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(O] Mal pundo MJ% Wm«-
)Lithhé Buildin gc1et1es Mox

overnor is to attend a meeting called he Prime

Minister next Wednesday, 4th July, to consider what to do about y
mortgage rates, ahead of the JAC meeting on 5th July, and the BSA Zjvl'

Council meeting on 13th July at which decisions on the recommended

share and mortgage rates will be taken.

25 At present the share rate is 8% net of tax which, grossed
up at the new standard income tax rate of 30%, gives an effective
rate of 11.43%. On the usual comparison with the three-month
local authority rate, this leaves an unfavourable competitive

differential of about 2%%. The present mortgage rate is 11%%

51 In the absence of a rise in their share rates, or a fall

in competing rates, societies'net inflows must be expected to fall

to £200 million* a month or less compared with an average of about
£300 million in the first five months of the year. This would in
two or three months drive the average liquidity ratio, now 17%%
seasonally adjusted, down to 17% - a ratio which most societies would
regard as a practical minimum, though some larger societies might

be prepared to go lower. So societies would have to cut back their
lending - perhaps to under £600 million a month compared to over

£700 million a month so far this year.

4. If the BSA Council are left to their own devices, and see
no signs of a fall in competing rates, they seem likely - though
given their capacity for procrastination, not certain - to wish to
increase their recommended rates at their July meeting, rather than
postpone a decision until their next scheduled meeting, which is

not till September. Their choice would seem to be between a partial
restoration of their competitive position before the increase in MLR
to 14% - taking the gross share rate and the mortgage rate to, say,

13% each - or a full restoration - taking them each to 14%.

*This estimate (which is of net receipts before adding interest
credited of about £170 million a month) may indeed be over-optimistic
Weekly figures for the.last two weeks show net withdrawals of funds,

and only part of this seems attributable to a 1l
before Yhe increase in VAT, i 8% surge of aperding




5. The Government may wish to consider a variety of devices

by which societies could be enabled to maintain their lending without
increasing mortgage rates. The attached annex to a DoE paper lists
and discusses such possible devVices. The three most likely candidates
appear to be:-

(i) An interest rate subsidy of say 2%, allowing societies
to increase their share rate but not their mortgage
rate - this might cost about £50 million a month. (In
April 1973 such a grant, of £15 million, was paid to
societies to allow them to hold mortgage rates to 9%%
rather than 10% for three months.)

(ii) A short-term loan to maintain inflows without increasing
either the share or mortgage rates. The last Government
lent €500 million for this purpose in tranches of
£100 million a month for five months beginning in April 1974.
Similar loans now would probably need to total more than
£500 million.

(iii) Borrowing by societies from the money markets.

Of these the first two would be open to the obvious objection that
they would increase the PSBR. Borrowing from the money markets
would be very difficult to organise quickly, would be unwelcome to
societies (because it would mean paying higher rates than those
paid to their ordinary investors), and would put extra pressure on

short-term interest rates.

6. In addition to these objections to the alternatives, there

are strong arguments in favour of allowing the BSA to increase their
rates.

(a) High interest rates generally are necessary to keep the

growth of sterling M3 on course. A rise in building society rates
would also be helpful to that objective because societies would be
likely to use part of their increased inflows to acquire public

sector debt rather than, as now, running down their holdings.
Subsidies or loans increasing the PSBR would be particularly unhelpful

to monetary policy objectives.
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(b) A rise in mortgage rates would have a desirable dampening

effect on inflation in house prices - which has been continuing
at a recent rate of 1%-2% a month.

(c) Admittedly that dampehing effect would be reduced - as
would the increased real burden on borrowers - by the tax relief
on mortgage interest. But this underlines the futility of fuelling
mortgage demand by tax reliefs - to a cost to the Exchequer in
1978/79 of €1.1 billion.

i The Governor may wish to be reminded of Mrs.Thatchers'
pledge when opposition spokesman for the Environment in the election
campaign of October 1974 that the mortgage rate (then 11%) would be
reduced to 9%% by Christmas. No such commitment, however, was

made in the last election.

Economic Intelligence Department,
27th June 1979.

M.E.Hewitt (4391)




ALTERNATIVES TO MORTGAGE RATE INCREASES

am

nis note reviews the ways in which it might be open for  the
crnment to persuade societies not to put up mortgage rates.

NMocnible Types of Measure

Tiere ore two groups of measures. There are first those which are
vily directed to enabling societies to maintain sufficient
coopebitiveness in the market to avoid the net oulflow situation without
vataing the mortgage rate. The second group are ways of providing
cocieties with additional funds, whether from the Government or from
oither Lypes of investor - they would deal with inadequacies of funds
for lending but would not really remove the risk of net outflow of

conventional funds undermining confidence.
nine in share rates, not mortgage rates

2ot _Rate Subsidy

I M interest rate subsidy of say 2% would be the simplest and most
direct method of enabling societies to vary their share rates as they
“muld now wish, but to avoid an increase in mortgage rates. There is a
procedent for-such a subsidy. In April 1973, following a period of
rising interest rates, the BSA increased its investment rate from 6.7

To
6G.759%%, The BSA also increased the mortgapge rate from 8.5% to 9.%%, but
vere persuaded not to go to 10% by a government "bridging grant", which

Lanted for 3 months. This grant - which cost Z15 million - was aa
cntinlly short-term measure. It also proved to be ineffective
because competing rates of interest rose during the summer, and the

mortgage rate rose to 11% in September.

ly A direct subsidy of 2% for 6 months would cost about £280M given
over £29,000 million of mortgage debt. The expenditure would have to be
round from the Contingencies Fund in the first instance, and would necd,
in due course, to be authorised by a Supplemntary Estimate and
Censolidated Fund Bill.

ievies! Operating at g Loss

EN - ——.

The last Administration's Housing Green Paper floated the idea of

ieties adopting a more flexible relationship betwecn the rate paid
lortgagors and the rate paid by inveslors, by varying the laltter noore

cquently, or to a greater extent, or btoth. It accepted that

ould involve scocieties making higher surpluses than norimal at some

riodas, and losses in others.

ALL but one of the largest 18 societies has reserves more than
1 the minimum required for trustee status (the averapre is
553)« 1t could therefore be argued that they could v’




crd a L% per annum loss for, say, 4 or 6 months., DBut societies
in practice never run deliberately at a loss in this way’before,
vould certainly argue that these are untried vaters as far as
‘~lies are concerned and they would strongly insist that the first
‘lication of this approach should not be on this scale. They would
vininly be apprehensive of loss.of confidence if they started to show
Lomtinl losses in their annual reports, and before that if the Press
icled that they would do so, even if backed by Government guarantee,

ol gourse would neaed legislation,

netive sources of finance

ohort-term money markets

The last Administration's Green Paper included a proposal, which
i already been aired with societies, that when funds from normal
cources were lost through general rises in interest rates the societies
~lionld be prepared to raise short term loans on the money markets.
Ihe purpose of the loans would be to meet short term deficiencies.
e Green Paper argued that in certain circumstances this would be
chenper than raising interest rates across the board to all investlors
in the normal way.

£ The money would be borrowed, probably, for 3 months, at the ruling
ronoy market rates. If societies' competitive position had not

i aroved in 3 months time, it would have to be rolled forward at the
rices then ruling. At present the societies might need to pay [9;7 for
vholesale money for 3 months. Societies' margins are currently such
that they would be able to afford to secure a modest proportion of
their funds in this way.

y
.

There has been some preliminary discussions of this idea with
rocieties. [Most societies seem reluctant, partly because thecy sce
aying a higher rate to a particular class of large investor as cutting
»58 the traditional mutual principles of societies with all investors
vy offered the same terms for money for comparable periods. If this
Inetance could be overcome, this approach would provide a useful
nlementary source of finance. But the scale would be limited, by
nuber of societies who would have the technical competence to do

'i5, by the limited proportion of its total funds which a socictly

noevld prudently take from such a volatile source, and by the capacity

Uhe money markets to provide such funds without forcing up rates

irnificantl Y.




/

)f/ . This scheme therefore appears to be one which is worth pursuing
© ~in with societies as a wvay of giving a modest alleviation of any
f/ vwltage of funds which may develop later this year rather than as an
or to their fear that they may run their ligquidity down too quickly
i1 ihey do not raise their interest rates somewhat. But there is such
hrersure on the wholesale money market at the present time that it is
oorunner; and in any event it would be impossible to float a scheme
''ollly in which all societies would participate.

!

135 A short term Government loan

11, The Government could make available short term block loans which the
societies could use while inflow remains inadequate to sustain present
liquidity, and the planned lending levels.

L2

. The last Administration's loan of £500 million began in May 1974.
At that time the mortgage rate was already 11%. The average intercst
rotes differential was minus 5%. Liquidity had dropped to 14.9%. There
vas a mortgage famine - commitments were running at 27,000 a month. The
Government offer was made in response to a threat by the BS5A to raise
rates to 13%. . It consisted of 5 monthly tranches of £100 million on
vhich the BSA paid interest at their share rate: the difference
beltyveen that and the Government borrowing rates was concealed by the
Governwent, The Bank provided the first £100 million until the
neencssiary lepgislation - a Supplementary Estimate and Consolidated

Fund Bill - could be passed. Repayment was geared to inflow over the
subsequent months.

13. A comparable operation would certainly involve short-term loans

nearer £1,000i than £500M. There could be no guarantee that competing

1ates would drop sufficiently to ensure that the loans were paid back

in the current financial year, so there would be a public expenditure

o11] as well as additions to the PSBR And the societies would be very
lnctant to become embroiled once again in a Government scheme of

‘Iis character since they believe it limits their independence.

¢ Porsuading societies to_malke preater use of their liquidity

/1. 1t is certainly arguable that societies tend to be too cautious

rout the extent to which they run down their liquidity, and that they
could weather a low level of inflows (but not necessarily outflows

bheenuse of the conf idence factor) for longer than they concede: until

few years ago, societies intended to regard 14~16% as their norin for

"iguidity, rather than 17%. Societies justify this upward hift by
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inting to the greater variability in markets: they accept xhay oh
casion their liquidity will fall significantly below 17/ because o
v nforeseen events but they think it wrong to budget for il to do sO0.

[

I A Government guarantee might be offered, convertible into a
cnehy loan from Government if societies got into difficulties as a

01t of mning down liquidity further than they would otherwise

' done, bBut (i) this would involve lepgislation, (ii) it would
involve societies in selling gilts etc and aggravating the Government's
task in funding the PSBR, and (iii) it would be difficult if not
impossible to persuade the societies to accept such an arrangement.

N o

Other Matters
565 One other possibility is temporarily to widen the priority
categories of borrower for local authority lending to include all
first-time buyers of new houses. / Such a move was made in 1975 7
mt local authority lending is sev;rely constrained to about £180M
in 1979/80. Much will already be committed. So even a small
programme of special lending - say on 5,000 ncw houses - would

involve an increase in public expenditure of at least L£50M.
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Mortgage Rates

v’ .
i The Governor will have seen my note of 27th June on this
subject. C.A.E.G. tells me, however, that he may wish to have the

following further information.

25 House prices have risen in the 12 months to April by 30%.

There is no sign yet of a deceleration.

2] Private housing starts rose in 1978 to 157,000 from 135,000

in 1977; but are currently expected to fall back again this year,
perhaps within a range of 135,000-150,000. Builders claim that they
are constrained by shortgage of land as much as, if not more than, by
shortgage of finance; nevertheless, a reduction in building society
lending would probably undo any beneficial effects on supply which
came from the Government's intended policy of relaxing restrictions

on development.

4, In the first five months of the year, with little or no
differential either in their favour or against them, building societies
were obtaining new inflows at about £300 million a month. This,
together with their other less variable sources of funds (interest
credited to accounts and mortgage repayments) and some gradual running
down of liquidity, enabled them tomake lending commitments of about
£730 million amonth.

i As a result mainly of the 2% rise in MLR, but also of the
Feduc;ion in the standard rate of income tax, the differentiél ig
about-gggfgééiﬁgirﬁhem. " Inflows in June are expected to reach only
about £120 million, and there have been net withdrawals in the last

two weeks. Some of this fall in receipts is probably due to the surge
of Budget-induced spending in the first half of themonth. But it seems

unlikely that receipts will rise much above £200 million in July and

&
they would be as low as £100 million. £150 million might be a

reasonable forecast.

e e




6. To maintain lending commitments at their recent size, with
the short-term interest rates that go with a 14% MLR, societies would
probably need to raise their share rate to 9%% (giving a gross
effective rate of just under 14%). Since they hawve some room to

compress their margins, this would probably entail a mortgage rate
of 13%% or, perhaps, 13%% rather than }4%.

T If market rates fell by 1% (with an MLR of 13%), societies
could maintain their recent rate of lending commitments, at the expense
even then of some further erosion of their liquidity ratios, by

raising their share rate to 9% (giving a gross rate of almost 13%).

The rise in the mortgage rate might then be contained to 1%, giving

a probable rate of 12%% (though it could be %% higher or lower).

-_—
——

Economic Intelligence Department,
Other Financial Institutions Group,
29th June 1979.

M.E.Hewitt (4391) /M.J.Pratt (4443)
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THE GOVERNOR Copies to: Mr.Goodhart
6&k\ Mr .Dicks-Mireaux
3 Mr .Wiles/Mr.Hewitt
/) Mr .Threadgold

Group 7/4
Group 8/5

THE BUILDING SOCIETIES AND ALL THAT

I attach géiow comprehensive briefing organised by ART on
. this general area: I have annotated your copy with some of the main

points. Picking out a few of the major figures that you will wish to

have in mind:

(a) As a result of the Budget measures, specifically the 2% rise in
MLR but also the reduction in the standard rate of income tax,

the gross share rate, roughly on a par with the 3-months' local

authority deposit rate before the Budget, is now some 2%% below

it; and whereas the gross share rate was nearly, 2%% ahead of
the 7-day deposit rate of the clearers before the Budéet, it is

now fracgiénally below it.

(b) A rise in the share rate of 1 percentage point would add
something like 0.2% to the RPI.

(c) The potential Exchequer saving from total withdrawal of the
present mortgage interest relief would be some £1.6 billion
this year: this compares with subsidies on pubizg ééctor
housing running at just under £2 billion, ie total housing

"subsidies™ of £3.5 billion.

(d) These housing subsidies contrast with public sector support to
private industry (if the financing of NEB and employment
subsidies are excluded) of about £1 billion - a disproportion

indeed.
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MORTGAGE RATES AND HOUSE PRICES

In talking with the Prime Minister, I wonder whether
something cannot be made of thé political implications of the rise of

house prices. In my view, this ought to be a cause of some concern.

The relevance of this point to the Prime Minister might be:

(a) Anything of the nature of a loan to the Building Societies
would appear to be feeding the demand for houses and the
rise in house prices.

(b) A rise of mortgage rates on the other hand could be presented
as a way of moderating demand for mortgage finance.
(It has to be admitted that this argument is not water tight -
since a freeze of building society rates would probablv do more than
anything else to reduce the flow of mortgage finance and thus also

the rise in prices. But it could still be a political arcument.)

The political arguments might be expanded as follows:

Even 14% mortgage rate is not high, given the present rate of
i

se in house prices (30% p.a.).
We need to moderate the rise in house prices, and hence need
to let market forces work on the mortgage rate.

It is true that a small rise in mortgage rates is unlikelvy to do much
to slow the rise in house prices. Even so higher interest rates are
the classic response to rising propertvy prices, and it would be
perverse to inhibi his response. First time borrowers would not

by higher mortgage rates. But they have even

more to lose by rapidly rising house prices. [f the price of the
house they want rises 5% in the two months they spend negotiating,
they will have to raise another £1,000 or £2,000 - quite likely to
put them out of the market. Higher interest charges on incomes

7 )

likely to rise by % 1is probably less painful.




