from the public/banking sectors or an inflow to the non-bank
. private sector. :
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%25. Table 6 provides a breakdown of the externals projection.
It shows the large contractionary external in 1979-80, associated
with the current account deficit and capital outflows from the
‘non-bank private sector thought to be partly the result of the
abolition of exchange controls and partly induced by the demand
for sterling by non-residents. In both the high and low output
cases substantial negative externals are forecast. These result
from continued outflows from the private sector following the
abolition of exchange controls and induced by OPEC. In the low
output case a further contractionary influence is the current
account deficit. The externals would be even more negative but
for a judgemental-allowance for inflows to the non-bank private
sector of £2 billion in 1980-81 and £1.0 billion in 1981-82 in
response to liquidity pressures on companies.

36. The composition of the externals is quite different between
the two cases. The HO case involves an exogenous improvement
relative to LO. To clear the balance of payments an offsetting
capital outflow must be induced, a large part of which stems
from the non-banx private sector. Thus the non-bank capital
account is in substantial deficit in the HO case particularly

in 1981-82 when the current account is in surplus. However not
all the outflows are from the non-banks so the contractionary
extent of the externals is reduced in HO relative to LO, even
when account is taken of movements in & bank lending overseas.

37ﬁonghefeffect of balance of payments transactions on the demand
fon/glven prices, incomes and interest rates is generally
overstated by the external adjustments because there tend to ULe
offsets on bank lending and debt sales (or the PSBR). Nonetheless,
external factors are forecast to exert a considerable contract- |
ionary influence on £M3 (or, given the target, on interest rates)
in both cases.

X. Reserve Assets and Banks' Balance Sheets

38. The banking system has experienced severe reserve asset
pressure in recent months, and the authorities have provided
large scale assistance to the money market. At mid-April (the




TABLE 6 : EXTERNAL ADJUSTMENTS TO £M3

Current Balance Non-Bank Capital Public and Bank Total external Memo item
Account £ lending factors Official OPEC
overseas (=1 + 2+ 3) £ holdings
(increase +)

High Low High Low - High Low - High Low High Low
1979—80 : “1.3 —qna —108 —2.9‘ -2.9. ’\.3 1,5

1080-81 = ~2.2 0.3 T4 =159 1.3 1.%
198182 1.9  -1.7 . ~0.6 ‘ ~08 2.3 0.8 0.8

*In 1979-80 external factors do not sum to the components
because, inter alia, of differences in the statistical
coverage between the balance of payments and the money figures.

+
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end-of banking 1979—80), assistance in place took the form
of sale-and-repurchase arrangements for £1 billion of gilts
and £0.5 billion of commercial bills. This pressure is one
" natural concomitant of the tight monetary target, and is
forecast to become more intense. The target limits the growth
of bank's liabilities (deposits) while the demand for bank
assets (loans) from the private sector remains high.
Arithmetically, banks' assets and liabilities are equated by
a reduction in lending to the public sector: however, this
constitutes the main source of reserve assets/primary liquidity.
An alternative way of viewing the issue is that the authorities
"over fund" a given PSBR - massive sales of public debt to the
non-bank private sector leave no room for bank acquisition of
' reserve assets. : :

%29. Tables 7 and 7Ademonstrate the consequences in 1980-81

in the two forecast cases.  The forecasters conclude that in

the course of the year, the banking system will require additional
assistance of perhaps £1.8 billion in the lower output case,

and £2.1 billion in the higher output case. In 1981-82 still
further assistance would probably be required in both cases,
particularly in the higher output case which features a much

lower PSER.

XI. Other Monctary Agecregates

40. The projected growth in narrower and wider monetary
aggregates in both forecast cases is conditioned by the assumption
that the £M3 targets are met. The forecasts are highly uncertain.
M1 is largely demand—determiﬁed, and projected continued high
inflation but declines in nominal interest rates (which lower

the opportunity cost of holding cash, and more importantly

sight deposits) suggest a reversal of the recent pattern, in
which M1 has been growing far less rapidly than £M3. The

converse is true of the wider aggregate, PSLﬂ: reintermediation
of the bill leak in 1980-81 and low net take-up of CTDs both
imply slow growth relative to &£M%. The rate of growth of the
widest aggregate, FSL2, remains at the recent level and is
-greater than that in &M3 or FSL1 over the forecast period:
building society deposits grow rapidly. :
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. TABLE 7:

BANKS' BALANCE SHEETS 1980-81

£m increase in banking Year:
£M3

Less notes and coin
Overseas &£ deposits

Net D.C. deposits
Non-deposit liabilities

Total liabilities

Lending to:

Private sector, and overseas
Discount market

Local authorities

Public corporations

Central government

Total assets

Lower Output

5,730
-11350
1,650
-1,510
1,680

6,190

8,160

700
-420
-2,250

- 6,190

TABLE 7A: BANKS' RESERVE ASSETS 1980-81

CGBR
External finance (-)

CG debt sales (-) to non-banks
(including notes and coin)

("Overfunding")
Gilt sales to/SSD calls on banks =3

Unspecified assistance

CG reserve assets
Discount market switch
Commercial bills

Reserve assets

Lower Output

Higher Output

5,730
-1,300
1,040
-1,480
1,680

5,660

8,280

410
=420
-2,610

5,660

Higher Output

8,320
-1,720

-8,84’0

(-2,240)

770

1,830

350
350

100 -

800

7+3%0
-1,220

-8,720

(-2,610)
770
2,120

280

550
100

720
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TABLE 8: DIFFERENT MNONETARY AGGREGATES

Forecast
% growth Actual Lower Output Higher Output
i 1979-80 1980-81 1981-82 1980-81 1981-82
M1 2 17 183 183 23
&3 12 9 8 . 9 8
PSLA 12 7% 7% 7% 73
PSL2 N L 2 113 12

XII. The Company Sector

41, The financial prospects for the iﬁdustrial and commercial
company sector are bleak even in the higher output case. The
problem is not so much the size of the deficit to be financed in
any one year, as the succession of substantial deficits for 1979,
1980 and 1981. For these years, the deficits cumulate to

£15 billion, compared to about £5 billion in 1973 to 1974. The
same point can be made by looking at the disposable income of

the company sector (equal to its saving plus dividends) which is
expected to fall in 1980 in nominal terms, and only to recover
rather weakly in 1981. ’ gt 1

42, The financing of these deficits is not likely to be helped by
new issues of either debentures or equities unless inflation falls
sooner than is now forecast or interest rates at the long end ease
sharply. This leaves companies dangerously dependent on bank
finance and the money supply targets for that reason are clearly
at risk. The changes that have been made to the forecast of
earnings and the exchange rate since the pre-Budget up-date of

the forecast are enough to make the company sector problem look
rather a lot worse. This judgement illustrates the great
uncertainty that must surround any assessment of the position of
the company sector at the present time.

4%. In the lower output case, companies must come under even
greater financial pressure (although a lower exchange rate
compensates in part for the worse trade performance). With interest
rates remaining high and with the very poor outlook for profits,
widespread bankruptcies would seem inevitable - a much worse




TABLE 9 COMPANY SECTOR : FINANCIAt INDICATORS

Disposable Income NAFA Gross Liquid

as % of Total Domestic Income as % of Total Domestic Income Assets Ratio

4.3 -1.9 10.4

T8, | 5.1 A0

3.2 1.3 10.2

5.0 : 1.5 . 9.8

5.1 : = 10.4

5.8 : : 1.2 9.6

3.2 b : , 8.3
High Low High Low . | High
1.4 0.4 - =2.5 -3.0 7-5
2.2 1.2 =1.5 =4e7 2.1

[}

Notes:- Disposable Income is defined as savings + ordinary dividends

Disposable Income and NAFA refer to Industrial and Commercial companies
excluding N.Sea,

Gross liquid assets of all Industrial and Commercial companies, financial years
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trade performance). With interest rates remaining high and

with the very poor outlook for profits, widespread bankruptcies
would seem inevitable - a much worse prospect indeed than companies
themselves seem to anticipate at the present time. It is very
difficult to guess what would be the financial implications of
_such a deep recession - and the extent to which those implications
would delay the recovery.

XII1. MFinancial Institutions

(i) Building Societies . _ E

‘44, " Throughout 1979-80 building societies' share rates have
remained uncompetitive with general short-term interest rates.

We have assumed that societies are willing to accept a slow return
to competitiveness brought about as short rates decline - they

would regain their average competitive level in the first half

of 1981. In the higher output case we have also assumed that

they delay widening their margins (made necessary by the considerably
~increased composite tax rate in prospect) until the share rate is
reduced. But in the lower output case we consider that the down-

ward trend in competitive rates will not be sufficiently strongly
established by the autumn of 1980 (when the composite rate is

fixed) to prevent societies raising the mortgage rate - by + per-
centage point - to maintain their reserves. However, there is a
clear danger that they will raise both share and mortgage rates
simultaneously, in which case the mortgage rate would rise still

higher. Even if the share rate is not increased, inflows are
forecast to recover strongly in the next two years as the savings
ratio remains high and societies' competitive position improves.
We forecast shares and deposits'outstanding to grow by over 18%

a year in both 1980-81 and 1981-82. As a result mortgage advances
are expected to rise considerably faster than house prices,
compensating for the sharp falls in real lending over the last

two years.

(ii) Life Assuranse Fension Funds

45. Net accruals to life assurance and pension funds are forecast
to grow in line with wages and salaries, yielding £11.1 billion

in 1981-82. Institutional purchases of company securities in
1980-81 are expected to remain limited by a reletively low volume

J
W

- of new issues and sales by the personal sector, so the share of

PR s 1= = e 1 %
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: ‘ equities in their total portfolio is forecast to decline further.

Investment in property is anticipated to remain at a normal level,
but because of revaluations due'to price increases property will
account for a‘rising proportion of total portfolios. Net investment
overseas is expected to grow strongly over the next year following
the abolition of exchange controls and, partly as a result, net
purchases of gilts are forecast to fall substantially in 1980-81
from the very high levels of 1979-80. Purchases of £3% billion,
compared with £5.1 billion in 1979-80, nevertheless imply a rise
from 25% to nearly 27% in the share of gilts in the institutions'
portfolios because of revaluations of -existing stocks as long
rates fall. As a result of the relatively low gilts sales net
short term assets, which were run down sharply in 1979-80, are
forecast to rise back sharply in 1980-81, re-establishing a more
normal relationship with their total flows of funds.
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Meserveo, etc (= currengy flow) 37 N
1..A. and P.C. 33 = =27 5i

TOTAL 39 2% L9 51
Kotes and ooin Lo

Kational Savings b1

Treasury Bille b2

Cilts - varieble rate .43

Cilte « other &l

Other CC dolt 45

CG transactions in l.A. debt and c. bille, 46

Vaymant of ECS claizs 47

L.k. teaporary debt 4B = Al

Other L.A, dedt 49 [ O o — &0y

PeCo dodt * 50 il

TOTAL NON=MANKS 5 =S8 Al 100 B L QT
bank londing to pud. zector infeoe 52 | g i |

Bank dending to pudb, eector in & D OG- T1~59 a4 | i B = (8 Za [ 1

PSER (borroving =) » (CO 33) + (1A 33) « (FC M) » = R|Q5
DL o (Banks 17b ¢ 27 ¢ 5) ¢ Sk) « (Overpesas 29) + (Pareons ¢ 1.C.C.s 40) o
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Liquid Asests = coles 21 ¢ 22 + 23 ¢ 2 o 29 ¢« 30 « b0 o 41 « b2 ¢ 45 o 43
Persone » « ICCs » 1O

“Uanks a. e mainly bank take-up of shares of own eubsidiaries,

b, ®» bank take-up of shares of non-banks,
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1.7te L SuwvaRY (PART 11)

P72 TAGE CHANGES ON PREVIOUS YEAR (EXCEPT COL. 12)

1 ? 3 u 5 6 7 a8 9 10 11 12 13 194 15
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