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As agreed, I have evamined in detzil each period of heavy exchange market
intervention sirce the veginning of i076. Tre aim was to produce an accurate
sumnary of events - with particular emphasis on money supply develovments -

and %o nighligzht any comnon strands.

2 The periods sitdied were 1%76 112 and 3, 1277 1 and second half, and
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the daia iz net yet available). Zach period was examined separately
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and the raterial arranged under three headings:

(2) exchanze =z2rzei and in‘ervention - a summary of events in the

YR K e - w
(c) ross3ivle causes of oresszure on sterling;

o

(c)- policy ~easurez taken oy tne UX au‘norities:

(d) impact on Fli3.
Z. For tze ;398Ct on ire morey cupply, I havelooked at three effects, all
immediate or first round. These effects are:

(i) the direci imract through the private sector countermarts to

intervention;
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he possidle indirect offcetting effect through bank lending

to the private sector;
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es to tie non-bharks.
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lo simple rule of inurb relating iﬁlervnntion io ﬁrivate sector outflows
or IXZ offsets would have satisfactorily described developments in every
periosd. For example, the ratio of thre external adjustment to intervention
on the valarce for official financing has varied from about 0.7 in 1975(3)
to about C.2 in 1970(2). I imple relationships between intervention and DCo

offsets havr been cven T“ens stable,
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g This note considers the impact of exchange market intervoﬁtjon

on £M%. The approach 5s to examine in detail each of the vapi;us
periods of heavy intervention which have taken place since the
beginning of 1976. These periods were 1976 Q2 and Q3, 1977 @1, 1977
sccond half and 1978 Q2. The most recent experience is not considered

because much of the data is not yet available.

2 E=ch period is examined separately with a summary of the main
developments in the exchange market, a review of the possible causes
of pressure, z description of the policy measures teker and an
assessment of the final impact on &£M3. This impact is judged in
terms of i. the direct effect through the external flows to the non-
bank private sector, ii. the possible indirect effect through the
‘repercussion of these flows on the private sector's demand for
sterling bpenk credéit, and iii. the possible indirect effect on gilts
sales through the expectation that continued external flows will
result in a defensive chenge in domestic interest rates. O course it
is not possible to gquantify Ii. and 'iii, but some rougn assessment
can be made. The fipal section of the mnote considers the record of
the monthly money supply forecasts in predicting developnents during
‘these periods. The whole note draws on various issues of the monthly
repoft on the monetary aggrecates, as well as the BEQB.

He As might be expected, the overall conclusion is that no simple
rule of thumb relating intervention to grovth in £M3 would heve
adequately describted developments in all of the various periods. The
proportion of intervention feeding through directly onto &M% has

" varied considerably, while the supposed 1n01“ect effectls have Dbeen
even less predictably linked to external flovs. Nevertheless, such
indirect effects were apparent during most of the periods of heavy
flows. : '
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a.  EJICHANGY RATE ANKD INTERVENTION

4, At the end of February 1976 sterling stood at just over 2.0
where it had remained for about six months. Its effective rate was
?%.. On Sthlﬂarch substantizl downwerd pressure developed and despite
beavy intervention (about $1ibn.) the rate fell te ¥1.91 by the end
of the mwonth. The slide continued for two more months taking the
rate 10 £1.76 by the end of May (effective rate €4.2). By continuing
intervention the authorities then managed to hold off any further
depreciation until September. Early in that month the downward
pressufe intensified and over the following seven weeks sterling fell
to its record low point of 31.55 on 28 October. During the whole of
Q2 and Q3 intervention totalled about £5bn. on the balance for official
financing.

b. POSSIEBLE CAUSES OF PRESSURE
D During 1976 the current account deficit deteriorated from about

£100m. in Q1 to about - £4C0m. in both 92 and Q3. This undoubtedly

contriputed to the downward pressure but as & direct factor it

represented oniy a small shift in relation to the pressure which
developed. The mein force of this pressure came through the capital
account. -Initizlly this may have been partly ir response to relative
interest rate movements but more importantly it reflected a break in
the market's conficence in sterling. |

6. With respect to relative interest rates, the following table

shows that although a movement against sterling may have explained
_part of the pressure in March, later in the year rates moved strongly
in favour of cterling as the authorities sought to stem the outflows.
A1l figurés in the table are %pa at end-month levels.

Jan. Feb. Mar. Apr. ﬁay " June Sept  Oct.
2-month rates ’
UK interbank 9.4 B.8 8.5 9.9 11,5 :2 2.8 152
Eurodollars 5.4 5.6 5.6 5.5 6.6 6.0 5.8 5.4
Vifferential 5.0 3.2 2.9 4.4 6.9 5.2 7.0 9.8
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The loss of confj&ﬂﬂgg in sterling has been sttributed to a
nunber of factors, sev eral relsted. Sterling's fegll was sparked off
by a cmall amount of positive intervention on 4 March, which the market
interpreted as a signal that the authorities wished to sce a
depreciation. " This view was reinforced by a +% fall in MLR later the
same weel. The following week the Prime Minister resigned, adding
to the immediate uncertainty. Once the fall had started a series
of onc-off events later in the year caused renewed bouts of nervous
selling: & proposal by the Iszbour KEC to nationalise the banks,
industrial trouble at Leyland, rumours of a three-day week to conserve
water after the drought, and the fzmous Sundéy Times report that the
IMF thought sterling should fall to $1.50:

8. However, epart from these immediate factors there were underlyin

rezsons for expecting a depreciation. First, the current accountc was

still in deficit as the year opened and deteriorated further as it
progressed. Second, the UK's inflation rate was still high compared

to those of competitors. The RPI rose 17% (a.r.) during the first
half of 1976 which was at least twice the rate of any other OECD
major, except Italy. DMoreover, earnings vere still increasing at
15-20% (year-on-year).

9. Arainst this, the UK's recent monetary growth had been
& 3

relatlvely modest: £M3% had grown by 7% in financial year 1975/6,
almost 10% less than the growth of nominal GNP. Over the same period
a2 weighted basket* of overseas money supplies had grown by about 1%%
(US M2 grew by 8%). The UK's modest growth was not attribuiable to
negative externals ~ DCE had been at its lowest level for four years
(£5bn.). However, the low DCE outturn reflected a £3bn. contraction
of bank lending to the private sector. The PSBR had been a massive
£10] lbn., offset by debt sales to the private sector of more than £5bn.
When the Chancellor announced another £10zbn. PSBR forecast for
'1976/7, there was a widespread expectation that monetary growth would
accelerate, since a further contraction of bank lending was unlikely

and further large debt sales doubtful.

a  mme s g s -

*Using weights based on those in the IMERM.
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2. It thus app;ars thaf there were three underlying factors }
¢hich provided the right circumstznces for a brea¥ in confidence:
concern over {hcexistinglinflation rate and current account deficit,
coupled with a view that the large PSBR for 1976/7 was probably
inconsistent with another year of modest monetary growth.

"41. TKevertheless, it should be recognised that the effect of these
factors was greatly amplified by their apparent influence on the

managers of the OFEC sterlirns balances. Since the oil price rise in

1973, the OFEC countries had built up substantial sterling balznces,
reaching £37bn. in 1975 Q1. They had already begun to diversify out
of sterling by the end of 1975, but the major reduction in their
holdings took place during the first three guarters of 1976. From the
start of the year to the end of September, they withdrew almost £13bn.
Trom short-term sterling assets and reinvestec it elisewhere. Some of
these funds mey have gone into UK equities and property, but it is
clear that most of it went abroad. Of course, it is guite 1ike1y

that a substantial part of These balances would have been teken out

ol sterling at some stage anywaj, since they had been concentrated

in short-term, acsets. However, it is equally likely that the spced

of withdrawal in 1976 was largely prompted by the more general collapse

el confidence in sterling.

c. POLICY MEASURES

12. The authorities' initial response - once the force of the

downward pressure became clear - was to ralse short-term interest rates.

MLR was increased from 9% to 103% in the ALpril Budget, and to 113%
in May. Faced with the intensified pressure in September, they
increased MLR further to 13% and eventually to 150 during the first
week of October. The effect on the three-month differential between
UK interbank rate and Burodollars was to move it to almost 10%
(uncovered) in favour of sterling by October (see paragraph 6).
However, these changes met with 1little success in stemming the
outflows - they were effectively swemped by the adverse movement

in confidence. The increased cost of forward cover meant that the
covered differential ageinst sterling moved Ifrom 3% at the end of
February to 53% vy the first week in October.



Pne cuthorities alco tried to calw the warket (as well as

[y

vr« rve the peserves) by negotisting suvport facilities for sterling.

In June they'énnounCed a £5.%bn. short-Lerm credat facilities with
oversecas central banks. ZLater they let it be known lhat they were
negotiating 5 multilateral facility to case the problem posed by the
sterling balances. Finally there was the IMF package at the end of
the year, containing its own support provision.

14. Exchange controls were tightened in the lalter part of the year.

In August the rules governing sterling lending to finance thiré
country trade were tightened, and in November such lending was
prohibited entirely. These changes were prompted by the very rapid
growth cf such lending through the early part of the year: 1in the
first nine months external sterling lending, other than credit on UE
exports, increased by about £0.6bn. It was clear that this was an
important channel for speculation against sterling and the new
measures were designed to close it (2lthough in retrospect. it ceems
that pressure here was already greatly moderated by November).

15. The authorities also tightened fiscal policy during the yeer.

The misgivingé about the £101bn. PSBR forecast heve already been
mentioned and in July the authorities acted to reduce the FSBE, at
least for 1977/&. The measures included a £lbn. cut in expenditure
and an £0.9bn. increazse in employers' National Insurance
contributions. This package also included the first quantified money
_supply target: 12% for 1977/8. However the July package - leaving
the 1976/7 P3BR unchanged - was not enough. Confidence only really
returned once the rate had fallen much further during the autumn and
it becanme widely expected that the government were nearing agreemen%
with the IMF. The new packagewas expectzd to include further
reductions in the'PSBR for 1977/8, as well &s pgrformanceICOnditions
relating to monetary growth. The final agreement included a PSBR
target of £8.7bn. for 1977/8, and DCE targets of £3.7bn. for the
current financial year and £/.7bn. for the next.

i e —
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8. EPFFECTS ON 4045

16. The following tsble sets out the counterparts to exchange
market‘intervention, by calender quarters. Line f. is the external
adjustment to £IM%, as normally calculated. However this is not the
net direct impact on'£M3 since it includes certain accounting
offsets to items which are counted in DCE. These items are external
sterling lending by UK benks, and public sector transactions with
the overscas sector, increasing the PSBR - lending and current
account flows. Line i. is an estimate of the net impact on £M3,
representing net flows to the non-bank private sector.

(ﬁll figures are £M with balance of payments signs; not seasonally
adjusted). : : ) _
1976(2) 1976(3)
a. Balance feor official finance: -1950 - 860
of which:
b. Public sector direct o/s borrowing above
BOF line: (increase +) - 10 - 10

c. Overseas holdings of public sector
~  sterling debt {increase +)

Gilts - 460 - 210
Treasury Bills 0 30
LA debt - - 50
d. External sterling deposits: (increase +) - 270 230
e. Banks' net foreign currency:
liabilities (increase +) 120 - 250
_Extefnal and foreign currency finance -1350 - 600
g. IDxternal sterling lendingz (increase -3 - 260 - 200
h. Public sector transactions increasing
the' PSBR (increase -) - 730 - 650
i. Net flows to non-bank private sector: - 340 + 250

NB: f=a-b-c-d-e ' -

i=f-g-h
17. The table shows that roughly one-thii-d of the total’
intervention was the counterpart to flows from the public and
banking sectors not offset within DCE. In particular, there were
large flows out of gilts, where the general effect of the loss of

exchange rate confidence was reinforced by adverse interest ratc
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ey pect st.ions (:‘i('(z Lelow).  The estinate of net flows to the non-

t 1k private sector (lin(; j.); shows that the modest outflow in Q2
was almost reversed in Q3.  lHowever, it should be pointed out that
this item is!usually an inflow, and both Q2 and Q5 were very small
compared to the guarterly average for the lest few years

(about + £ 1,000 m).

18. To gsuge the strength of the indirect effects, it is necesswry
to examine the other counterparts to the growth of &li3. These are
shown in the following table, which is on a banking months basis.

o i
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j¥. In the three monihis prior to banving April, benk lending to the

1. ete sc—rctoji“ nad been more or less flat (about + £100m overall)

and, as alre?dy mentioned, it had been negative over 1975-6 as. a whole.

Therefore, the figures shown in the table represent a reaslly
substantial/ turnaround. The gquestion is how much was attributable to
the pressufe on sterling. At the time it was thought that leading
and lagging was responsible for a very large part of it and overall
it is difficult to dissgree with this conclusion. However, it is
also worth remembering that the decline in UK interest rates at

the beginning of the year would probably have generated some later
increase in lending anyway. In addition, GDP was growing again
after a year of no growth, and this would zlso be expected to
generate increased lending. Therefore, although it is reasonable to
assume that the growth in lending was strongly acsocizted with the
pressure on sterling, it should be realised that the straight
Tigures probably give an exaggerated iupression of the association.

20. Vith respect to indirect effects working through gilts sals, it

can be seen from the figures in line b. above, that sales of CG debt
became increasingly difficult during the summer. Already in
banking June, net gilts sales were bnly £250m against a CGBR of
" overr£850m, and in barnking September the authorities made net
purchases of £75m. The main reason for the difficulty was that,
having already increased MIR by 23 points since April, the
authorities were unwilling to increase it further in view of the
fragility of the rezl economy. However, the continuing pressure on
sterling, the rapid growth of bank lending and the £10}bn FPSBR
forecast convinced the market that rates would have to rise, and
demand for gilts virtually dricd up. Sales only recommenced after
MIR had been increased to 13% in the middle of September. In the
‘Subsequent month, gilts sales of £1,300m were pade despite the
continuing pressure on sterling. It is therefore clear that, while
pressure on sterling was probably one of the causes of the slump
in gilts demand during the summer, the préssure itself did not rule

out substantial sales once interest rates had been adjusted. ‘
first woun
21. Overall, events in 1976 suggest that all three of the [/ links

between external pressure and £M3 were in operation. Between the
niddle of March and the middle of RNovember, £M3 was reduced by abouv
£2.1bn. through net outflows from the non-bank private sector.
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Ehipe ths: banl: lending to the private scctor incressced by B
L. bn, althoveh not ali of thies was attributedble to cxchanpe rate
pressure. At the seme tine gilts-sales were extremely slugpich for
much of the bcriod, at least partly reflecting the pressure on, sterling.

B. 1977 1

a. EYCHANGE RATE AND INTERVENTIOR
22. 1In the Tinal two months of 1976 there had been a marked revival
of confidence in sterling. The spot rate had risen from its low
point of £1.55 in October to stand at ?1.70 by the end of December,
Upward pressure continued for much of 1977 Q1 &nd was countered by the
authorities. Their aim was to keep the spot rate arouna g1.70-1.72,
and in this they largely succeeded. In the process intervention
amounted to about £23bn on the balance for official financing.

b. POSSIBLE CALUSES OF FRESSURE
23. The most important factor was a strong resurgence of confidence
after the low point reached in 1976. This revival was almost cer- i
tainly based on the government's acceptance of tougher financial 3
Dolicies in its agreement with the IMF. fThe agreement had brought j
& standby credit of Zibn, subject to various performance criteria,
including quantifiegd DCE targets and further cuts in government
expenditure. This had done much to convince market operators that
the authorities were now "serious about monetary control". This
belief was undoudbtedly reinforced by the appearance of better money
supply figures. In each of the three months frop December %o
February, both DCE ang £M3 contracted. This largely reflected a PSZR

much lower than earlier forecasts, and massive gilts sales (£3bn
over the three months). -

24. Confidence was further boosted by the amouncement of a two-
Year Z3bn facility related to efficigl sterling balances. This was
to shield the UK's reserves from further reductions in official
sterling balances, and it was linked with the offer to existing
official holders, of negotiable medium-term foreign currency bonds i
issued by the government on market related terms. ‘The overall ainm |

role, in order to limit the potential for a repetition of official _ f
withdrawals on the scale of those in 1976.

25 Another_factor strengthening sterling during this period was
the revayment of sterling lending for third country trade. As
described carlier, such lending had been prohibited in November 1276,
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1977, AL the time the Bank:icstimated that Tepoyment gave rise vo

it 1nflov of sbout £9bn over ‘the six months from Novenber,

YBUYy fnt took place during the firet puerter of

-

26. Against these factors, the current account wes still in

deficit (- £500m in Q1), and relative interest retes vere turning
ggainst sterling - the uncovered >-month differential between
Qterlwng interbank and Eurodollers fell irom 9.%% at the end of
Lecember 1976 to 3.8% at the ernd. ol Fgret Eowever, the effect cf

these factors was swanped by the upturn in confidence.

c.  POLICY KEASURES !

27. As already mentioned, the authorities aim§d to stabilize the
rate at sbout £1.70-1.72. Initially, they wished to rebuild the
reserves, but also they were unwilling to sge any further appreClo~
tion both becsuse it would Gamage COED&ultlveneS and because it
might very well have been reversed later.

28. The suthorities were similarly cautious in ve0u01ng interest
rates. At the start of the year MLR was still at 14% and while the
market obviously expected a substantizl downward movement (gilts
sales to the non-banks were £1. 7bn in banking Jznuary) the authori-
ties were concerned to avoid lerge swings. There wes a fesling
that the market might have temporarily discounted the UK's 16-17%
inflation rate, in a wave of rost-IIMF euphoria. Nevertheless, MIR
was reduced in stages to reach 102% Ly the end of Q1. The yielcd on
.20-year government stocks fell by 2% percentage points. '

29. The combination of strong confidence ir sterling and high UK
interest rates confronted the authorities with a familiar problem -

how to discourage short-term inflows without reducing interest rastes

or releasing the exchange rate. A range of options was considered
including inward exchenge controls, although these were not intro-
duced. One special measure was the withdrawal of UK tax-exemption
Oon new overseas purchases of gilts (from 24th HMarch). A facility"
for conversion into bearer bonds was withdrawn at the same time.
The authorities' problems eased in Q2 when the Dressure on ¢ter11ng
moderated - althOLgh only after irterest rates had been reduced
Turther (MIR reached 8% in May).
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9.  The Jellywing Lrvle chowe Lhe covnberpsres to b3 during the

period, vy banking monihs.

(A1l figures are £I1 seasonally zdjusted)

Jan Febdb tar April

2.  CGBR,(surplus-) +157 4131 4555 4927
f
b. 'Net purchases (-) of CG debt by
general public | -1740 -612 -395 -85
c. Other public sector (surplus-) +252 -80° -39 47
d. Banks' sterling lending o -
s 1 to private sector +Q22 -298 -75 +258
ii. " oversesas AT 46 -86 +52 -
DCE ) -1055  -945  +100  +822

e. . Externsl and foreign currency -
finance (increase -) +294 +402 +23 +251

a. Ret non-deposit liabilities and :
residual +28 +435 -54 -143
13 =733 -409 469  +930
£M3 % growth at annual rate 20 _Jl 42 © 439,

1. It can be seen that the early part of the period was dominated
by a low CGER and massive gilts sales to the non-banks. High

interest rates, coupled with a general expectation of falls in the
face of external pressure, produced "propitious circumstances" for
sales and the authorities made full use of them, selling well over
£2bn during January and February. Also contributing to a contrac-

tion of DCE, bank lending to the private sector increased very

slowly over the quarter, compared to previous months. This was
thought to reflect largely the unwinding of external leads and lags,
and the repayment of third country credit to UK merchants. Both

factors increased the liguidity of the corporate sector, redncing
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“11 need for bark credit, alithough the slow grovih of banl; lending

3150 presumably ref]écted the high level of interest rates, It wae
genereally considered st the Lime that the €8T schene (reintroduced
the previous November) was not Tresponsible for much of the slow-
ddyn, since most banks apparehtly had ro difficulty in meeting the
requirements. The reduction in sterling lending oversesas directly -
1eflected the repaywent of thirg country trade credit.

22. Thus the esurgence of confidence in sterling seems likely to
have had some indirect contractionsry effect on £li3 through interest
rate expectations-and bank lending, altbough, given the level of

~ domestic interest rates, it is clearly unreasonable to attribute
everything to the swing in external confidence,

53. The direct elffect of irtervention through the counterpart flows
to the non-bank privete sector is derived below:

-

: 1977(1)
! : 5
‘2. | BOF | +1910
Of which
b. fublic gector direct overseas borrowing above
BOF line (increase +) +120
c. 0/8 holdings of public sector sterling debt
(increase +)
Gilts +350
Treasury Bills ) +190
LA debt -
d. External £ deposits (increase +) +210
e. Banks net fc lisbilities (increase +) ) +260
T. External and fc finance T . 4780
g- External £ lending (increase -) ) +80
B Public sector transactions increasing the PSBR
(increase -) . -850
1. Net flows to the non-bank private sector ) +1710

B f = a-b-c-d-g¢

i’= f-g-h

[t}
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"his toble ehoug that well over half of the intervention wae

Lhe counterpart Lo flows to bublic &nd banking sectors, not offse
witkin LCE - rather more than the proportion of outflows in 1976,
Overseas hoidings of public sector debt and bank deposits both
increased strongly. Large net inflows to the non-banks (estimated
in line i) probably reflected the unwinding of leads and lazgs, and
the repsymentio UK wmeichants of third-country credits.

C. 1977 Q% #nd Q4
a.  EXCHANGE RATE AND INTHRVENTION

35. Sterling was under sustained upward pressure for much of the
period, in thé face of = weakening dollar. At Iirst, the authori-

" ties intervened heavily to hold the rate s+ $1.72, and during July
the bealance for official financing zpproached $2bn. Some of the
pressure obviously resulted from linking sterling to a falling
.dollar, so on 27 July, the suthorities announced their intention to
concentrate more on the effective rave. This socn rose to ©1.5, but
still heavy dewend for sterling continued through August ang
September. By the end of September the effective ratc stood at 62.3%
'(dollar/sterling rate 21.75) after intervention over the two months
totalling zbout $2.8ban. During chober, as the dollar weakened
further, the authorities sold a further Z2bn worth of sterling. in
order to hold the rate. However, they were unwilling to countenance
continuing inflows on that scale because of pressure on the money
supply, so at the end of the October the effective rate was uncapped.
It immediately appreciatéd to 64.6 and bty the end of the year had
‘Teached 65.2. '

* B, POSSIBLE CAUSES OF PRESSURE

36. As already mentioned, one of the main causes of pressure was
the weakness of the dollar. This was associated ‘with concern over

the US trade deficit which even the US Treasury were forecasting at
around £3Cbn. Many analysts also saw little improvement in store
in 1978.

7. Another factor was the turnaround on the current account, which
moved from & deficit of a850m in the first half of 1977 to a surplus
of £1000m in the secong (seasonally adjusted). In part this was

L=
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N iLutable Lo on expected dumprovement on ihe oil account, but the
Hor-0il sccount hngd also impyoved @nd the swing there ﬁecms Lo have
t .n greeter than expected.  Thug es well as directly inereasinug
the demend for sterling'and the current account improvement might

-

have generated an upward revision in expectations.

-38. Confidence is likely to have been further strengthened by the
rapid reduction in the UK's inflation rate. This fell from eboul

12% per month at the end of 1976, to sbout 3% per wonth a year leaier.
The reduction was partly sttributeble to the ctrength of sterling,
but it also reflected a slower rate of labour cost increzse.

39. By the autumn, the rate of monetary exvansion ~ boosted by the

inflows - was cesusing concern to the zuthorities, but it does not
seer to heve deterred merket operators. Fresumably they were more
impressed by the fact that DCE had been runring at less than half.
"the rate agreed with the INF - largely attributable to messive gilts
sales. |

_ | '

40, Interest rate differentials were turning srainst sterlin
g eg g

throughout the period, as the authorities acted to discourage inflows.
The following table shows the three-month uncovered differential

between sterling interbank and eurodollars (end-months):

-

% pa i June July Aug Sept Oct
] . - ) - T
& intertenk g8 b 6.7 5.8 4.8
Eurodollars | 5.8 6.2 6.3 6.9 7.2
Differential ‘ 2.0 1.4 0.4 1.1 -2.4

"However, this movement was once again swamped by the strong tide of
confidence. The covered differential actually wmoved in favour of
éterling from -1.2% at the end of June to -0.4% at the end of
October. '

c. - POLICY MEASURES

40. The authorities beccme increasingly concerned about the inflows
because they threatened to push the money supply beyond the 9-13%
target for 1977/8 (see below). One obvious solution was to uncap but

v e ¢
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97 wae mach uncertzinty about how far the rote wight apprecist
Tt was considercd jwporLLnL not Lo Gamage &n cncoursping export
performance, which in 1977 recouped much of tne UE's logz of chare
during 1975 znd 197G. The authorlule thercfore first tried reducing

int creut rates and reflating.

41. The reduction in interest rates took rates to levels not reached

for several yesrs. MR wes cut from 8% to 7% in kugust, and 6% and
5% in Septieuwber and October respectively. An FHIR of 5% was
unprecedented asnd Bank Rate had not been below 5% since 1964. Reduc-
tions on this scele carried a risk of stimulating large increases in
bank lending but the authorities preferred to try interest rates
before uncapping.

42. * Reflstionary vackages were eznnounced in July and October. The

-July peckage wes zimed at maintaining the Budget PSER, given lower
interest rates. Its mein element was a 1p reduction in the standerd
rate of income tax to 34p. The October packesge increased personal
tax.allowaﬁces Ter 1977/8.

43. EHowever,; these measures did not prove sufficient and on 31
October the rate was uncapped. In the event, the subsequent 2 point
appreciation was less than many had feared.

d. EFFECTS ON M3

44. ° The following table shows the counterparts tc £M3 growth, from
bankingJJuly to banking November.




{

/ (A1l figures ere £m; scasonally sdjusted. )
t L )

! July "Aug Sept. Ozt Kov

2. CGER (surplue-) S =586 =70 - =292 4450 +504
b.  Net purchases (-) of -~ | | .
CG debt by general

- public . =583 841 696 -767 513
c.ff Other public sector .
' (surplus-) _ +466  +217  +528 -69 +3%6
d. Banks' sterling lending

i. to private sector +195  +425 43295  +439 4226
ii. " overseas " +55  +107 -28  +129 +42

DCE -453 12 -93  +182  +35¢%

B Externsl and foreign

currency finznce

(increase-) +877 4289  +851  +383 4173
f. Net non-deposit liabi- '

lities and residual -66 -128 =28 +30 -232
P ‘ £13 +358 -1 47320 4595 4296

£M3% growth at )
annuzl rate i) 0 + 2l +18 +Q

It can be seen that the mzin determinants of low DCE were a low
CGBR - albeit partly offset by higher net borfowing by the rest of
the public sector - and substantial debt sales to the non-banks.
The low CGBR was not connected with the external situation, but
large gilts sales were again probably facilitated by external

pressure generating favourable interest rate expectations. However,

bank lending does not seem to have been particularly depressed by
the inflows. '

.'45. As alreédy mentioned, the authorities were concerrned- -over the
size of the external adjustment. This is shown in the following
table for Q3 and Q4 (line f).

o, e e SR a-
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(#1) fipures ore S with balence of pbéyments signsg not
scasonelly addusted. ) !
] 197743 T <H
a. | BOF | e +2619 +1930
Of which '
[ 7 3
b. Public sector direct overseas
borrowing above BOF line +50 +56
¢c. 0/S holdings of public sector
sterling debt (increase+) :
/ Gilts +10 -290
' Treasury Bills . +280 +490
LA debt +10 +20
a. Ixternal £ deposits (increese+) +350 +730
e. Banks' net fc liabilities _
(increase+) +330 +990
- i External and fc finance +1590 +8%0
'g. . External £ lending (increezse-) -160 -150
h. Public sector overseas trans-
actions increasing FPSBR -680 -610
1. Net flows to non-bank private +2430 +1590

sector

NB f = a—b—é—d—e
i= f-g-h >

46. The Q3% figures are probably the more useful since those for
Q4 may incorporate some unwinding after uncepping. In Q3, the
 estimated inflow to the non-bank private sector (line i) emounted
to nearly £23bn - by far the largest quarterly increase over the
period examined. It is difficult to believe that this was a con-
tinuation of unwinding from 1976, and neither does it seem l1ikely
to have resulted from a shortage cf domestic credit - the banks had
apparently not been constrained by the 55D scheme, which was anywey

suspended in August. Apart from the current account surplus, one
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. /
=,

S8 i S . \ : . . i
wihle explanation ie Lhat much of the rpeculalion iy fovour of
! +
24 el npe sl ) soe “#CIOSS company eccounts, as intcrnational cox-
nanics moved cut of the 8iling dollar, 1% ds impossille to be auy

more precise about this because mich of the inflow was recarded in
the balance of Payments accounts merely as a large positive balancing
item. ' '

D. 1978 Q2

a8. ' EXCHANGE KATE AND INTERVENTION

47, Sterling cezme under downward jpressure during February, on dis-
appointing trade ang money supply figures. During larch pressure
intensifiedland the authorities allowed the rate to fall from over
65 to 61.7 at the close. Thereafter, they sought to hold the rste
at about that level and began to intervene neavily. During ZApril,
interveation amounted to over £1bn, with another £3bn in Mey. The
rate was held at about 613 and the pressure finally eaced in June,
after increases in interest rates ang the reintroduction of the SSI

scheme.

b. POSSIBLE CAUSES OF PRESSURE

48. After the appreciation following uncapping the pbrevious’ October,
Some reversal had been widely esxpected. Tha: the downward pressure
was greater than had been anticipated seenrs mainly attributable to
worse than expected outturns on the currsnt baslance ang monetary
growth. The current balance deteriorated in Q1 to a deficit of

£300m (sa), Compared to surpluses of £500m in the previous two
quarters. The reason for this was a large Jump in goods imports,
and despite various mitigating factors, it seems to have caused a
market reassessment of the outlook for 1978.

-49.  Monetery growth during the first quarter.was unexpectedly high,

especially durirg the thirg month. As a result, the 9-13% target

for £M3 growth during 1979/8 was nissed by ebout 3%. This in itself
might not have caused concern since it waé largely attributable to
the large inflows during 4977. However, DICE vas £2bn in 1978(1),
2bout twice as much as the previous three quarters combined. All
elements of DCE contributed tc the acceleration, although the CGBR
wase unexpectedly high for special reascns which would not continue.
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rales hed f8)len on expeciastions of further increzses in }
. L) 1
interest rates, !

1

50. Other factors which may heve affected confidence in sterling
vere the strengthening of the dollar from mid-April (although this

“hardly explains the onset of pressure), the relatively low level of
UK interest rates (although it is generally expected that changes in

rates gre more influentiel than levels), and the PZBR dSutlook jor
19?8/9: The April Budget was intended to relax the government's
fiscal stence, mainly by reduéing personal taxation. It was estimeted
that the P3BR for 1978/9 would be increesed by about £3bn to £8.5bn.
,This_increase,.coupled with the decline in gllts sales, scems to huve
caused apprehension about future monetary growth, underlined by the
disappointing performance in 1977/8. The Budget was shortly followed
by intensified pressure. , -
C. POLICY MEASURES .
5. Again, the authorities' initial response was to change interest
‘rates. MNIR was increased from 6} to 7% in the Budget, and to 9% .in
ﬁay. It socn became clear that this was insufficient. The préssure
continued - albeit less strongly - and at the same time DCE seemed

to be accelerating. Gilts sales remsined difficult on expectations
cf further increases in rates, and bank lending to the private sector
increased by about £750m (sa) during banking May. 4 new package of
measures was therefore announced at the beginning'of June. These
included a further rise in MIR to 0%, a tightening of fiscal policy
(through increased National Insurance contributions), and the
reirntroduction of the SSD scheme. -

a. EFFECT ON £I13

52. The following table shows the countérparts of &3 growth irom
banking March to banking June.



/

il Figares sre fa; seesonally adiueted, )

/o _ ; :
/ harch il ley June

o

CGBR (surplus-) £34% 4908 41073 5480
/ - , .
b. Net purchases (-) of CG

debt by 5eneral publlc -646  -2328 =517 -1192

Cs Other public sector - |
(surplus-) +125 +314 =222  +%38

d.  Banks' sterling lending _
i. to private sector +560  +25C +743 1530
s & " overseas " ' +205 #1125 +39 4140
f DCE © T 4585 41428  +1116 4305

e. External and foreign
currency finance (increase-) 47  -454 -607 -66

f.  Net non-deposit liazbilities

i end residual . ' -209° +163  -101 -90
13 - +283. +1137  +408  +149
£1%% growth at ennual rate +'l, 4323 ' +J\ +4

53. The table shows that substantizl negative external adjustments
in April and lMay were more than offset by high DCE. 1In large par:
the DCE outturns were attributable to unexpectedly high CGBR out-
turns, but gilts sales were sluggish -'especially in April - and
baﬁk lending was showing a strong underlying upward trend. (The |
bank lending figure for April was thought to have been artificizlly
‘depressed by a large repayment by British Leyland.) It does not

- seem that the growth of benk lending was gredtly increased by the
eybernal p081t10n, as in 1976. The low level of domestic interest
rates at thé start of the year, and the rapld growth of expenditure
are both domestic reasons for expecting an increased demand for ba*}
loens. However, the external pressure presumsbly contributed to

- expectations of a rise in interest rates, depressing gilts sales.:
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w whe following talle shows the countedperts to interventioen E
L)

-

during Y2 with a reuidusl estinate of flows te the non-bank pri-  «

i - "

sec_::i.or { 1 B 3 )

(K11 figures are £z with balance of peyments signs; not
seasonally adjusted.) |

1978 Q2
#.& BOF : -1490
Of which
b. Public sector direct oversees borrowing
above BOF line : +30
c. O/S holdings of public sector sterling
debt (increese+)
| Gilts +30
Treasury Bills =50
L& debt -
d. External £ deposits (increase+)‘ -390
2 Banks' net fc lisbilities (increase+) ’ -680
f. 'External and fc finasnce ° ' ivite)
£. External £ lending (increase-) -290
h. - Public sector overseas transactions
increasing PSBR (increase-) -840
i. Net flows to non-bank private sector +690
NB f = a-b-c-d-e
.1 = f-g-h

It can be seen that there were large outfloyc from the banking sector
during the quarter with the banks switching almost £700m out of
sterling. This wes, presumably, partly in response to the widening
covered differential against sterling. - lef overseas holdings of
‘public sector debt were roughly flat.

55 Sinpe s0 much of the intervention was the counterpart to odtj

flows from the banks, net flows to the non-bank private sector are
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bt,imalodfto have remsined . Abotantially PO*llee. Hoxcvar, the
inflow of aboul £7200m was only half of that in ¢1 and aboui L£200:

Je=,., Lhar’ L,h 1t AR 5 =
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