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CONFIDENTIAL

INTERPRETATION OF MONETARY CONDITIONS
INTRODUCTION AND SUMMARY

The latest information on the nominal monetary aggregates
shows that the six month growth rates of the broad aggregates have
risen significantly in recent months (in spite of a downward
revision to the growth rate following the introduction of revised
seasonal adjustments). The six month growth rate of total M1,
but not its non-interest bearing components, continues at a fairly
high rate. There are, however, strong grounds for believing that
structural change is currently distorting both M1 and its components.
The latest recorded information on the PSBR together with the
revised forecast for 1983-84 as a whole suggest that the rise in the
growth of broad money is to a great extent the result of the
loosening of fiscal conditions that has occurred in recent months.

2% Most measures of the real money stock are currently
growing at very high rates and the growth rates of many of them
have risen significantly since the beginning of the year.

e Other indicators of monetary conditions suggest considerabdly
tighter conditions than do the monetary aggregates, though it is
possible that some of these indicators reflect monetary conditions
at earlier periods. Price inflation and the growth of money GDP
are currently at very low levels. The exchange rate has remained
firm, though there is a risk that it could fall, while real interest
rates are high and on some measures actually rising. Finally the
available information on asset prices - houses, land, and new
buildings -, which have in the past been very sensitive to monetary
conditions, show the recent increases to have been at fairly modest
levels by historical standards.



s (1) THE BEHAVIOUR OF THE MONETARY AGGREGATES
£

4, Table 1 and Charts I to IV summarise the most recent

CORNELDENTIAL

information on the nominal monetary and financial aggregates as

well as data for previous financial years.

TABLE 1 : % GROWTH RATES IN THE NOMINAL AND FINANCIAL AGGREGATES ¢
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indicator _MO M1
a) financial years
980-81* 191 6.7 q4:2
081-82* 5.4 2.1 3.9
082-83* 10.9 5.1 4.3
b) changes on same periol ear+
A6 8.8 7.3 4.6 Va7
(2; 11.6 557 8.6 11.8
(3 12.2 5.0 9.2 1.4
(4) 8.2 BN h.9 7.8
982?1; 7.7 2.7 3.5 8.0
2 6.0 2.2 a3 6.4
(3) 6.3 qoB L) 7.5
(4) 8.9 3.9 8.9 11.2
083(1) 10.5 52 10.9 12.8
(2) 11.4 7.0 10.5 14.5
c) changes on same period in previous year
982 July 4.5 2.3 05 4.3
Aug 6.0 1.8 34 8.5
Sept 6.1 1.5 4.0 =725
Oct 74 3.2 5.7 8.7
Nov 8.5 3.4 7.6 10.2
Dec 8.9 3.9 8.9 992
983 Jan 7.5 1.7( €.1 105
Feb 9.1 3.5+ 8.9 11.4
March 10.5 5.2 1 10.9 12.8
April 11.4 S0 955 14.3
May aqe7 5.8 11.5 15.4
June 11.4 7.0y 10.5 4.5
d) changes (at an annual e) in 6 months
082 July €.0 -1.3 3.8 526
Aug 7.7 1.2 7.8 9.7
Sept 9.8 4.9 11.9 12.2
Oct 9.7 Do {12:6 (st
Nov 1.3 6.6 15.4 173
Dec 9.5 6.5 "3 4.1
983 Jan 9.2 4.8 8.4 453
Feb 10.6 59 10.1 (191
March Aaed 5.6 9.9 (1949
April 13.1 4.8 10.0 15.2
May 12.1 5.1 77 13,92 1
June 13.3 7.9 7.8 U
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Footnotes to Table 1

* Through the financial year (mid-April on mid-April)
E! P

8 The growth rates for all monetary aggregates, except non-interest
bearing M1, are adjusted for changes to the new monetary sector.
The October 1982 figures were greatly distorted by the over-
subscription of the STC share issue. The figures shown here are

the Bank of England/Treasury best estimates of what would have
happened in the absence of the distortion.

+ The quarterly figures are for the final banking month of the guarter

#6 M2 is "seasonally adjusted" by using a seasonally adjusted series
for the NIBM1 component and unadgusted series for the other
components. When proper seasonal a gustment_of M2 is eventually
possible its within year movements will be different.
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S. In the last few months the six month growth rate of £M3

has risen from a fairly steady level of Jjust over 10 per cent in

the final quarter of 1982 and the early months of 1983 to just over
13% per cent. The rise in the growth in PSL2 has been even more
sﬁ;zizhg. It looks as if the rise in the growth rates of the broad
aggregates is to a great extent the result of a higher than expected
level of public sector borrowing. This is a rather different
explanation for the high growth rates of the broad aggregates than
has been used in recent years. In the period between 1980 and the
beginning of 1982, the relatively high growth of £M3 and other broad
aggregates appears to have been the result of (a) a delayed

reaction to the abolition of the corset, and (b) the desire of the
private sector to hold additional financial wealth, some of which
would take the form of interest bearing money, as a result of high
real interest rates. Real interest rates are still high and the
private sector may still be adjusting slowly to their persistent
high levels, but the timing of recent changes in £M3 and other

broad aggregates strongly suggests that the main reason for.them is
the high level of public borrowing.

&S The significance for the subsequent behaviour of the economy
of the higher growth of £M3 depends critically on the reasons for it.
If it were mainly the result of the private sector continuing to
adjust to a higher ratio of financial wealth to income the higher
growth of £M3 and the other broad aggregates far from being a signal
that the private sector was about to raise the rate of growth of its
spending, with the attendant risk of a subsequent rise in inflation,
would be a signal that the growth of‘expenditure would be lower

than expected. If on the other hand the higher growth of £M3 is,as
seems more likely, the result of a loose fiscal policy there must be
some risk that the private sector will increase the growth of its
expenditure in response to finding itself with higher ‘than expected
money balances. %

7. The interpretation of the significance of movements in M1 and

its components (see tables 1 and 1A)poses almost as intractable
problems as does the interpretation of £M3. In recent months the

six month growth of total M1 has been fairly high, but this high growth



Annualised
percentage cnange

CHART I: GROUTH RATES IN Mo
£

f
o
“
i TR SRS TR P W L P T P L
Mmélli!ﬂg
3o change
Eoa e CHART 11: GROUTH RATES IN M1
s
»
»
=

/
V

Note:

ogroer




Annual
percentage

12 PENTH CHAGE
§ PINTH CHANGE
3 RoHTH CHANGE

i E {m' 1 4 L 1 g 1543 1532

Annualised
percentage change
M CHART IVU: GROUTH RATES IN PSL2

1578 VERPIPRAR AA VU S T AR CIRVERESFRAT G

5 v
TERVIPRRR AV ERBITRAR
Ao h N

v e roriod o

Note: Tho
Thus
8ix oo




1981

1982

1983

CONFIDENTIAL

is principally the result of very high growth of its interest
bearing component. Non interest bearing M1 and its two principal
components - notes and coin, and interest bearing sight deposits -
have had relatively low six month growth rates. These developments

" are to a certain extent puzzling because it is non-interest bearing M
- and in partlcular non-interest bearing sight deposits - that
would normally be expected to be growing at a high rate in the
period after a series of cuts in nominal interest rates.

TABLE 14 : GRCWTE RATES OF COMPONENTS OF M1 (%)

Non-interest bear- Interest bearing
Notes/Coin ing sight deposits sight deposits

12 months 6 months 12 months € months 12 months € months

(annual (annual - (annual

rate) rate) rate)
QN 6.3 5.1 - 12.0 - 8.7
Q2 5.8 €.8 11.7 15.9 23.8 €.8
Q3 5.5 6.4 13.8 13.6 11.7 23.9
Q4 5.3 3.7 7.5 =5.4 19.3 4.7
[2}] 4.7 31 2.7 =7.2 27.2 30.6
April 3.5 2.4 -2.6 -2.8 24.8 a24.5
May 3.5 2.7 =2.8 =1.1 243 15.5
June 3.4 B 0.1 5.9 28.1 21.9
July 3.6 0.3 -1.3 €.1 19.9 12.3
Aug 3.7 2.9 2.7 11.1 31.1 1€.3
Sept 3.5 3.9 4.3 173 21.6 13.2
Oct 3.8 5. 6.9 475 20.3 16.3
Nov 4.4 6.2 9.6 21.6 19.6 23.9
Dec 4.8 6.6 11.5 -17.4 1985 174
Jan 3.9 7.7 7.4 8.8 25.5 40.2
Feb 5.8 8.8 10.9 10.9 19.8 23.5
March 6.3 8.8 13.8 10.6 19.3 25.7
April 22 9.1 14.0 10.8 24.8 33.9
May 73 8.4 14.2 7.3 29.1 34.6
June 7.7 8.9 12.2 7.2 28.1 40.2

8. It seems very likely that the rate of innovation in financial

markets is currently very high and is distorting the movements of both
total M1 and its components. The main problem appears to be the
development and increased use of interest bearing sight deposits.
Until recent months the stock of interest bearing sight deposits,
while tending to grow as a share of M1, was subject to quite sharp
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fluctuations. These fluctuations appear to be changes in wholesale
deposits, mainly held by OFI's, that are principally held to invest
at an opportune moment in other financial assets, eg gilts. In the
recent past rather than month to month fluctuations there have been
sharp rises in interest bearing sight deposits in successive months.
There seem to be two forces at work here.

(i) A number of schemes operated by the clearers and
other banks have caused the private sector to switch
funds from non interest bearing to interest bearing

sight deposits. This tendency is most evident in the
personal sector, but companies as well are exploiting
opportunities for economising on non-interest bearing
money without losing liquidity. This particular shift

is within M1 and leaves total M1 unchanged while making
growth of non-interest bearing M1 appear misleadingly low.

(ii) There are indications that the more widespread

availability of interest bearing sight deposits are

causing persons and companies to switch into them from

interest bearing time deposits and other relatively

illiquid financial assets. In some cases rates of interest

at or close to money market rates are mow available on

sight deposits,so the incentive to remain illiquid is

much reduced. This particular shift is within &£M3

(or within PSL2 if deposits are switched from building

societies and national savings), but it inflates total M1 which

grows more quickly than would otherwise be the case.
The broad conclusions of this analysis are that growth in total
M1 may be inflated by financial innovation, while growth in non-
interest bearing M1 may be understated. (It is not possible to give
precise estimates of the size of these biases.) If these conclusions
are correct it is difficult to regard the recent behaviour of total M as
particularly worrying. A relatively high growth of M1 is only to
be expected following a period when short term interest rates have
tended to fall.
9. Table 1B splits total £M3 into its non-interest and interest
bearing components. This gives a clear idea of the very rapid rate
at which interest bearing deposits - whether those in M1 or those
excluded from M1, but in £M3 - have tended to Erow over the period
since 1980.

6=



TABLE 1B : GROWTH RATES OF COMPONENTS OF £M3

(1) 9 (i1) (i44) (iv)
3 Interest bearing time Y,
Banking ¢ Non-interest deposits ie £M3 less M1 A1l private sector interest
Quarters bearing M1 Interest bearing M1 lens public sector deposits bearing deposits
12 months 6 months  Level 12 months 6 months evel 12 months € months Level (ii) + (iii)
(annualised) (£bn) (annualised) (£bn) (annualised) (£bn) 12 months 6 months  Level
(annualised)
1980 Q1 5.4 0.0 1.5 1.4 21.1 on.4 18.6 21.5
Q@ al -0.5 -3.0 7.0 2106 © 2918 . &l
Q3 1.4 2.7 20.8 43.8 33.2 42.5 31.7 2o =
QK 3.3 7.2 25.4 31.3 61.1 6.1 3.0 39.0  41.1 2.0 3 7.2
1981 Q1 5.8 9.0 27.9 13.7 29.8 8.2 20 7:2
Q@ 9.7 12.3 33.7 6.8 25.8 13.5 e e
Q3 9.8 108 23.9 23.9 9.9 20.2 ¢4 55 =
@ al9 -20 26.6 9.9 3.7 7.3 16.9 20.3  48.0 i i -3
1982 Q1 3.4 -3.5 27.2 30.6 16.7 13.3 e -3
@ ;g 111:.3 2 2119 16.0 11.8 e Do
2 g 12 33 1.5 9.8 5 :
Q@ 8.8 13.2 28.9 1935 17:1 8.8 8.6 5.4 51.9 g ) e0C7.
1983 Q1 10.9 9.9 19.3 25.7 8.2 6.6 3-7 24
10.5 7.8 28.1 0.2 8.8 1204 -5 e

*Banking quarters refer to the end of banking March,
June, and vely.

4.
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10. The other nominal monetary aggregates have tended to rise in
recent months. The six month growth rate of the composite monetary
indicator has risen from just -under 10 per cent at the beginning of th
year to just over 13 per cent. While the six month growth rate of MO
rose in June this in part reflects an erratic rise in bankers'

balances in that month which may well be reversed. There has been
a tendency for the twelve month growth rates of both the broad and
narrow versions of M2 to rise slowly, albeit from very low levels.
1. Table 2 and Charts V and VI show the latest data on the growth
of real money. The tendency for the growth rates of most of the

TABLE 2 : CHANGES IN THE REAL MONEY SUFFLY (%)

Composite Non
monetary interest
BPI+ indicator MO bearing M1 M1 £M3 PsSL2

(a) Financial years*®

1980-81 12.5 -0.9 =HE0 =2.7 0.3 7.9 2.5

1981-82 9.4 -3.6 -6.7 -8.9 -5.2 2.3 1.3

1982-83 4.1 6.6 1.0 7.0 9.9 7.3 6.4

(b) Changes in same period in previous years

'198‘1(’1; 2.6 '_P_'TB_‘E- E T | -3.5 6.1 1.0
(2 11.3 0.3 -5.0 -1.5 1.4 7.4 2.7
§53 11.4 0.7 -5.8 1.4 0.5 4.3 235
4 12.0 3.4 -6.6 -6.3 -3.9 0.9 -0.3

1982(1) 10.3 -2.4 -6.9 -6.2 -2.3 2.6 1.2
(2 9.2 -2.9 -6.4 -7.2 -2.6 2.6 1.0
(Z 7.3 -0.9 -5.4 -3.0 0.1 2.8 L
(4 5.4 3.4 1.4 3.4 58S ) 3.3

1983(1 4.6 5.6 0.6 6.0 7.8 5.3 4.9
( (3.8) (7.3)

(c) Change in 12 months to

1982 July 8.7 =3.9 =5.9 -7.6 4.2 1.6 -0.1
Aug 8.0 -1.8 =5.7 =4.5 0.3 2.6 0.8
Sept 7.3 -1.1 5.4 -3.0 0.1 2.8 A1
Oct 6.8 0.3 =3.4 -1.1 1.6 2.7 2.0
Nov 6.3 2.2 -2.7 q83 3.7 3.6 255
Dec 5.4 3.3 1.4 3.4 5.5 4,7 3.3

1983 Jan 4.9 235 -3.1 11 Sadl 4.7 3.5
Feb 53, 3.6 -1.7 3.4 5.8 4.6 3.9
Mar 4.6 5.6 0.6 6.0 7.8 5.3 5.3
April 4.0 750 dlol 259 10.0 7.2 740
May 3.7 7.7 2.0 75 11.3 7.0 2.5
June (3.8) (7-3) 3.0 6.4 10.3 25 747

d) Change in 6 months to

Eltagz July 6.3 -0.2 -7.0 -2.2 -0.5 2.3 A<
Aug 754 0.5 -5.5 0.7 2.4 2.6 0.8
Sept 5¢7 3.9 =0.7 6.0 €.3 4.6 2.6
Oct 5.0 4.3 0.1 21 7.9 5.0 2.9
Nov 5.3 567 1.3 9.7 11.4 5.2 2.3
Dec 4.4 4.9 1.8 8.4 9.3 5.0 2.3

1983 Jan 3.8 52 1.0 4.4 10.9 72 5.3
Feb 3.5 6.8 2.3 6.3 9.3 6.7 72
Mar 3.5 755 | 2.0 6.1 9.5 6.2 8.3
April 2.8 10.0 | 2.1 74 12.2 9.4 11.4
May 252 9.6 2.8 5.3 ke 8.7 12.9
June (3.4) 9.6 4.3 4.3 11.2 9.9 13.2

+The simple method of seasonal a‘ddustment for the RPI for use in
calculation of the six monthly growth rates was described in the

February 1982 Interpretation of Monetary Conditions.
*Through the financial year (mid-April on mid-April)
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nominal monetary aggregates to rise,together with the gradual
reduction in the inflation rate, have brought about significant
increases in the growth rates of the real monetary aggregates.

The growth of real £M3 has been positive for some years, but recent
developments have for M1, the composite monetary indicator, and MO
involved a very sharp change from negative growth rates a year ago
to growth rates of about 10 per cent now. Some rise in the growth
of real money is inevitable and necessary when the process of
reducing inflation comes to an end. There are, however, no clear
criteria to determine if and when particular growth rates become
excessive.

12. Table 3 shows that the fall in the growth rate of bank lending
has for the moment at least come to an end.

TABLE 3 : BANK LENDING
(monetary sector, banking months,
seasorally adjusted)

Percentage change in stock of lending over

12 months € months (at annual rate
October 12.8 11.6
November 1€.3 20.2
December 7.3 24.3
January 18.9 3.7
February 20.9 21.5)
March 21.7 35.3
April 24.2 38.2
May 25.6 31.3
June 26.5 28.€
July 28.8 25.9
August 27.6e 23.8
September 28.6 22.3
October 2955 24 .4
November 26.9 22.8
December 25.5 22.5
January 23.6 21.3
February 247 19.7
March 19.5 1€.8
April 17.3 13.3
May 16.9 11
June 17.2 12.2
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3 OTHER INDICATORS OF MONETARY CONDITIONS

13. Although the numbers for particular quarters have been erratic
Table 4 shows that the growth rdte for money GDF appears to have
been continuing to decline in the recent past. .

TABLE 4 : GROSS DOMESTIC PRODUCT AT CURRENT PRICES

GDP_at
market prices

(CSOTs average estimate)
% change % change
on a year over six
earlier months

annual rate)

1981 Q2 9.3 8.7
3 9.4 9.2
Lo 9.0 9.3
1982 Q1 9.4 9.4
Q2 9.5 10.1
Q3 8.5 7.7
Q4 8.7 7.3
1983 Q1 8.5 9.3
(6.6) (6.0)*

* CSO projections.

4. Table 5 shows that RPI inflation has reached a very low level.
There are as yet .no indications of a significant upward movement.

LABLE 5 : RETAIL AND wHOLESALE PRICES
(% change on same period a year before)

'Retail prices #Wholesale output prices Wholesale input
(home sales) rices
1981 Q1 12.7 10.9 aesSHta2a )
2 11.7 10.3 12.2 (2
3 11.3 10.1 16.8
4 11.9 Aqh2 16.7
1982 Q1 10.4 Gl 8.0
July 8.7 8.5 See
Aug 8.0 7.9 3.0
Sept 7.3 7.5 3.3
Oct 6.8 7.6 3.7
Nov €.3 7.4 6.6
Dec S.4 8.0 8.0
1985 Jan 53 7.4 9.4
Feb 5.3 7.1 3
Mar 4.6 2% 9.5
ﬁpril 4.0 7.5 €
ay . 743 &
June (2,5) 72 u.

*Increase over two quarters before at an annual rate.
#lncrease over past six months at an annual rate.
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15. UK short term market interest rates fell between May and June
and have been fairly stable since then. Short term eurodollar rates
have risen by almost a point since May. The short term yield curve has
tended to slope upwards in recent weeks, which may indicate

that the market believes that short rates are more likely to rise

than fall. Long rates have fallen by the same amount as short rates
from the beginning of the year until June but have risen by about 0.5
in recent days.

TABLE € : NOMINAL INTEREST RATES (period averages)

Three montk Three month Base Rate Long Rate Yield

Interbank Eurodollar (20 year gilts) gap

1981 Q1 13, 1€.5 13.€ 13.8 0.5
A 13% é 172.7. - 12.0 14,2 1.7
Q3 14.2 18.4 2.5 15.2 1.0

Qs 15.6 14.3 15.1 15.7 0.1
1982 Q1 1.3 15.1 1%.1 1%.7 0.4
1982 Ma; 13.4 %.3 13.0 13.7 0.&
Juze 13.0 15.7 42.9) 13.€ 0.€
July 12.4 14.2 12.3 13.2 0.8

Aug 11.2 11.7 1.3 12.1 1.9
Sept 11.0 12.0 1025, 1.4 1.4

Cct 9.8 10.4 9.8 10.5 0.7

Nov 9.4 9.8 Q.2 10.€ 1.2

Dec 10.5 9.5 10.1, 1.4 0.2

1983 Jan 11.2 9.0 10.7 11.9 0.7
Feb 9 55 9.1 11.0 11.5 0.2
March 10.8 9.4 10.7 1.2 0.4
April 10.3 93 “gg 18.6 C.Z

Ma; 10.3 9.0 10. 10.€ 0:3
JuZe 9.9 9.8 9.7 10.4 0.5
July 7 9.8 9.9 9.5 10.9 121

- 10 =
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16. Table 7 shows a slight fall in recent weeks in the estimate
of real short term interest rates that is calculated by deducting
from the short term nominal interest rate the average forecast
inflation rate of the main outside forecasters. This measure of the
expected or ex ante real interest rate may, however, understate its
true value for June and July. It is unlikely that markets expect
inflation in the immediate future to be quite as high as do the

outside forecasting bodies. If expected inflation is currently
lower than the outside forecasters believe and therefore real short
term interest rates are at the moment higher than Table 7 suggests it
follows that there has been little if any fall in real short term
interest rates over the last year and they might even have risen

(as IG yields suggest). ~

TABLE 7 : REAL INTEREST RATES (period average)

Expected Real
inflation 3 month
over Interbank Yield on
12 months* Rate indexed gilts
1988 199¢
1981 Q1 ¢ 10.7 2.6 - 221
10.0 = 2.6 - 2.4
Q3 10.3 3.9 = 3.1
Q 10.1 55 - 3.2
1982 Q1 10.3 4.0 - 3.1
1982 May Sl 4.0 258 3.0
June 9.0 4.0 2.8 311
July 8.2 a2 2.9 3.2
Aug 8.1 2.9 5+ 2.9
Sept 7.7 3.0 S 2.9
Oct o5 2.3 3.2 2.7
Nov S.4 3.9 2.8 2.7
Dec 5.9 4.6 2.7 2.8
1983 Jan 6.1 el 2.8 2e5!
Feb 6.4 4.9 2.9 2.5
March 6.5 4.3 2.9 2.5
April 6.5 3.8 3.0 2.5
May 5.9 4.4 3.4 2.9
June 6.2 3.7 3.9 -
July 7 6.4 3.4 4.2 -

*Unweighted average of forecasts by Phillips & Drew,
National Institute and the London Business School,
calculated over the six months forward and six months
back.
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ks Table 7 shows also that the yield on indexed gilts has risen
during the course of 1983. For technical reasons related to the
calculation of yields on IG's it is likely that the true rise in the
yield is somewhat more, although the level of yields is slightly less
than the figures in Table'?7 suggest. Even when full account is taken
of this bias and the recent rise in conventional yields a comparison
of conventional and indexed gilts suggests that in the past few months
it is true both that the acceptable real yield on IG's has risen, and
that the average inflation rate expected over the next few years has
fallen. k: =

18. Although the uncovered differentials against the dollar and
Deutschemark have fallen again in recent weeks and are now much lower
than in February and March, the exchange rate,which rose in each
successive month between March and June,has been remarkably stable.

TABLE 8 : EXCHANGE RATES (period averaged)
Effective uncovered differential®

rate £/8 rate /8 /DN

1981 Q1 101.8 2.31 =-3.1 1.0
Q2 97.8 2.08 -5.0 -0.7

Q3 9.6 1.84 4.2 1.6

QL4 89. 1.88 4c3 4.4
1982 1 91.1 1.85 E -0.8 4.3
1982 May 89.9 1.81 -1.Q 4.5
June 91.0 g 1.76 -2.7 3.8
July 91.2 1.72 -1.8 3.0

Aug 91.3 1.72 -0.5 2.4
Sept Chle7 Vel -1.0 2.9

Oct 92.5 1.70 -0.6 2.6

Nov 89.3 1.63 -0.4 2.3

Dec 85.4 1.62\/ 1150, 4.2
1983 Jan 82.0 1.57 0.1 4.5
Feb 80.8 1.5% 2.2 5.8
March 79.1 1.49 1.4 5.8
April 82.1 1.53 : 1.0 5.3

May 85.0 1.58 1.3 5.3
June ‘85.2 1555 0.1 4.5
July 7 85.1 1.54 0.1 4.5

*Between 3 month UK Interbank rate and 3 month
Eurodollar rate and the 3 month Euro DM rate.
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4 HOUSING FINANCE AND THE HOUSING MARKET

19. The figures for building society financial flows in May show
a further decline in net inflowsand an increase in net advances
(seasonally ad;justéd) compared with recent months. As a result,

the liquidity ratio declined to 17.2 per cent, its lowest level since
1974. Gross advances continued at a high level, although new
commitments have shown signs of falling off since March, probably as
a result of increased mortgage rationing by the building societies
rather than a reduction in demand. Figures for June are not yet
available, but are expected to show a similar pattern to earlier
months, and the liquidity ratio is likely to fall below 17 per cent.
The changes in the mortgage and ordinary share rates to 11% and

7% respectively announced on 22 June did not become fully effective
until 1 July. The changes will improve the societies' position by
reducing the demand for mortgages while increasing the supply of
funds, but it remains to be seen whether the change in relative
interest rates will be sufficient for societies to rebuild their
liquidity and (assuming that they want to do this) eliminate mortga
GEdv TABLE 9 : BUILDING SOCIETY FINANCIAL FLOWS

(calendar months and quarters,
seasonally adjusted)

Liquidity Net increase Net Gross Net new
Ratio . in shares & advances advances commitments
(end deposits .
period)
£n £n £m £m £m
1982 Q1 19.0 2311 1275 5 2754 3323
2 Q@ 19.5 2499 1922 3768 4031
Q3 20.0 2623 1984 3897 4077
(713 20.1 2842 2674 4717 5273
1983 Q1 18.0 2390 2933 5196 5284
October 20.2 1049 838 1480 1591
November 20.2 1148 882 1552 7€0
December 20.1 €45 954 1€75 1922
January 19.4 725 955 122§ 1:,_'9::
February 18.7 795 918 1€37 "‘;‘
March 18.0 870 10€0 1831 80¢
April 17.8 719 900 162 1572
May 17.2 574 1036 1708 1551

- 13 -



CONFIDENTIAL ¥

20. Table 10 shows that bank lending for house purchase continued
at the relatively low rates of recent months, recording an estimated
£270 million in May. Advances are expected to decline further in
response to additional lending restrictions recently applied by,

for example, National Westminster and Lloyds. Table 10 shows,
however, that while the growth rate of bank lending for house purchase
has fallen (from a very high level) the growth of total bank and
building society lending has been remarkably stable at an annual

rate of about 25 per cent.

TABLE 10 : NET LENDING FOR HOUSE PURCHASE
(£m., seasonally adjusted, calendar months)

Building Societies Banks Total
(Est)
July €51 450 1101
August €323 470 1108
September 5o GED 420 1115
Octobver - 838 410 1248
November 882 300 1272
December 954 360 1394
1983 January 955 2€0 1215
February 918 320 1238
March 10€0 280 1340
April 200 2 12130
May 10%6 270 1366

Amount outstanding :
T ecember 1982 56894 10600

Percentage change in stock of lending

Building Banks Total Banks
Societies (excl. TSBs and Building
Estimated Societies
12 months € months 12 months € months 12 months € month:

1982 June 12.8 13.4 95.8 98.7 19.5
July 13.0 14 .4 9€.3 100.7 20.2
Aug 13.0 15.4 9€.7 99.5 20.3
Sept 1%3.4 16.0 o4.8 92.3 20.8
Oct 14.2 17.0 91.7 88.2 21.6
Nov 15.0 17.5 8€.9 g2.4 22.2
Dec 16.0 18.7 87.9 77.8 23.4
1983 Jan 474 19.7 83.1 67.1 24,1
Feb 18.0 ZO.g 78.0 58.9 4.7
Mar 19.0 21. 7. 52. 25!
April 19.7 21.8 65.6 45,9 25.0
Mav 10.8 22.1 0.4 41 0 ~h A
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21. It is probable that the withdrawal of the banks and mortgage
rationing by the building societies is having a restraining effect

on the growth in house prices. Table 11 and Chart XII show that
following the rise in the annual rate of increase in the second half
of 1982, the rate of growth of house prices over a year earlier has
flattened off or even declined somewhat. This is not inconsistent
with reports from some building societies that house prices have
risen rapidly over the past quarter - a similar spurt occurred at

the same time in 1982. It is not clear to what extent these increases
are due to seasonal factors. Last year, house prices rose much less
rapidly after May, so that figures for June and July this year could
be decisive in showing whether house prices growth can continue to be
contained in the 10-12 per cent range of recent months, which is still
fairly low given the historical record of house prices.

TABEE 11 : HOUSE PRICES
(% change on a year earlier)
Based on Based on Mix-adjusted Nationwide
mortgage mortgage (vased on (based on
approvals completions completions) aporovals)
Q1 -4.0 4.9 0o 2
R -0.7 -3.0 1 2
Q3 4.0 0.5 2 )
[~713 (o252 €.8 (5 8
i 13.0 4433 94 9
e
Cctober 9.9 S5l
November 12.9 6.9
December 14.2 10.4
January 13.8 9.6
February 13.7 10.8
March 12.4 11.8
April 12.6 10.9
May 12.4 9.5

=15 -
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CHART XI: QUARTERLY HOUSE PRICES
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CHART XII: MONTHLY HOUSE PRICES

ALL WousES.
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CHART XIII: ASSET PRICES
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INTEREST RATES OVER THE NEXT FEW WEEKS € millions

1 The unpublished interest rate band for bills with up to 14 days
to maturity is 9-11%, where it has stood since last October. Within
this band, our operations have been conducted at a rate of 9 9/16%
since 14 June.

Market conditions

2 The main influences on market conditions are first, the monetary
and fiscal overshoot, the dimensions of which are gradually becoming
apparent to the public as more statistics are published, and the
fiscal measures taken by the Government in response to it, and
second, the deepening pessimism about financial prospects in the US.
These factors have influenced different markets in different ways.

3 The main feature of the foreign exchange markets in the last
month has been the continued strength of the dollar. This reflects
a growing concern that the pace of monetary growth in the US

means that the next move in US interest rates will be upwards, which
has evidently been a more important influence on the dollar than the
actual and prospective deterioration in the current account of the
US balance of payments.

4 Sterling fell back to around 84 in effective terms after the
reduction in base rates from its pre-election peak of 87.4. Last
week, however, it held its own against a strong dollar and appreciated
to around 85 by mid-week in effective terms, on expectations that

the rapid rate of monetary expansion here would at least prevent any
further cut in UK interest rates and could force an increase. It
appreciated by a further half-point after the announcement of the
fiscal package, indicating that expectations of firm UK interest

rates had not immediately diminished; but it later fell back to

about 85 on further fears about US interest rates.
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S, In the money market rates have risen, particularly at longer
maturities. The three-month inter-bank rate went up from 9 13/16%
just after the cut in base rates to 9 7/8% in mid-week, whilst

over the same period the one-year inter-bank rate hardened from

10% to 10 3/8%. The initial reaction to the fiscal package was
for rates to edge up further: the three month rate to 10% and the
one-year rate to 10 1/2%. Offerings of bills to us have been
concentrated in the longer maturity bands; and on 6 July and again
on 8 July some offerings were made at above our established Band 4
dealing rate.

6 The gilt-edged market has been the worst affected; apart from
fears about short-term interest rates, in the US and UK, the market
is concerned about the funding implications of the fiscal and
monetary overshoot. As in the foreign exchange markét and the
money market the initial effect of the fiscal package was to

cause a further weakening of prices, though they recovered much of
their initial losses during the course of Friday. Market conditions
have prevented us from adding more than 90 to the gross sales of 640
for banking July that had been secured by sales of partly-paid stock
before the month began. Hopeful signs of an incipient revival in
the index-linked sector disappeared with the setback to the whole
gilt market after the publication of a disappointing US M1 figure on
1 July and the provisional UK money figures on 5 July.

Monetary conditions

i The aggregates accelerated once more in banking June, although
the figures for the three preceding months were revised downwards in
the light of new information about seasonal factors. As the table
shows (second column of figures), the target aggregates are all well
above the current range.



Table

Annualised growth rates of the monetary aggregates (percentages)

Forecast
mid-Aug 1982 - mid-Feb - mid-June -
mid-Feb 1983 mid-June mid-Sept

1983 1983

M1 13.2 17.6 16
Sterling M3 10.5 15.8 1381/2
PSL2 11561 17.8 12 172
Wide monetary
base 5.8 10.7
NIB M1 10.1 11.6
PSL1 8.6 16.5
PSL2A 13.4 16.4
M3 13.3 14.0
M2 (not 4.5 (1) 75542

seasonally

adjusted)

(1) Three months to mid-February 1983 compared with the same period
a year earlier.

(2) Four months to mid-June 1983 compared with the same period a
year earlier.

8 The figures for banking May and June, the seasonal adjustments
to which have been carefully reassessed, make it clear that the
increase in the PSBR which began in the second half of calendar
March has continued into this financial year. The pace of gilt-
edged funding was stepped up in response, but nevertheless over the
first four months of the target period the PSBR was underfunded by
2,250.

9 In addition there was a sharp increase in sterling bank lending
to the private sector in banking June. Such lending amounted to
1,670 (including the "bill leak") compared with an average of 680 on
the same basis in the preceding three months. The additional
increase was only in small part in lending to persons and could
perhaps therefore have been associated with a further rise in
output. Meanwhile the pace of building society mortgage lending
has been maintained at 900 - 1,000 a month; total mortgage lending,
including the banks' contribution, is probably still running at
around £1 1/4 billion a month.
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10 The three-month money supply forecast offers no prospect of
relief, even on the assumption that gilt-edged funding can be
re-started and gross sales pushed up to 1,000 this month, with

1,250 a month in banking August and September. It makes no
allowance for additional asset sales, however. The annualised
growth rates of sterling M3, PSL2 and M1 over the target period to
mid-September are put at 14 1/2%, 15 1/2% and 17% respectively.

The PSBR* for the three forecast months is put at 3,750; this would
bring the total for the five months from mid-April (ie excluding the
surge at the end of the 1982/83 financial year) to 5,800 - an annual
rate of nearly €14 billion. Sterling bank lending to the private
sector is put at 1,010 a month on average.

l] The recently-completed NIF puts the PSBR for 1983/84 as a whole
at £11.7 billion (before the fiscal package). The growth rates of
the monetary aggregates are, of course, calculated on a financial
year basis, but they are consistent with annualised growth rates
over the 1983/84 target period (mid-February 1983 - mid-April

1984) of 12 1/2% (e€M3), 13 1/4% (PSL2) and 14% (M1) - all well above
the 7-11% target range.

12 The surge in monetary growth has not as yet had any discernible
effect on inflationary expectations, though this could be changed by
the publication of the figures for banking June. Stockbrokers'

circulars expect the 12-month increase in the RPI to rise to around
6% by the end of this year and to peak at 6 1/2 - 7 1/2% in the
spring/summer of next year. On this basis, the real one-year
inter-bank rate is 3-4%, not allowing for tax. An alternative
measure, which allows for standard rate income tax, is the real rate
on building society ordinary shares, which on the basis of the above
estimate of expected inflation over the next year is roughly zero.

Conclusions

13 The Government has now taken fiscal action. The immediate
market reaction to it has been disappointing, despite the fact that

* Strictly the PSBR minus net purchases
public corporation debt by the

of local authority and
private sector.
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the market's impression of the overrun in the PSBR started below
that implied by the latest official forecast. This adverse initial
reaction suggests that market participants suspect that the measures
taken will be insufficient to prevent a rise in short-term interest
rates. It will, however, be several days before the markets' more
considered reaction becomes clear

14 The other main influence on market sentiment is financial
developments in the US, where the FOMC is meeting on 12 and 13 July.
After that meeting, Chairman Volcker has to testify to the Senate
Banking Committee by 19 July, reviewing monetary policy to date and
giving provisional monetary targets for 1984.

15 In these circumstances we need to wait and see how the markets
develop. It is possible that sentiment will now consolidate and
enable funding to be resumed at current yield levels by reactivating
our tap stocks at lower prices. If the climate remains depressed
and if expectations of higher interest rates persist, the question
will arise as to whether gilt-edged funding can be re-activated by
action in the gilt-edged market alone. Gilt-edged prices might
have to be allowed to fall sufficiently further so that we could cut
tap prices later and by a larger amount, and re-start funding on
that basis. Or we may now need to consider the more positive
option of a new long conventional stock, either in straight or in
convertible form.

16 However, given the persistence of market uncertainty about
short-term interest rates in the aftermath of the fiscal package, it
is not at all clear that it will be possible to re-start funding by
either of these actions in the gilt-edged market alone. It may be
necessary to let short-term interest rates rise as the only means of
resolving the uncertainty.
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RECORD OF A DISCUSSION BETWEEN THE CHANCELLOR AND THE GOVERNOR
ON MONETARY PROSPECTS: 6.30 P.M., 13th JULY,
AT NO.11 DOWNING STREET

Present: Chancellor Sir A Walters— Governor
Economic Secretary Mr Littler Deputy Governor
Mr Middleton Mr Cassell Mr Loehnis
Sir T Burns Mr Monck Mr George

The Governor said that he agreed with the analysis of the present position set out in Mrs
Lomax's minute of 12 July. As for the policy response, he agreed that further action on the
fiscal side was not possible before the autumn. The question therefore was whether and
when to take action on interest rates, and he had to warn that the option of inaction was
becoming progressively less attractive. The money markets thought a rise in rates likely,
and the upward slope of the yield curve, which had existed for a fortnight and was
steepening, was creating tension. Following the announcements about public expenditure,
and new funding a period of idation might be feasible, and he hoped that no

action on interest rates would be necessary for at least a week. But if US rates rose, rises
here could hardly be avoided.

2. The Chancellor stressed the desirability of the early introduction of a new instrument,
preferably a long IG. The case for this would no doubt be discussed at the Economic
Secretary's Funding meeting on 19 July. It was suggested that launching a new long-dated
IG might be difficult while the market expected short term rates to rise, and that the IG
market was still rather narrow. The options should include a conventional convertible issue,
and perhaps an ultra-long conventional issue. It was noted that the market would keep an
eye on the exchange rate, and that their expectations of rising short-term rates would
increase if the exchange rate fell. It was also noted that the markets might derive some
reassurance on borrowing from the June quarter seasonally-adjusted PSBR figure, to be

published on 21 July, which might be only some £1.8 billion.

3. Sir T Burns suggested that the key issue was not whether successful funding required

higher short-term interest rates, but whether they were necessary for the health of the



economy. It was important to agree on one's of y diti All the
the

y aggreg: were growing ab get but the picture was not too worrying if
one took account of the balance between interest-bearing and non interest-bearing money,
and the continuing relative strength of the exchange rate. This suggested that the case for
higher interest rates had not yet been made out; and that, if a rise was required, it should be
¢ small. Sir A Walters agreed that monetary conditions were less lax than a first glance at
the aggregates might suggest, though he thought that they might be a little laxer than Sir T
Burns had suggested. Nevertheless, he agreed with the policy advice. It would be best not
to take interest rates up; though if US discount rates rose, our rates would probably have to

rise too.

4. The Chancellor reported that German representatives at ECOFIN on 11 July, and the
Japanese Deputy Finance Minister on 13 July, had indicated that neither Government
thought a rise in their interest rates desirable. Indeed the Germans had suggested that, if
US rates rose, German rates would not follow, and that a policy of benign neglect of the
Deutschemark would be pursued. The Governor thought that such a policy would be difficult
for the UK, particularly if US discount rates rose steeply. But Volcker had suggested, during
the Basle meetings on 10/11 July, that he hoped that US rates would rise only modestly.

5. It was agreed that the right policy for the present was to aim for a further period of
consolidation. But a rise in UK interest rates was not excluded; and it was agreed that it

might be unavoidable if US rates rose sharply.

National Savings

6. Mr Monck asked about measures to restore the competitive position of DNS
instruments. The increases in yields which were under consideration were small in
comparison to the recent rise in Buildling Society rates; and it might be appropriate to
announce them before long, in order to ensure that they were seen as a response to the

Building Societies' action, rather than as a potential excuse for further action. The

Chancellor said that he had no doubt that i were y; the ion was one of
timing, and the key factor was whether conditions in the gilts market would be made more
difficult. Mr George said that the Bank had been cautious about increases in DNS yields,
which might have been seen as an inadequate response to the PSBR and Funding picture.

But following the expenditure announcement on 7 July, and the breaking of the funding log-



jam, this risk had diminished. Moreover, the process of idation now might lly be
assisted by an increase, for the markets would regard it as a considered move, designed to
establish rates for some time, and therefore perhaps reflecting an expectation that short-
term interest rates generally would not rise.

7. It was agreed that, while no final decision would be taken before the funding meeting
on 19 July, the presumption should be that an announcement of increases in DNS yields
would be made in the week beginning 25 July.

13

8. The Chancellor referred to the abortive plan for a BP placing on 11 or 12 July. He had
on reflecti luded that a y Offer for Sale in the autumn, which
might bring in £0.5 billion, was preferable to a July placing of some £350 million. There
should be no difficulty about going for a full £0.5 billion in the autumn: the 1977 sale had
been larger. And it might make sense to look again to the New York market, as had been
done in 1977, but not 1979.

9.  Mr George agreed that an Offer for Sale could be for a larger sum than the proposed
placing. He hoped that £0.5 billion would be possible. The comparison with 1977 was

po i i the market's appetite for oil shares had since diminished
with increased supply. And US i might be 1 to UK institutions: a high
proportion of the BP shares sold on Wall Street in 1977 had migrated back across the

Atlantic very quickly.

10. The Chancellor said he understood that the Bank and the Company had doubts about an

early of the G 's i i He was clear that Parliament must be

told before the summer recess. It was agreed that this should not cause dlfl‘cu.lty, provided
that BP were taken into the G 's fid first. An di

after the aborted placing might have been unfortunate, but it would be in order to announce

before the House rose that an autumn Offer of Sale of up to £0.5 billion was being
considered. BP would be informed forthwith. The right timing for the Offer might be

shortly after BP's interim results came out on 1 September.

Those Present

11. The meeting ended at 7.15 p.m. Chief Secretary
Financial Secretary| , pigjey o.r,
Mr Battishill | Mr Burgner
Rt Mr Lavelle | Mrs Lomax
J O KERR Mr Lankester Mr Turnbull

15 July 1983 Mr Hall



