\?vo(‘esua/ L\}Cx“’&qs

SECRET UNTIL 2.30FM THURSDAY 17 MARCH 1983 C:,PJ N2 2\ ofF 2G cepres

ECONCMIC SECRETARY FROM: C H JUTSUM
15 March 1983

cc Chancellor
Chief Secretary
Financial Secretary
Sir Douglas Wass
Mr Burns
Mr Middleton
Mr Monck
Mr Odling-Smee
Mr R.I G Allen
ir Peretz
Mr Sedgwick
Mr Turnbull
Mr Fage
Miss Roach
Mr Willetts
Ms Greenwood
Mr Willoughby
Mr Ridley

MONEY AND BANKING FIGURES: BANKING FEBRUARY

The Bank's draft press release on the full February figures, to be
published on Thursday 17 March at 2.30pm, is attached. Set out
below are a summary of the figures and the briefing line proposed
for use by the Press Office. I should be grateful for any comments
by 11am tomorrow, Wednesday, 16 March.

2. Table 1 gives the banking February increases and rates of growth
of the main aggregates; Table 2 gives the counterparts to £M3 growth
in February.
TABLE 1

o w4 (@ as(D by pera() pgr3)

Increase in
backing February 0.5 0.4 0.3 0.3 1.0 0.8 0.9

Increase over 3.5 11.0 6.3 9.8 12.3 8.8 12.0
ast 12 months

ie target period

to date

(1) target range 8-12 per cent
(2) not seasonally adjusted
(3) not published
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TABLE 2
increase in banking February
(£ million, seasonally adjusted)
CGBR + 710
Net purchases of CG debt by NBPS - 900
of which: Gilts -460
National savings =320
Treasury Bills - 70
CTDs etc. - 40
Other public sector - 110
£ bank lending to the NBES +1,390
Total domestic counterparts +1,090
Externals - 820
Net non-deposit liabilities = 10
Total + 260

3. The suggested briefing line is as follows:-

(i) The February figures were again helpfully low and all
three target aggregates are comfortably within the target
range. The deceleration observed since late Autumn in
both broad and narrow aggregates has continued.

(ii) The seasonally adjusted rise in bank lending was
higherin February than in the previous two months, but

was still less than the very large rises seen earlier

in the financial year.

(iii) The externals were very strongly negative in
February. This may prompt the questions whether the
favourable £M3 figures of recent months have not been
achieved through large outflows at the end of the year,
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disguising a more rapid expansion of domestic credit;
and whether domestic cwedit expansion (DCE) is not a
more appropriate measure to consider than £M3, as a
guide to pressure on the balance of payments and the
exchange rate.

There are a number of points to make in response:

(a) The monthly externals series is highly erratic;
although the February figure was strongly negative

(£-820 million), followed a couple of months of much
smaller figures, positive in January (January +£150 million,
December -£70 million). Thus on average recently, the
externals have been no more contractionary than earlier
this year.

(b) The DCE measure, agreed with the IMF in the late 19€0s,
includes the change in £ bank lending to the overseas

sector but excludes the change in overseas banks ' deposits
with UK banks, i.e. it includes only one side of £ interbank
transactions between UK and overseas banks. It has therefore
been distorted by the expansion of the Euro-sterling market
and so is a poor measure of credit provided to the UK private
sector. Since December 1981 the table showing the counter-
parts to £M3 has been recast so that the division is made
between the domestic counterparts (i.e. bank lending to UK
residents + PSBR - debt sales) and the externals which now
include sterling lending overseas (see BEQB December 1981,
page 132). /The growth of DCE as originally defined is shown
as a memo item though it gives an exaggerated measure of
domestic credit. Over the past 12 months the domestic
counterparts have increased by £13.5 billion, compared

with £17.3 billion for the old DCE and £83 billion for £M3.
Thus the gap between money and credit is much 1ess;7
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(c¢) In asking these questions, commentators may have

in mind that the predominantly negative externals could

be the result of an excess supply of domestic credit

over an independently determined level of demand for &3,

ie. that the supply of domestic credit has been 'too high'.
However, a more plausible explanation might be that the
negative externals reflect the export of private capital

in response to the removal of exchange controls 1 ; and

that the resulting reduction in the flow of funds from
private investors has generated higher demand for domestic
credit; i.e. the opposite direction of cause and effect.

The causal relationships between money, credit and externals
flows are by no means clear, and it would be wrong to view the
domestic and external counterparts as independent counter-
parts of the money supply. But under the second hypothesis,
the more rapid rate of growth of credit than of money need
not be a cause for concern, as the more rapidgrowth of
credit is viewed more as an offset to tne negative externals,
leaving the overall money supply unchanged.

I am sending copies of this submission to Mr Scholar and

Frofessor Walters at 10 Downing Street.

Note

)

(114’37Li14;4\1

C H JUTSUM

Although the 1982 Q4 balance of payments figures showed

a capital inflow, there was a massive unidentified
balancing item, probably including unidentified capital ouvt-
flows.



SECRET

5 ANNOUNCEMENT

HMONEY AND BANKING FIGURES: BANKING FEBRUARY 1983

1 During the four weeks to 16 February 1983, sterling M3
£260 million (0.3%) after seasonal adjustment (Table 11.2).

the year since mid-February 1982, sterling M3 has grown by

2 PSL2 rose by €1,170 million (0.8%) after seasonal adjustment
(Table 12). Since mid-February 1982, PSL2 has grown by 83%. ?
rose by £280 million (0.3%) in the latest month.

3 ¥l rose by £150 million (0.4%) after seasonal adjustment
11.2); the non-interest-bearing component rose by €230 million
interest-bearing sight deposits fell by £80 million. Since
February 1982, ML has grown by 11%. M2 rose by £160 million (0. 3%)
in the latest month,not seasonally adjusted.

4 The sterling value of UK residents' foreign currenc

rose by £780 million, in large part reflecting transacti

than valuation changes. Thus, total M3 rose by £1,040 million
(1.0%) after scasonal adjustment (Table 11.2).

5 Amongst the counterparts to the rise in sterling M3
the net effect of public scctor transactions as a whole w

contractionary (-£300 million, seasonally adjusted). The ce

soverament borrowing requirement was £710 million, whilst the &
contribution of local authorities and public corporations to the

public :tor borrowing requirement (net of non-bank private scoot

purcha of their debt) was contractionary at -£110 mill

aon=bank private sector's net purchases of central govern

ot

iled €900 million; within this, gilt-edged stocks accounced

£460 million and National Savings for £320 million.

3 Sterling lending to the private sector rose by €1,33

seasonally adjus 1. Within the total, on an unadjusted

1dvane

rose by €550 million and bill finance

Issuc Department of the Bank of England reduced

commercial bills by €830 million, but that was



increases in holdings by the banking system. (Foreign currency
lending by banks to the private sector rose by £220 million in
transactions terms.)

7 External and foreign currency finance was contractionary by
€820 million, seasonally adjusted.

8 Tables 3 and 4 show details of the banks' and discount market's
balance sheets. Transactions of the UK monetary sector during

the mqnth, excluding inter-bank items and valuation changes on
foreign currency items, are given in Table 6.

Estimated seasonal movements in banking March

£ The provisional seasonal movements for the four weeks ended
16 March are as follows:

€ millions

Notes and coin $=50,
Private sector sterling sight deposits +200
M1 +250

Other sterling deposits (including .

CDs) held by UK residents =700
Sterling M3 -450

Bank lending in sterling to the
private sector -490

10 The seasonally-adjusted changes are obtained by subtracting

(with due regard to sign) the seasonal movement from the una

change.

BANK OF ENGLAND
17 March 1983
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e 113 in he
Public sector and other to changes in money stock g..m« Bullerin)
£ milboms
Domesuc counterpars External and foreign currenc) counterpans Net non- | Money
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la] Purchases (-1 of central government debt by the UK private sector (other than banks) can be analysed by instrument as follows:
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Month ended
PR - e = -3 . - w
Mar 17 - w03 .18 =G
Apr. 21 - an -2 . %
My 19 -0 - . = _—
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Am 18 a1 - - . s
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(9] Domesic credit expansion. which includes all werling lending 10 the overseas sector (see page 1) 4 5o longer directy calculable from this table. the Sgures for domesic credit Eapawon
for the resesant dates are a5 (ollows (seasonally-adjusied Agures in brackew)

1R 17 . 0 2 July
Mar 17 o de fm 18
2
Gt

) <

June 16 +is41
161 A sessomally -adjusied breakdown of exiemal and foreign currency counterparts is ot available
(6] See footnoe (1] 10 Tabie 11.2 on page 2



Money stock: amounts outstanding

(Table 101 in

the

Quarterly Bulieun]

£ millions
Nows and UK private sector Mosey mock UK UK Money wock. UK Mome) mock
" merling ught depouts private public rendents
M b) sector Starting M, [b] @ (b
S ke Seing e
I o Seon. | Currencies
Non-interen- | Imeren- ally Iel h
bearing (4] | beanng Unadjusied Unad)used adjusied. Unadjusied adjusiec
1 2 1 ‘ . 7 . v
Month ended
1962 Jan 20 10,408 1,7 “on 10118 LTS
Feb 17 10378 189 0 94127
b 1 1043 13% et i
Apr. 21 10,447 1682 99!
My 19 10487 902 A 1.
June 18 10848 113 [ 11.4%
Ny 10859 195 " a9
Aw 1t 1004 1681 633 12,106 100.73%
i 1078 | e it | s
= ] e | %l i T
Nov. 1082 2,106 L 12.608 103.7%
Dec. s 2202 91848 1342 105278
1983 Jan o8 9544 30028 21 2,234 92790 93 105,147 104 690
o 1058 b rri ExH RN v B B i
la] Afer deducting 60% of net debwt tranut items (se additional notes 1o Table 6 of the Quarterly Bulletin)
5] M. equals columns | + 2+ ) Swerling M. equals M. + columns ¢ + 6. M, equals smerling M, + column §.
l(l Including UK resdents’ holdings of certificates of deposit
See fooenote [1] 1 Table 11.2 below.
7* II< -'l]
Money stock: changesa e
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g
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(3] Changes in the money sock may differ from those which can be calculated by reference 1o

mounts outsuanding (see addit

[b] Afer deducting 60% of net debit wanst items (see a0ditional noes 10 Table 6 of the Quarterly Bulietin)

[€) M. squais columms |« 2+ ). Siering M equals M. + columms §

(6] Inchuding cenibeates of deposit

[€] See sddiional notes 1o Tabies 6 and 11 of the Quanerl) Bulet
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Sandard Teiesnons snd Labes . Thes Sows provey sdded wimani

6 My equals wering M, + columm § + 9

dinoned by the large fows
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-
B DY T

10 Table 11 of the Quanerts Budin
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M;: transactions balances
L mibons v sewsomall) adjusied
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I
ltl ‘See footnote (1] 10 Table |1.2 on page 2
Liabilities of the monetary authorities
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Banks: summary of monthly reporting institutions,
£ millons

Cenifi- | Hems in Cagwal 4
s of | suspense and | and other
depout | transmission | funds

201 5631 4297
i aiid
nsa 552 X7
2971
9375

Stering assets
Balances with Bank of England
LDMA
Cash I — I Other UK.
o moneuny
depons | geposis | ouner secor
0 - 1288
i = 2063
a4 = 30199
pirs E 3069
4 = 3194
i = 314
Stering asses consimued Orher curmency assers
Invesmens. Misceliancous assets Miscellancous asses
P I I Thems in I | Ttems in
Public nd nd
ovemment
190250 15 a0us 394 am 2204
o 20 42 m 1o 2758
Nov. 17 302 EXTH
D 8 a8 381 3% 3268
198 9 4303 354 3864 3247
Feb 16 3850 3 o a6
ol Folleing the imroducion of the new moneuns control imsututions now repon a1 end-quaners onl tables do o include the trusice savings banks or

oihe ‘Bank of Eneland For 3 Genipoon:of e beckiround 1o s changes e o et 901 e B s
s-l-—mumun:u—:

Fifteen contributors joined the series at mid-January 1983 Their toul account for (457 million and other currency assets for £4.772 million. At the same tme Sve contnbutons
Ief he sems. Al mid December 1982 their 1ol sering asets accounted Jor £151 mion and othr currents suses Jor £38 minon

1) Market loans 10 “UK public corporations’ and the “UK. private sector’ are now classifed as other loans and advances and are included in Table $ of the Quarmerts Bulirin

IZ

Discount market

198250 13 3 a0 22 n 1
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Other currency labiliies
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Banks: group detaili) (Tables 33 10 310 in "
P Quanerty Bulietin]
£ miltons
Cenit-
s ot
London cleanng L) " 4192 217 04 A
; e 1som '
— - 0 1 @88
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—n Fo it ST T & .
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P M i
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i bt
Oversens banks:
Somcmbak 190 Jan 19 < 2an e 8
e = i 3 i
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[-3H = (' oG uE W
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o = oo B R b
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Banks Fed. - 45 b “ns 1]
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e
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4 R i | i = H S i
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(3] Some smaller imsttutions now only repon
Brtsh. Amercan and Ovher Overseas. bul i

[b] See footnote [c] 1o Table 3.1 on page 4

fe] See footnote [d] 1o Table 3.1 on page 4
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o
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[Tables 3.2 10 3,10 in the
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}JK monetary sector: transactions in liabilities and assets(y adroh Suleimt 4
Limbirtses -
Toul Domesuc depomts 0’!'_ sector Non-. 8
Toul Public secior Private sector :uhuuﬂ
et
Onber
Sterting. ll-vA Sterting GM‘
e o B4
Season-
Uoagused | duses
Month ended et
1982 Feb. 17 . 49 -4 - et ] . 2
Mar 17 - - - 363 . 20 - 191 - 508
Apr. 21 + 1,806 il S H - 1799 . 970 . 99 429
May 19y . 13 + 20 - . 39 103 . .18
‘: 16 2643 - 16 . m e - » + 308
2 + 6837 . 22 o) . 4 - 569
Aug 18] 1% - 5 - 1072 - e 340
Sem. 13 . 134 . 14 - 746 =9
O l” - + . L:O! . m -336
Now. 1 - S e bl 111 Sw
S R R g o B
Fe e R T 1] o 26 ¢ )
Anens
Toul Lending 10 public sector Lending 10 private sector Lending 10 overseas.
e
Sterting Other Sterling. Other Sterting Other
cumences Cumences clerences
Cemral I
et Oer
Monih ended
e 17 . -m - %7 31 . s o ams
Mar 17 . . 107 s . 03 . 2
o : im b sm G I Tie
LTI T m =) <o o
June 16 - . 21 1 94 47
Jub 21 : M T 1" SH 3%
A ibg o " S » s : @2
Sept. 18 192 et -3 . +< S . 3
O 298 - 188 R | . b
Nov i b M) BT A
Dec. 91 -an w .o
1983 Jam S =, S D R
Feb. 1334 L s 219 - M
The monean with the discount market. the Banking Deparniment of the Bank of England and the trustee v tanks Inter-tani
”m--r (see additional rotes 1o Table 6 in the Quarer/y Bulietin) - -
%] The changes for um-n-n.qmmudumdmdm-ﬁ_nnmmmhmmqm
klmnhllA‘--nmmwnﬂmwmdm-‘!l—ihmmmlmthmlnlm(blwhﬂ:“ on page 41
16) See foowote (1] 1o Table 11.2 on page 2.
el See foootes [d] and (c] 1o Table 3.1 on page 4.
‘Components of private sector liquidity (Summan d Table 12 10 e
£ malhons. worvls Bule
“Money” Other money-market San Ceruficates of PSL. PSL. PSL. PSL.
struments deponis and securies ax depont . I
3% | T,
Seasonally Not seasonally adjusted Seasonally adjusted Seasonall: adjusied ‘Seasonally Seasonally Seasonall. Seasonalls
dyuned e sdusied | adjusied adused aenes
Toul Bank Toul n E{a
(net) bills. {net) Gros. Net et -
i 2 3 . s ’ s s ” "
Month ended
1982 Jan 3349 w9ns 1150 17098 <198 - 14
Fev. 3309 %719 eits 17781 &S00
Mar. £1.106 1441 138.600 0
x £1.489 1518 1367 140,088 1
9 siese s 3% 140543 o
June 51901 B e 141680 0
Juh 51848 19 1149 ]
A 51.987 1638 a4l an
19 52410 P 2008
& Eo I 1 o R
Now. 242 53674 2
Dec. e 1989 17 2061
198) Jan. P 4624 31808 106
e b4 5517 20w il
{a) Percentage changes are shown in alcs
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MRS JUTSUM cc PS/Chancellor
PS/Chief Secretary
PS/Financial Secretary
Sir Douglas Wass
Mr Burns
Mr Middleton
Mr Monck
Mr Odling=Smee
Mr R I G Allen
Mr Peretz
Mr Sedgwick
Mr Turnbull
Mr Page
Miss Roach
Mr Willetts
Ms Greenwood
Mr Willoughby
Mr Ridley

MONEY AND BANKING FIGURES: BANKING FEBRUARY

/s -I told you on the telephone, the Economic Secretary was content
with the Bank's draft press notice attached to your submission of
15 March.

2. He agrees that the February money figures are satisfactorily
low and should be well received by the market. But as I also told
you, he was not guite so happy about the proposed briefing on DCE-.
He doubts whether commentators are going to get worked up about
DCC unless we go into elaborate explanations which might lead them
to feel that there is "something nasty in the woodshed'". He would
have thought that any questions could be legitimately answered

by reference to "fluctuations" and the uncertainties surrounding

the Q4 1982 balance of payments figures.

‘i Nevertheless, the Economic Secretary hopes that there is
not anything nasty in the woodshed. He is a little worried by

the recollection that back in the 1960s, the IMF set DCE targets
on the grounds that because large balance of payments deficits were
depressing £M3, this was not a proper indicator of domestic credit
As he understands it, the argument now is that the large DCE figures
are no cause forconcern since it is the export of capital which

leads to an increased demand for domestic credit; ie. funds which



ntermediaries - is this correct? But
concernedthe IMF in the 1960s?




ECONOMIC SECRETARY cc lMr Middleton
Mr Monck
Mr Odling-Smee
Mr Lewis

EXTERNAL INFLUENCES OF £M3

As part of our regular monthly review of
monetary developments we have analysed
once again the recent behaviour of
external influences on £M3. We thought
S that you might like to see the attached
: note by Mr Lewis which is the result of
our discussions.

P

P N SEDGWICK
N Bk W - t—\,\_r"p
W&W [y e o b,

o~ Cchol admd lv';/'\, [T i
Qﬂyvj ol e A h\/7 [N O L
— W:\L_t_:' (/fﬁ BN (W n w~{ cluv’7 »f;um




EXTERNAL 1KFLUENCES ON STERLING IM? : RECENT DEVELCHILELTS
I IRTRODUCTION AND SUMMARY

1. This note is concerned with the external zspects of recent
monetary developments in the UK. The main focus is on the monthly
pattern of the externals since the autumn and prospects for the
immediate future. It updates the analysis contained in FEU's
previous brief on the externals, circulated eearly in December. The
recent behaviour of the external adjustments can be summarised
briefly as follows:-

(a) Since mid—1981 the externals have been on average
contractionary. There has been a consistent pattern of
high capital outflows which have more than offset the
current account surplus, producing a succession of negative

external adjustments;

(b) Towards the end of 1982 the externals became rather
less contractionary. They were positive in September
(perhaps related to FRT payments), not far from zero

in December and positive again in January (in spite of
substantial exchange market intervention in both these
months) ;

(c) 1In February, however, the externals became heavily
negative €£820m, reducing the growth of £N3 in that month
by almost 1%);

(d) In recent months there have been some very sharp
swings in the component flows which underlie the
externals, on both capital and current account. This
makes both interpretation of the underlying trend in the
externals and their extrapolation into the future
particularly difficult;

(e) Nevertheless, the February outturn goes some way
towards vindicating last December's judgement that the
negative trend in the externals would become re-established,

and continue for some months to come;




.(f) This negative trend may not be apparent in the
March figure if oil companies switch out of dollarc
into sterling on a substantial scale in order to
meet their FRT liabilities. In this case the
externals in March could well turn out positive.

II THE EXTERNAL ADJUSTIMEKNTS : DEFINITICN AND STATISTICAL
PRESERTATION

2 This section reviews briefly the current treatment of the
external adjustments in the UK monetary statistics. The change in
the £M3 measure of the money stock can be viewed as the sum of

three components. These components comprise (1) the expansion of
domestic credit, now termed the ‘domestic counterparts', (2) external

influence on the UK money supply, termed the 'external and foreign
net non-—

currency counterparts' and, finally, (3) any change in the
deposit liabilities of the UK monetary sector. In considering
external influences on domestic monetary conditions it is important
not to regard these three counterparts as being independent. It is
certainly possible for a move from negative to positive externals

to result in £M3 growth exceeding the previous growth in the domestic
counterparts. But a higher money supply is not an automatic
consequence of an increase in the externals - there could be
offsetting transactions within the domestic counterparts which leave

the money supply unchanged.

e In principle, the external and foreign currency adjustment
measures the impact of all foreign currency transactions of the UK
non bank private sector (NBPS) on the domestic money supply as
measured by £M3. It approximately equals the combined balance of
payments surplus of the NBPS on current and capital account together
vith any change in their net foreign currency deposits with UK banks.
The reasons for including the latter separately is that since it
does not involve any transaction between UK residents and non-
residents it will not be included in the balance of payments
statistics, although any change in the private sector's net foreign
cur rency deposits with UK banks will clearly affect £M3. 1In
addition to these two components there are a number of technical
adjustments, which on occasion can be quite large. These technical

oy



adjustments allow for the effect of identified public scctor

currcnt and capital account transactions together with UE banks

net foreign currenc& non-depoeit liabilities and the chanpe in the
public sectors foreign currency deposits with UK banke. Unfortunately
not all public sector current account transactions can be identified,
so that many of these transactions will remain in the published

datea on the externals.

4. It is possible to view the externals in an alternative way
from the other side of the account, as those transactions between the
overseas sector and UK banks and monetary authorities which are

the 'counterparts' to the private sector's net acquisition of
overseas zssets. These 'counterparts' to the externzl and foreign
currency adjustment comprise the following:

(i) Tet sterling deposits with UK banks from overseas
banks;

(ii) NKet sterling deposits with UK banks from overseas
non-banks;

(iii) UK bank's net foreign currency holdings;

(iv) External finance of the public sector.

5o The balance of payments identity ensures that the 'external
influences' - largely reflecting non-bank private sector
transactions - are matched by 'external and foreign currency counter-
parts', reflecting the transactions of the public and banking
sectors. This terminology does not necessarily imply a direction
of causality from 'influences' to 'counterparts', however, since
under floating exchange rates the 'counterparts' themselves may

be the source of exogenous shocks to the money supply and exchange
rate. For example, UK banks might wish to change their net foreign
currency holdings. This desire by the banks will put pressure on
the exchange rate, causing widespread portfolio adjustments until
once again the exchange market is back in equilibrium.

-3 -



DEVELOYT

(55 Data for both the external influences and the exticrnal

counterparts are published in Financial Statistics on 2 quarterly
calendar basis, and data for 1981 together with

1982 appears in Table 1. The table shows that for 1981
as a whole the externals had little impact on monetary growth.
However, the annual figure fails to reveal the emergence of a2
definite negative trend commencing in the second quarter of
1981, since this was offset by an exceptionally large positive
outturn in the March quarter. The externals have continued negative
into 1982, particularly in the second quarter when an erratic dip

in the current account surplus combined with an increzsed capital outflc

to produce an exceptionally large external of -£1.6b. FMore timely
information on the externals is available from the monthly banking
data. The remainder of this note therefore concentrates on this
source, and the latest figures from September to February are given
in Table II.

s Between April and July last year the externals became
significantly negative as the current account surplus fell back
temporarily while net capital outflows continued at a high level.
The positive outturn in September may have reflected special factors
connected with the payment of FRT, but in the event does not

appear to have marked any change in trend. In interpreting the
October and November figures it should be borne in mind that the
underlying figure for October was rather more negative than the
outturn on account of distortions arising from the oversubscription
of the STC share issue. (The underlying figure may have been about
£-250m. less than the published estimate.) If this distortion
was largely unwound in the following month than the underlying
Kovember figure would have been correspondingly more positive.

8. The last three months have seen very large swings indeed in
the component flows underlying the externals. The December outturn
was only slightly contractionary (-67), in spite of substantial
official purchases of sterling by the EEA. This reflected a
combination of a stronger than expected current account together

with an erratic fall in net capital outflows (including the balancing
item). CS0 Balance of Payments data for 1982Q4 shows a huge negative
balancing item of -£3.2b. In the monthly Banking data private sector
net capital flows can only be obtained by residual. This forces the

assumption that the whole of the balancing item represents unidentified

-4 o



capital flows. In this contert it chould be noted that I

December was a very short montk - only threc weeks - and thercfore
especially prone to timing cistortions due to leads and lags or
the sheer lumpiness of large transactions., It was also a time of

turbulence in the foreign exchanpe markets which adde to the
difficulties of interpreting short-run movements in capital flows.
Another possibility is that strong selling pressure 2gainst sterling
in Banking December was rartly absorbed by capital inflows into the
non-bank private sector, induced by a lower exchange rate. Howvever,
the sharp fall in UK direct investment overseas -in 10824 is perhaps

more suggestive of an erratic contraction in long term structural flows

S. Many of the developments in Banking December were reversed

in Janvary. The overall balance of payments of the private sector
swung sbarply into deficit. Partly this reflected increased net
capital outflows, which reverted to their previous trend. But
there was also a very sharp swing from surplus to deficit on the
current account, which is thought to be erratic and unlikely to persiss
In spite of these developments the externals overall in January
were  expansionary by £14Sm. The main explanation for this is
that there was an exceptionally large rundown in the private
sector's net foreign currency depositswith UK banks. There was a
switch into sterling of just over £1b. This may have been partly
in Tesponse to the tax gathering season (there was a similar run-
down of foreign currency deposits last January) as companies
prepared to meet their mainstream corporation tax liabilities,

and may also have been encouraged by a movement of the uncovered
interest rate differential in favour of the UK.

10. An additional factor meking for positive externals in
January will have been the receipt of a large EC rebate (which
appears as part of line 2 of Teble II). This will have had an
expansionary effect on the externals which broadly speaking may
have offset the contractionary effect from exchange market
intervention, leaving the underlying position for the externals
little different from the published figure in that month.

1M. In February the overall balance of payments deficit of

the private sector fell back from January's £1.2b to a more normal
£400m. No split between the current and capital account is currently

Ll



TABLE I: THE EXTERNAL ADJUSTMENTS TO £M3
(£m not seasonally adjusted)

1982
1981 1982 Q1 Q2 (5] W
A. EXTERNAL INFLUENCES
(1) Private Sector Transactions
(a) Current balance 5961 2948 905 292 707 20kk
(b) Capital account . -7176 =5455. —hls -1544 -1834 -625
(c) fc deposits with UK banks'(
(increase -) -2784 -370 -4o AN -386 500
(d) fc loans from UK banks
(increase +) 2765 1739 643 379 161 555
(2) Public Sector financial
transactions with Overseas 301 -248 -325 63 Ly -30
(3) Residual 1188 -2103 259  -ko6 902 @
(4) Total External InTluences 255 -2L89 -3 -1657 -Lo6 \‘-2{
B. EXTERNAL AND FOREIGN CURRENCY COUNTERPARTS
(5) Net £ depoBits from O/S Banks
(increase -) =297 -2476 -hksa -11k0 130 -1015
(6) Net £ deposits from 0/S
non-banks (increase -) 895 2060 k11 -204 157 1696
(7) Banks net fc position 812 -610 -118 230 -738 16
(8) External finance of public sector -1155 -1463 155 -543 45 -1120
(9) Total external and foreign
currency counterparts 255 -2489 -3 -1657 -406 -b23

SOURCE: FINANCIAL STATISTICS Tables 11.3 and 11.4

# Also includes public sector deposits



TABLE 11: THE EX NT FIGURES FOR BANKING MONTHS
1982
SEPT ocT Nov DEC JAN FEB
A.  EXTERNAL INFLUENCES
1. Private Sector Transactions
a.  CURRENT BAIANCE 576 381 639 %7 -57 }_ 411
b.  CAPITAL ACCOURT 59970 =80 S 349 1 -U61 . 1232
Ce fc deposits with UK
BANKS 746 -572 261 -943 1001 -532
d. fc loans from UK
BANKS -1 -4 167 407 32 219
2. Other -9k 148 131 193 405 -94
3.  TOTAL EXTERNAL INFLUENCES
(s4) 232 -227 -151 -67 149 -818
B.  EXTERNAL AND FOREIGN CURRENCY COUNTERPARTS
4. NET DEPOSITS FROM 0/S
BANKS 154 =997 397 =313 412 -516
5. NET £ DEPOSITS FROM 0/S
NON-BANKS 177 835  -384 34 277 254
6. BANKS WET fc POSITION -9 -53 -97 608 -137  -119
7. EXTERNAL FINANCE OF PUBLIC
SECTOR Ly -369 52 -501 -469 438
8. TOTAL EXTERNAL AND FOREIGN
CURRENCY COUNTERPARTS (NSA) 279 -144 -32 -172 83 -819
9.  SEASONAL -k7 -83  -119 105 66 -]
10. TOTAL EXTERNAL AND FOREIGN
CURRENCY COUNTERPARTS (Si) 232 -227 =151 -67 Wy -818




available, but the most likely explanation is that the overall
movement reflects a return to surplus on current account. At the
same time the private sector built up its net foreign currcncy
deposits by about £300m. With only moderate intervention in
February and no special factors operating these two items together
explain most of the £-820m outturn.

2L In the March monthly monetary forecasts the externals are
projected to continue mainly negative over the next few montns:—

(£m) liarch April Vay
+ 20 - 95 -225

This negative trend is less apparent in March when -it is assumed
that 20 per cent of the total of £1.7b PRT payments due will be
converted from dollars into sterling. This assumption is very
uncertain, however, since there is little statistical evidence of
any stable link between FRT and the externals and we have to rely
mainly on anecdotal information from the o0il companies themselves.
If the proportion of PRT payments met from dollar deposits were
as high as 50 per cent then the externals overall could easily
become rather more positive next month.

IV EXCHEANGE RATE PRESSURE AND THE EXTERNALS

fs It is not possible to identify easily the source of selling
pressure in the foreign exchange markets from an examination of
ex-post data for the external counterparts. This is because both
asset yields and the exchange rate will adjust in the face of such
pressure, and the changes in them will induce accommodating flows.
Kevertheless, a succession of negative external adjustments such as
vwe have experienced since mid-1981 does suggest that on average the
non-bank private sector has contributed to downward pressure on the
exchange rate. This interpretation is consistent with the actual
path of sterling over this period. In the longer term a floating
exchange rate should serve to minimise the effects of external
developments on the domestic money supply. The fall in the exchange
rate will itself in time reduce the scale of capital outflows (by
making the purchase of overseas assets more costly) and rein the
externals back.



CCIRFIDINTIAL

4. In spite of the above warning it is still tempting, but in
the event not very rewarding, to examine the ex-post datez for clues
when there has been a bout of heavy exchange rate pressure as in the
period from mid-November 1982 onwards. The data for Banking December
suggests that the selling pressure against sterling was widely
spread. It appears to have been met by the EEA (which supplied
reserves), by the overseas sector (which increased its net holdings
of sterling assets, mainly sterling bank deposits and gilts), and
possibly by the non-bank private sector (where the improvement in

the overall capital account could partly reflect accommodating short—
term inflows). ¥

15, At the same time the December figures show a large switch

into foreign currency deposits by both the non-bank private sector

2nd the UK banking sector. This is not inconsistent with some of

the initial selling pressure against sterling having come from UK
banks and investors. At the same time the overseas sector increzsed
its net holdings of sterling assets. One possible explanation for
these divergent movements is that there was a difference in exchange
rate expectations between UK and overseas investors - not inconceivasble
over a relatively short period of time such 2s a month. Such
explanations, however, are inevitably highly speculative.

1€. In Janvary many of the flows recorded in December changed
direction. The large balance of payments deficit of the UK private
sector in that month is consistent with some of the downward pressure
having emanated from within the UK. The bigger net capital outflow
could reflect a stepping up of purchases of overseas assets due

to exchange rate fears. Similarly, the sudden swing into deficit

or current account could be partly due to leads and lags on commercial
transactions in the face of a weak currency. The large combined
deficit of the private sector might also explain the substantial

fall in pet foreign currency deposits which more than reversed
December's rise, since there tends to be a negative association
between the two. However, January saw also an exceptionally large
fall of £580m in the net sterling deposits of the overseas sector,
especially in the third week of the month when most intervention

took place. This could be seen as evidence that the overseas sector
vas responsible for some of the downward pressure on sterling in

Janvary.



17. In February oversees rccidents increased their ret heldings
of sterling essets substantislly, which provided the main counterpart
to the large nepative external of £-£20m. These figures could arain
be interpreted as suggesting that overseas and UK residents took
opposing views of sterling's immediate prospects. But on this
occasion it was oversees residents who were more bullish, suspecting
that the depreciation of sterling had perhaps run its course.
However, all such interpretations of exchange warket pressure based
on ex-post data are higherly uncertain and impossible to substantiate.
In view of the extremely volatile nature of the monthly datz it is
just as likely that the January externals reflect the erratic timing
of transactions.



CONCLUSICKE

(a) Cver the last six months private sector

capital outflows have continued at 2 rate which has
slightly exceeded the large current account surplus.
Cn balance the externals have therefore been negative,
but fairly small, so that their impact on domestic
monetary conditions has been limited.

(b) The oﬁtlcok is for a deterioration in the current
account, but matched to some extent by a corresponding
reduction in net capital outflows. Thus while the
externals are likely to continue to be negative over
the next few months we do not expect this pressure to
increase much beyond recent levels. In this context
the negative outturn for Februesry should be viewed

as abnormally high.

(c) Wnile the central forecast is for the externals
to be close to zero in March, it remains possible that
a bigger currency switch dve to PRT payments could
result in a2 larger positive value.

G LEWIS
FEU
15 Harch 1983



