]

P cn / NL /oI
et D H

J

%




SECRET

_ lIIINIUIIIMlllllIIINlllllI'I’INJHH!IHIHlfIHIWMNIMllillNllllflﬂlflll!llllNllllllNllHllllIH!NNHINHIH
* lIIIHIIIINIIIHINIIIHIIIINIIIHIII

PART D




FROM: G SEGAL
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PS/Sir P Middleton

! 1(7 Sir G Littler
~”_ v Mr Scholar

2 ; : cre Mr Lankester
et Apeees : QR i ‘ Mrs Lomax

Al Lo bas beon apnn o P Mr Peretz
DT, PNon iy B ) Mr A Edwards

' wed et ' 24 142 ¢K> Mr H P Evans

P T Miss O'Mara

1 Mr Bush

{ Mr Cropper

BID FOR INTERVIEW:ANALYSIS

Caroline Anstey,editor of Radio 4's Analysis, has requested an
opportunity to interview you for a programme being prepared on the
implications of the single market for European monetary policy.
The idea will be to look at ways of strengthening European
monetary co-operation and,in particular,current proposals for a
European central bank,a unified currency and development of the
EMS.The argument will be advanced that the UK could take better
advantage of the internal market if we were in the exchange rate

mechanism.

2. The producers are only at the planning stage so far.
However,they are going to approach Jacques Delors and Giscard
d'Estaing as well as a number of people in the Commission for
interviews. Helmut Schmidt has apparently already agreed to be
interviewed. Consideration is also being given to approaching the
Bank and the FCO.

3.If you agree to this request, Stuart Smith,the presenter of the
programme would like to interview you sometime in the week
beginning 30 May.Should that not be possible their deadline is
Monday 13 June,transmission date being 16 June. The interview
would take about 20 minutes. The programme would be broadcast
twice - on Thursday 16 June at 8.15pm and on Friday the 17th at
1lam.



4. Ms Anstey has stressed that the aim of the programme will be to
explore the issues rather than create a confrontation.
However,given the sensitivities of the theme you may prefer to

turn down this request altogether.

G SEGAL

Contact:Caroline Anstey 927 4812.
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FROM: MRS JULIE THORPE
DATE: 24 May 1988

MR G SEGAL ce BPS/EST
PS/Sir P Middleton
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(ﬁL Mr Scholar

Mr Lankester

Mr R I G Allen
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- Mr H P Evans
éﬁ /&éJiJAf7b{/ ,;;;i l;& 3 gi g;zgrzgéi V”tj[)
DAL T R
A S A A
;&J%/ Y 5" ‘ 2

BID FOR INTERVIEW: ANALYSTS

Y
. A
The Chancellor has seen your minute of 20 May. V”// \~7L\

27 I am afraid the Chancellor's diary is particularly crowded
over the next few weeks and he will not be able to fit in an :
interview with St Smith of Analysis. I would be grateful if

you could pass on the Chancellor's apologies.

»W)
-

MW@

MRS JULIE THORPE
Diary Secretary
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FROM: J W GRICE
DATE: % June 1988

1. SIR PET MIDDLETON o Chief Secretary
Financial Secretary
2. CHANCELLOR OF THE EXCHEQUER Economic Sccretary

81 TVBurns
Sir G Littler

\/Aw dwcuadm»- '/D‘Dflw Mr Lankester
b o Mr M?nck

»

Mr Scholar o/r
) Mr H P Evans
aalio a 7[»\/&—« 7.4 Mrs Lomax
| Mr Odling-Smee
: / Mr Peretz
A n, Mr Sedgwick
Mr R I G Allen
Mr Hibberd
/ Miss O'Mara o/r
A Mr Riley
; A Mr Pike
Lfftbﬂ*‘ ;”‘}‘ ybA Mrs Ryding o/r
i v iR s et Rl / Mr Cropper
l?i{ AL AR Mr Tyrie
' ﬁ‘?
|

Mr Call
\\E Mr Cassell - Washington
| 1 File: MAMC F1

MONTHLY MONETARY ASSESSMENT: MAY 1988
This note records the discussion at Sir Peter Middleton's monthly
meeting on monetary conditions on 6 June. Attached is the usual

Monthly Assessment.

Sir Peter Middleton's Meeting

2. Mr Peretz noted that the holiday period meant the Treasury meeting
on the Monthly Assessment had taken place over a week before. Much
had happened since. But even then he had not agreed with the Summary
Assessment. As measured by prospective money GDP growth and inflation,
the combination of lower intcrest rates and a higher exchange rate
since the Budget had probably caused a net loosening in monetary
conditions. At the same time, the mix of policy was undoubtedly
worse than at Budget time. Now it 1looked as if there was an

opportunity to move towards rectifying this.
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~3. A key question was whether interest rates were right given the
present exchange rate. A month ago - before the % per cent cut in

rates on 17 May - we felt some tightening was desirable. Since then:

(a) the effective exchange rate had fallen by 2 per cent and
the bilateral rate against the mark by 1 per cent. Against
the dollar and yen, the falls had been 3 per cent;

(b) this decline had occurred alongside higher oil prices which

themselves tended to increase inflationary pressurc;

(c) MO growth had accelerated to around 6% per cent in May
and was not expected to fall within its target range until
October. 12 month M4 growth had declined a 1little in April

but this was mainly attributable to coincidental overfunding

of about £5% billion over the relevant 12 months;

(a) house price inflation had again accelerated - to 22 per

cent in May on the Halifax indexqQ)

4. It was also instructive to compare the situation with that on
17 March when interest rates were reduced from 9 per cent to 8% per
cent. Although the £/DM rate was then about the same as now, the
effective rate was now around a point lower, MO growth was one per
cent faster and house price inflation had increased by over 5 per
cent. The conclusion was therefore that interest rates should again
be at least 9 per cent if the exchange rate remained at present levels.
It would be helpful to trigger a mortgage rate rise. Alternatively,
if the exchange rate fell much further, there would be an opportunity
to demonstrate the Budget commitment not to accommodate inflationary

pressures by depreciation, by acting more firmly on interest rates.

5% Mr George believed that monetary conditions had been too 1loose

fior "too long. Even after the latest interest rate rise, conditions

were probably too loose to contain let alone defeat inflation. The
real economic data was not encouraging. Output seemed to be slowing
relative to demand which itself was clearly buoyant. This gave rise

to concern about the balance of payments but, more particularly,

on the outlook for inflation. Over the 1last year, it was margins
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.which had pushed wup inflation. But now cost pressures were more
important. Pay settlements were high and edging up. They wcre
consistent with inflation moving eventually to a 6-7 per cent range.
The problem was particularly acute in the services sector where
relatively low productivity growth would not offset high pay
Setllements. Import prices had been helpful in the past but there

were worrying signs here too.

O On monetary developments, he agreed with Mr Peretz. Underlying
MO growth was creeping higher. No comfort should be drawn from the

slower M4 growth for the reason Mr Peretz had given.

e Sir Terence Burns agreed that domestic demand was growing faster
than output. The CBI figures suggested that output was coming off

the boil. Even allowing for the statistical distortions, export

growth had clearly slowed. But the crucial question was whether
this was because of competitiveness or capacily considerations. The

policy implications were different in the two cases.

8. On inflation, he took a more sanguine view than Mr George. The
short term indications were surprisingly good. Unit labour. costs
in manufacturing were still growing slowly. Settlements had increased

only moderately, surprisingly so given the recent behaviour of output.
Over the next vyear, prospects looked better than at Budget time.

This was only partly due to lower mortgage rate effects.

9. There were two more striking developments:
(a) the prospects for the current account had
deteriorated - probably by more than the market anticipated,

though this should not give rise to any financing problem;

(b) house prices were rocketing. This was clearly partly
speculative and no doubt the bubble would eventually burst.
But in the interim, there was a risk of it feeding into increased

demand in the rest of the economy.

Both developments owed something to the adverse movement in the
interest rate/exchange rate mix. The best hope was to undo as much

of this movement as conditions would allow.
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110} Professor Griffiths also noted that demand was growing faster
than output; this showed up in the worsening balance of payments
trend over the last six months. MO's Dbehaviour was certainly
disturbing. In retrospect, the Budget might have been too
cxpansionary. Concentrating the tax cuts on incomes may itself have
boosted inflationary pressures. Overall, he would support a move

tg higher interest rates.
1l1. In discussion, the following points were made:

(a) overall fiscal policy seemed to be tight. The evidence
suggested that the surplus might be bigger than envisaged at
Budget time;

(b) private sector wealth was strikingly high relative to income,
largely because of house prices. This, together with widespread

access to credit, could explain the low private savings;

(c) on the «critical issue of whether exports were being
constrained by <capacity or competitiveness, the CBI Survey

suggested neither factor to be very important. This was puzzling;
(d) tactically, the device of raising interest rates in % per

cents seemed to be working well, reducing the risk of speculative

inflows once again raising the exchange rate.

12. Summing up, Sir Peter Middleton said that the meeting recommended

that at or around the present exchange rate some additional rise
in interest rates was needed, to tighten policy further. It was
desirable that the rise should be enough to increase mortgagc rates
sufficient to prick the speculative bubble in housing. Higher interest
rates would also help to squeeze the protected services sector and
to bring MO back within range. There also seemed to be some
opportunity to improve further the balance of interest and exchange
rates. Half per cent rises seemed to offer the best changé of making
progress, but a more decisive movement might be needed if the exchange

rate fell towards DM3.00.
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135 By the time of his next meeting, the Summer Internal Forecast
would be complete. It would be important to consider its implications

and Mr Sedgwick should be invited to attend.

o A Y

J W GRICE

cae: Governor )
Deputy Governor )
Mr George )
Mr Flemming y Bank of England
Mr Coleby )
Mr Plenderleith )
)

Professor Griffiths No 10
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MONTHLY MONETARY ASSESSMENT : MAY 1988

Summary Assessment

The current evidence suggests that overall monetary conditions are in
line with those expected at Budget time. But the balance is different.
In the first quarter, domestic demand was probably higher and net exports
lower than anticipated. The pattern of higher exchange rates and iower

interest rates may reinforce this trend into the future.

Main Points

World activity looks to be buoyant and forecasts for most major countries

are Dbeing revised up. Some commodity prices - particularly amongst

metals - are rising quickly. (Paras 3, 4)

Output growth moderated a 1little in the first quarter though domestic
demand remained strong. The CBI survey and order books point to continued

moderation in output but the April labour market figures were surprisingly

strong. (Paras 7, 8, 11)

Sterling was little changed during May, but has fallen in June
so far, as the dollar and D-Mark have strengthened. Sterling's effective

rate ‘has © fallen. by 1% per cent since early May which, together with
marginally higher oil prices, has reduced the o0il adjusted exchange rate

by 2 per cent. (Paras 21-23)

MO continued to grow strongly in April and May. Annual growth in May
was 6.3 per cent, compared to a Budget projection of about 4% per cent.
The 12 month growth rate 1is projected to stay above the target range
until the Autumn, thereafter remaining in the top half. (Paras 25,26,
Chart 6)

Annual broad money growth was more subdued, possibly reflecting in part
a large PSBR surplus in the 12 months to April. 12 month growth in M4
to April fell to 16 per cent, from 16% per cent in March. But credit

growth was strong. Bank and building society lending in April rose by
2% per cent, taking the 12 month increase to 21% per cent. Both are
record increases. (Paras 28, 29, 32-34)

House prices have accelerated further, the mix-adjusted Halifax index

rising by 22 per cent in the 12 months to May, compared to 20% per cent

in April. (Para 14)

MG2 Division
8 June 1988
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A. External Developments

i The Fed apparently tightened monetary policy Jjust before Easter
in response to economic data which continued to suggest strong
domestic demand, and possibly strengthening inflationary pressures.

US 3 month interest rates have risen about % percentage point since

March. German rates have edged up slightly. Japanese rates have
not moved. (Table 3).

e US trade figures for March showed the smallest deficit for two
years. The dollar strengthened as a result. In effective terms,

it is currently close to its level at the beginning of the year.

(Table 4)

S5 Forecasts of GDP growth are being revised up for almost all
major countries. The FSBR showed a 2% per cent increase in G7 GDP
in 1988. The summer forecast is likely to show an increase of over

3 per cent.

4, Non-o0il commodity prices fell back a 1little in the 1last three
weeks of April but have since risen very sharply. On the Economist
index, they are 40 per cent higher, in 'SDRs, . thanf a years ago.
(Table 5). Rising commodity prices have taken place from an initially
very low level and as yet do not indicate a resurgence of world
inflationary pressures. But if commodity prices were to continue

rising at recent rates, this would be cause for concern.

Conditions in West Germany

5 Activity in Germany is turning out a little stronger than
expected. The OECD expects 2% per cent growth this year, against
1% per cent in December. M3, the new targeted aggregate, is growing

above its 3-6 per cent range. The Bundesbank continues to stress
the risk of inflation, though there is little sign of any increase
in inflationary pressures. Unit labour costs are scarcely rising.
The inflation rate has remained almost unchanged, at about 1 per cent,

since last summer.
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B. Activity and Inflation ’
6 Recent indicators of activity and inflation are summarised in
table 6. Indicators released this month provide evidence of some

moderation in output growth, most notably in the manufacturing sector.
Producer price inflation and earnings growth continue to show little
change, though RPI inflation rose - as expected - in April reflecting

Budget measures and increases in rates and gas and electricity prices.

Recent indicators of activity

i Production figures for March provisionally show a recovery of

just 1 per cent in manufacturing output after a fall of 2% per cent

in February. The February index was, to some extent, depressed
by the Ford dispute. However, there are no obvious distortions
to the March index. In the first quarter of 1988 manufacturing
output stood around % per cent lower than in the preceding quarter.
The relative weakness of manufacturing output - after quarter on
quarter increases of 2 to 2% per cent in mid-1987 - is seen across
most industry groups and market sectors. The latest output estimates

may prove somewhat erratic but, taken with other evidence, suggest
a sharp reduction in manufacturing output growth in the first quarter.
The latest (seasonally adjusted) CBI survey results are a 1little
more bullish than the published output estimates but are consistant
with some slowdowr in manufacturing growth.. Order books remain
at peak levels, but have levelled off, while output expectations

and business optimism have been edging downwards since end 1987.

8. Retail sales provisonally rose % per cent in April after a revised
increase of 0.1 per cent in March (the provisional estimate showed
a'svsmalkl v falidl) . In the three months to April, sales volumes are
estimated to have been a little over 1 per cent higher than a quarter
earlier. Although this figure is lower than the 2% per cent quarter
on quarter increases seen in 1987Q2 and Q3 consumer spending remains
relatively slLrong.

9% Private sector housing starts are provisionally estimated to
have fallen back in both February and March from peak December and

January outturns. But this series has proven erratic on a monthly
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basis and, on balance, evidence suggests continued buoyancy in the

housing construction industry.

10. Provisional estimates show first quarter manufacturing investment
nearly 5 per cent higher than a quarter earlier. Investment in
selected non-manufacturing sectors fell hy % per cent on thc same
basis, but from an exceptionally high Q4 outturn. Overall, industrial
investment increased by a 1little over 1 per cent. The Royal
Institution of Chartered Surveyors report strong growth in commercial
and industrial construction work in the first quarter. Stock building
activity by manufacturers and distributors is estimated to have

remained subdued in the first quarter.

i 1 Labour market indicators remain relatively bullish. Adult
unemployment fell a further 49 thousand in April while vacancies
rose 8 thousand after several months fall. Overtime working in
manufacturing showed 1little change between February and March and

stands at around end-1987 levels.
Inflation

125 Annual RPI inflation rose from 3.5 per cent in March to
3.9 per cent in April (3.8 per cent to 4.2 per cent excluding mortgage
interest payments). This increase primarily reflected special
factors - the Budget revalorisation of excise duties, local authority
rate increases and high gas and electricity price rises. This
increase was broadly as expected. (The Budget forecast, which allowed
for these factors, projected a further rise in RPI inflation beyond
April, before falling back to 4 per cent at the end of the year.)
Producer output prices (excluding food, drink and tobacco) rose
4.8 per cent over the year to April. The annual rate of producer
price inflation has remained within Jjust under 5 per cent since
mid=1987. The April CBI survey showed manufacturers' price

expectations back to recent 1levels after a sharp fall in March.

Producer input prices (also excluding FDT) rose 4.7 per cent in
the year to April, slightly up from the 4.4 per cent increase in
the year to March. Over the month to April input prices (including

FDT) rose 1 per cent, while over the latest 6 month period input

prices have remained, on balance, broadly constant.
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323 Earnings growth, 1like that of prices, continues to show
significant movement, either up or down. Underlying growth in aver?
earnings remained unchanged at 8% per cent for the fourth consecutive
méenth - in-Marech. Underlying earnings rose at identical rates in
both manufacturing and the services Sector. Private sector
settlements in the 1987-88 pay round to date have averaged 5% per
cent, around 1 per cent above the outturn a year earlier, but only
% per cent higher than the outturn for the 1986-87 pay round as
a whole.

1l4. Latest figures for house prices show further acceleration,
with the 12 month rate of increase of the Halifax index rising to
22 per cent in May, from 20% per cent in April. The house price
inflation rate has risen steadily from December's 15% per cent.
The Halifax believe some of the recent acceleration reflects seasonal
factors, and the rate of increase is expected to slow down a little

later in the year.

Projections for money GDP

15. The Budget forecasts showed a 9% per cent increase in money GDP
in 1987-88, with deceleration to 7% per cent in 1988-89. The first
CSO estimate for money GDP in 1987-88 as a whole will be published
on 21 June; a revised Treasury forecast covering projections for

1988-89 and later years will be circulated on 24 June.

16. Information available so far for the first quarter shows domestic
demand a 1little higher than in the Budget forecast, but the
contribution of money GDP growth from net exports somewhat lower
than expected, largely because of the sharp recorded fall in exports
of goods. (Imports of goods have similarly been lower than expected,
but to a lesser extent.) On balance, and allowing for upward revision
to initial estimates, current indicators  are consistent. with the
Budget forecast for 1987-88.

17. The slowdown in money GDP growth projected for 1988-89 at Budget
time was primarily due to slower forecast growth in real output,
down from 4% per cenit in  1987-88 teo 3 per icent . in 1988=89. But
some slowdown in the growth of the GDP deflator was also

assumed - from 5 to 4% per cent over the same periods. Relative
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'to tﬁe Budget forecast, sterling is currently about 2 per cent higher,
and 3 month interbank rates are about % percentage point lower,
than projected. Whilst these changes are 1likely to have little
net effect on money GDP growth, they may reinforce the probable
shift towards domestic demand in Ql. Also, oil prices (at $16%)
are currently $2% higher than assumed at Budget time. The Treasury
model suggests that the effect of higher oil prices will have been
to loosen monetary conditions slightly compared to the Budget
assumptions. Money GDP growth and inflation could be higher by
about % percentage point in 1988-89.

C. Public Sector Finances and the Fiscal Stance

18. Table 8 gives the main indicators of the fiscal stance. The
PSBR in 1987-88 is now a net repayment of £3.5 billion, a £0.1 billion

lower net repayment than reported last month.

i A The PSBR in April was a net repayment of £1.1 billion, fairly
close to profile. Privatisation proceeds were £1.8 billion.
Excluding privatisation proceeds the PSBR in April was £0.8 billion
compared with £2.2 billion in April 1987. The main difference is
lower central government expenditure. This was not whnlly unexpected

and does not have any implications for the year as a whole.
2k The first assessment of fiscal stance in 1988-89 relative to
the FSBR forecast will not be made until the June internal forecast

is completed.

D. Exchange Rates and External Accounts

21. The value of sterling rose sharply from 4 May (when it stood
at effective 77.9, $1.86, DM3.13) until at 16 May qEMstood: fate 952y
$1.89, DM3.19. With sterling close to DM3.20 the decision was taken
to cut base rates by half a point on 17 May. This, coupled with
good US trade figures and the Prime Minister's statement at
Question Time, eased pressure on sterling, which settled at around
DM3.175 during the rest of May. Subsequently sterling has weakened
considerably, ostensably triggered by first quarter figures for
German output, although much of the fall has also been attributed
to dollar strength. Despite half point rises in base rates on 2 June
and 6 June, sterling closed on 7 June at 76.5, $1.81, DM 3511l &

fall of 1% per cent in effective terms since 4 May.
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22. This behaviour, 1in conjunction with intervention in May of
$0.8 billion, seems to offer support for the view that sterli

had been the subject of a minor speculative bubble. There a?
certainly fundamental factors which remain supportive, notably a
higher o0il price and a tighter perceived fiscal stance together
with a wider belief in the Government's anti-inflationary stance
than when sterling started to appreciate. But on the other hand
the prospects for the current account seem considerably 1less
favourable. It is ' thus  hard  to i gauge in which direction 'future
pressures will arise, although more commentators are now stressing

the down side.

230 Phe . glighti rise- 1n ‘Brent ' oil prices i(Erom 'S16.1 ite 'S16.3 tand
SDR 11.7 to 12:0); since 4 May,  coupled ‘with the: fall in 'sterling,
will have loosened monetary conditions; the o0il adjusted ERI 1is

2 per cent lower since the beginning of May.

24, The current account of the balance of payments was £525 million
in deficit in April compared with a revised deficit of £285 million
in March. This reflected a 5 per cent rise in export volumes, more
than offset by a 6% per cent rise in import volumes. The introduction
of the new Customs procedures on 1 January 1988 has distorted the
monthly path of recorded exports. The major impact is thought to
have been on the December to February figures. Exports have recovered
strongly in March and April from their low levels in the previous
two months. Even allowing for distortions, the trend in non-oil
exports is likely to have levelled out since the Autumn. The strong
rise in imports in April supports the view that the underlying trend
remains upwards - despite the fall in the first quarter. There

remains some suspicion of seasonality in the imports figures.

E. Domestic Monetary and Financial Market Developments

Narrow Money

25. MO continued to grow strongly in May, the seasonally adjusted
12 month growth rate remaining at about 6% per cent, while the
12 month growth rate of notes and coin rose to 6% per cent, from
6 per cent in April. MO growth is currently about 1% percentage
points above its Budget profile, which may reflect at least in part
the probable shift within money GDP towards domestic demand from
net exports during 1988, implying some reduction in the growth rate

of MO veloeity.
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26. The forecast has the 12 month growth rate of MO rising to
6% per cent in June. The higher growth rate in June reflects an
abnormally low level of bankers' balances a year ago; the 12 month
growth rate of notes and coin is projected to fall from 6% per cent
to 6% per cent in June. Thereafter, annual growth of MO is projected
to fall back to under 5 per cent from October, although remaining
towards the top of the target range during the rest of the financial
year. MO growth is projected to continue to diverge from the Budget
profile during the rest of 1988-89, with the differential rising
from about 1% percentage points in May to about 2% percentage points

by the end of the financial year (see charkt 6).
27. The annual growth rate of Ml was little changed in April at
just under 21 per cent. The annual rate of Ml growth in 1988 so

far has been below the rates of 22-24 per cent seen throughout 1987.

Broad Money

28. Twelve month growth rates of broad money fell in April, although
building society deposits continued to grow strongly. The boost
to 12 month growth rates of broad money and credit from .Jannary's
bill arbitrage should now have unwound, although when the unwinding
occurred is not clear. The main influence within the counterparts
in April was another very high level of sterling lending by banks
and building societies, which banks financed partly by attracting
overseas deposits. Together with a high level of mortgage lending,
CLSB figures indicate a continued high 1level of 1lending to

non-financial companies.

29. M4 grew by £1.8 billion (0.6 per cent) in April and at an annual
rate of 16 per cent, compared to 16% per cent in March. M3 also
rose by 0.6 per cent, and the annual rate fell to 19% per cent,
from 21 per cent in March. Virtually all of the £1.2 billion increase
in M3 was accounted for by building society bank deposits. Broad
money growth may have been depressed by several factors in April,
including the third British Gas call (£1% billion); the unwinding
of the redemption of an IG, which boosted broad money growth in
March; and the unwinding of arbitrage. In addition, there was
cumulative overfunding of M4 by £5% billion in the 12 months to

April, which will also have put downward pressure on monetary growth.
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30. Within the M4 components, holdings of M3 by the non—build’
society private sector rose by £0.1 billion. Retail inflows to
building societies, at £1.6 billion (plus £0.2 billion interest
credited), remained strong. Wholesale funding of the building
societies by the private sector was minus £0.1 billion, although
their wholesale funding in total was unusually high, at £0.8 billion.
Within the M3 components in April, retail bank deposits rose by
£0.8 billion and wholesale deposits by £0.7 billion. Wholesale
bank deposits were well below their average increase of the past
12 months; while this may reflect seasonal influences, the British
Gas call would show up mainly in wholesale deposits since less than

one third of the share issues is held by the personal sector.

31. Building societies again experienced strong retail inflows
in April, despite some possible withdrawals to pay for the British
Gas third call. Although the BAA second call may affect May inflows,
these are also forecast to remain strong, and with societies delaying
their response to the base rate cut until at least June 1, inflows
could also benefit from a competitive advantage over the banks in
the second half of May. Societies' considerable activity in wholesale
markets was reflected in the highest net inflows of wholesale funds
since 1986 (almost £800m). This still 1leaves several wholesale
programmes unaccounted for, so May too is forecast to see a large
net inflow. As a result of these factors, societies built up liquid

assets in April by nearly £0.7 billion.
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Provisional figures for the sectoral balance sheets in Q4 1987
show a general reduction in gross financial wealth of the personal
sector, ICC's and OFI's (excluding building societies), averaging
14 per cent in each sector in the quarter to Q4. The main
developments in Q4 were crash-related, with the falls in gross
financial wealth reflecting lower market values of existing stocks
of equities and pension fund rights. Net of financial liabilities
both OFI's and ICC's saw their net wealth improve in Q4 as the value
of their equity 1liabilities fell, while net financial wealth of
the personal sector fell by 20 per cent. The crash also led to
a large repatriation by OFI's of overseas assets, a switch into
liquidity from unit trusts by the personal sector and a reduction

in ICC's capital issues.

Charts Al-A4 show longer term trends in the components of
sectoral balance sheets. They show that ICC's 1liquidity as a
proportion of their financial wealth has risen to about 21 per cent
in 1987, compared with about 15 per cent in the 1960's; net of their
liquid liabilities, however, ICC's liquidity has been talling steadily
during the 1980's compared to the 1960's. Gross liquidity of OFI's
(excluding building societies) has risen to about 8 per cent in
1987, compared with about 5% per cent in 1980 and about 3 per cent
ins Ehet Y60t s, Personal sector gross 1liquidity has fallen from
60 per cent of financial wealth (excluding pension fund rights)
in 1980 to 54 per cent in 1987, compared to about 42 per cent in
the 1960's. Relative to total wealth, however (which includes housing
and other physical assets), personal sector liquidity has been fairly
constant, at about 18-19 per cent of total wealth, since the 1960 s

C R R M RE SRR B8 S e S
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Credit : .

32. Bank and building society 1lending rose by ('£654 :billion
(1.8 per cent) N SApral’, the seasonally adjusted increase of
2.3 per cent and the 12 month growth rate of 21% per cent both setting
new records. Any bill arbitrage of recent months should now have
unwound within the money and credit annual growth rates but there
is some anecdotal evidence of further arbitrage in April, although
interest differentials were relatively narrow compared to previous

months.

33. Sterling bank lending grew by 1.9 per cent in April and the
annual rate increased to 26% per cent, from 25% per cent in March.
Clearing banks (CLSB) figures - which covered about 75 per cent
of the total increase in advances - show another high 1level of
berrowing by ..ICC's. (£l.6 billich, . camipared to £2,6 billion  last
month and an average of under £0.5 billion per month in the four
previous non-interest charging months). Within this, 1lending to
manufacturing was over £% billion, compared with £% billion on average
in other recent non-interest charging months. Lending to GEMMs
and SEMM's was erratically high, also at over £% billion, compared
with a flat level of lending since the crash. This partly reflected
unusual transactions which should unwind in future months. Lending
to persons for house purchase and consumption was £1.0 billion,
both components being only slightly higher than normal, suggesting
that the building societies continued to gain market share against

the banks in the mortgage market.

34. Building societies' mortgage lending is growing at an extremely
rapid rate, with more lent in the last two months than in any three
month period in 1987. This represents both a response to greater
demand for mortgages, also reflected in accelerating house prices,
and a gain of mortgage business from banks and other mortgage lenders.
It is doubtful whether any significant effects from the Budget
measures on home improvement loans and Jjoint purchases have yet
been felt in the figures for mortgage completions. To forestall
the measures, it is necessary to have a loan offer before 6 April

and 1 August respectively.. For home improvement loans, there is
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normally a lag of up to 6 months between commitmeats and completions,
and borrowers who have forestalled the tax change by bringing forward
their loan applications would be expected to draw down the loans
later than other borrowers. For joint purchases, the normal lag
between receiving a loan offer and completion is 2-3 months,
suggesting that a boost to lending should occur from May. Finally,
there is no anecdotal evidence from lenders of any significant
effect of the Budget measures, although taken together with still
rising commitments figures, mortgage lending can be expected to

continue rising over the next few months.

35. Bank lending to the private sector in foreign currency fell
by £2.3 billion in April, having risen by a similar amount in March.
We have no details of currency borrowing by sector, but it is known
that repayments were concentrated amongst overseas banks, suggesting
that they could have been connected with offshore activity not related

to sterling borrowing.

Funding

36. There was a £1.7 billion M4 overfund in April, mainly reflecting
the PSBR surplus of £1.1 billion and CG debt sales to the private
and overseas sectors totalling £1.1 billion. In terms of the ex-post
counterparts, these were supplied by the monetary sector, which
made net gilt sales of £0.9 billion. In the 12 months to April,
M4 overfunding has been £5% billion, with a PSBR surplus of
£6% billion (CG debt sales to the private and overseas sectors have
been fully offset by an increase in the reserves of £9% billion).

This may have depressed M4 growth in the 12 months to April.

37. The external counterparts to M4 were minus £1.5 billion in
April. The overseas sector increased its net sterling bank deposits
by nearly £2% billion, and reduced its net currency deposits by
£3 billion, most 1likely reflecting the general increase in demand
for sterling assets, as was evident from sterling's appreciation
during April. The overseas sector also made net purchases of about
£350 million of gilts during April. 1In contrast, the private sector
increased its net currency deposits by £2 billion in April (and

reduced its net sterling liquidity by £6% billion).
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38. Growth of broad money is forecast to be fairly strong in May,
with the annual rate of M4 returning almost to March's rec

16% per cent. M3 annual growth is also forecast to bounce back,
although remaining below rates in the six months to March. The
main factors underlying the forecast are shown in Table 26, the

largest being the seasonal underfund of £1.8 billion.

39. Bank and building society lending growth is forecast to remain
very high with the annual rates reaching a new record of 22% per cent,
as the acceleration in building society commitments during the last
three months feeds into mortgage 1lending. Bank lending growth is
also expected to reach a new annual high of 27% per cent as companies
continue to borrow in substitution for equities and there is a boost
from shareholders borrowing to finance the BAA call and Barclays

rights issue.

Money Markets and Interest Rates

40. Money market rates began May ranging from 7.9 per cent at one
month to 9.3 per cent at 12 months. The ' ecut  in base rates to
7% per cent on 17 May, followed by some further upward pressure
on sterling, resulted in rates falling by about % percentage point
across the yield curve during the rest of May. The sharp fall in
sterling in June so far increased short rates by around 1 percentage
point, the two base rate rises of half a point each on 2 and 6 June
having 1little effect on either sterling or short rates, which
currently range from 8.3 per cent at one month to 8.7 per cent
at 3 months and 9.4 per cent at 12 months. Since base rates were
at 9 per cent on 16 March, the money market yield curve has steepened,
with one month rates falling by 0.6 per cent, 3 month rates falling
by 0.3 per cent and 12 month rates unchensed.

41. The stock of money market assistance fell to £9% billion at
the end of May, from £10 billion in April, mainly reflecting gilt
redemptions of £% billion. The stock of assistance is projected
to fall to about £8% billion in June and July.
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Capital Markets

42. The markets have generally been nervous this month, with no
sense of direction emerging; the base rate cut on 17 May had little
impact as inflation fears seemed to increase (resulting in selective
demand for IG's) although the subsequent rise in short rates dispelled
these concerns, the latest rise in base rates reducing long gilt
yields slightly. The eurosterling market has remained strong,
however, and equities have risen, reflecting the fall in sterling.

Turnover in the markets and new equity issues have remained weak.

43, Gilts began May with the index at 89.8 and 5, 10 and 20 year
par yields at 9.1, 9.5 and 9.3 respectively. The market was broadly
flat during the first half of the month, before rising slightly.
The cut in interest rates on 17 May brought the long end down again,
but longs recovered as the base rate increases stemmed inflation
fears. The index currently stands at 90.0, with par yields at 9.2,

9.4 and 9.2 respectively.

44, Real yields on index-linked stock began May at around 3.8 (3.7 at
the very 1long end) and have remained steady around this level for
most of the month. Shorter dated IG's were in demand during May
and the real yield on Treasury 1996 fell from 3.25 to 3.16 per cent,
before rising again after the issue of a new 1994 IG. Break-even
inflation rates for index-linked Treasury 1990 and 2006 are currently
4.2 and 5.5 respectively compared with 4.0 and 5.6 in early May.
The equity dividend yield (based on the all share index) stands

at 4.2, unchanged since the start of May.

45. Equity prices (measured by the all share index) have risen
by 2 per cent since 4 May, the main influence on share prices being
the behaviour of sterling. The index currently stands at 941,
21 per cent above its post-crash trough in November and 24 per cent
down on its July peak. New issues (and the equity queue) generally
remain depressed, but the Barclays rights issue of £920 million - the
largest on record in the UK - was almost entirely taken up without
depressing share prices. Equity market turnover also remains subdued,

with customer Dbusiness in domestic equities averaging about
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£77s million per day in May, compared to £780 million in April. Thg
is up from the low point of £660 million per day in February ?
still well down on pre-crash levels of £1140 million per day in
September 1987.

46. The eurosterling market has continued to strengthen in May,
with UK issues of £1.1 billion in May (of which half has been by
ICC's) compared to £0.6 billion in April and £0.6 billion per month
in Q1. Fixed rate issues by UK ICC's have had lengthening maturities
recently, typically being around 15-20 years compared to post—-crash

maturities of only around 5 years.

47. There were net inflows into unit trusts of £196 million in
April, which continues the depressed level of inflows post-crash.
(Before the <crash, inflows were averaging £660 million per month
duramng: 19817 ) Sterling commercial paper outstanding edged higher
in April, to £3.0 billion, having risen from £2 billion in December,
but the rate of increase has slowed markedly in March and April.
Within the total, ICC's paper rose by £140 million to £2% billion;
monetary sector holdings fell by £85 million to £% billion.

MG2 Division
2 June 1988
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Qtarv developments since last month's report

Latest outturns available at time of:

Nov Apr May
Report Report Report
Monetary aggregates (12 month % growth) (Oct) (Mar) (Apr)
MO (sa) 5.6 5.8 6.2 (6.3)*
M3 22.4 20.9 19013
M4 1578 16.8 ) 5150
M5 fR5is2 16.6 11556
Bank lending 2259 21502 26558
Bank & building society lending 19.3 20.8 21.8
Interest rates (%) 30 Nov 4 May 7 June
3 month interbank 8.9 8.4 87
20 year gilt-edged (par yield) 9.3 He3 Ol
Yield gap -0.4 -0.9 -0.5
UK real 3 month interbank 4.9 4.3 n/a
Equity dividend yield (all-share) 4.7 4.2 4.2
IG yield (2001) assuming 5% inflation 3.9 5.8 3.9
3 month UK interest differential with:
Germany B2 55«0 55
Us (TS0 iie-2 1.}
World basket 252 2% 1: 242
Exchange rate
S/E 1588 1.86 1.8l
Yen/£ 242 233 228
DM/ £ 3.00 313 3o il
ERI 76.4 e 7.61.58
0il adjusted ERI* 1°05.5 109.3 107.1\
Asset prices
FT-A Index (% pa) -1.4 -11.1 -16 .4
FT-A Level (July peak: 1239) 796 925 941
Halifax house index (% pa)** 16.2 20.3 220

May

The o0il adjusted ERI shows whether the
and exchange rate changes has been counter-

joint effect of oil price
inflationary or otherwise,

relative to the base period Jan 1983-Nov 1985, on the assumption
that the inflationary effect of a 4 per cent rise in oil prices is
exactly offset by a 1 per cent rise in the exchange rate.

** figures are for November, April and May
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Table 1: Developments in the G5 (including UK)*

1984
1985
1986
1987

1987

1988

1987

1988

Ql
Q2
Q3
Q4

Q1

Jul
Aug
Sep
Qct
Nov

Dec

Jan
Feb

Mar

Activity
Nominal Real Industrial
GNP GNP production
.4
S
.8

* Ppercentage changes on a year before.

+ Partly estimated.

UNCLASSIFIiED

Money supply

Costs and prices

M1 M2/M3 Unit Consumer GNP
labour prices deflator
costs

6.7 8.6 -0.6 W £ -
8.2 .7 .

LY. 0 1.0 s

11.2 8.6 -1.0 i :
L3 8.9 0.1 .

12.5 .0 -0.7
0 a3 -1.4

8.0 8.5 -2.1 :

2 825+ 20 -
(559 2. 6

105 8.4 3.0

9.6 g.1 29

10.1 s 4 L

8.4 8.5 3.0

6.2 8.2 3.0

6.9 8.2 2.7

Tt aE 8vl -+ 25

7.4+ 8.7+ A
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Table 2
&
GERMANY: KEY FIGURES
INDUSTRIAL CONSUMER PRICES* TRADE SURPLUS** MONEY SUPPLY (M3)**
PRODUCTION* Sbn
index
1984 3.3
1985 5.4 2.2 328
1986 251 =02 4.2
1987 0.2 0.3 5 67
1987J = NS 104 —s058 4.8 (4.5) 637
F 0.0 106 = 08 Giel 04 .7 ) 1l
M =%00 106 =0 4.8 (4.9) 6.6
A g L0 6 b3 K500 79
M 229 108 =2 R 3.8
J SRS 107 4.6 (5.1) 7.4
J —w v 106 56—5+31) G
A 110 4.9 (5.1) 6.3
S 0.9 108 S8 (B2 548
(0) 108 0.9 4.8 .(5:2) 58
N 108 1.0 6.4 (543) 55
D 109 1B {548 558
1988J 4.9 108 0.7 <5 (5.6 5.8
F 2.8 110 059 4.9 (5.4) 6.1
M 8 109 1.0 6.1
A 0. 63
& Percentage changes on a year before.
2 Yearly figures are monthly averages. Monthly figures in brackets

are average of past 12 months.
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‘l' TABLE 3

THREE MONTH INTEREST RATES IN THE G5 COUNTRIES*

United Japan Germany France UK
States

1983 9l 65 5.8 X255 d 0 ks
1984 10.1 6.3 6.0 Je1=27 959
1985 8.1 6.5 o W L0%0 18952
1986 64’5 50 4.6 78 e 1
1987 642 389 4.0 8.2 OF o/
1987 " Jan 548 4.3 4.6 8.4 1=
Feb 6171 4.0 4.0 8.5 11:0

Mar 0.2 4.0 4.0 80 10,10

Apr 6.5 3.9 39 8.0 9.8

May 70 3.8 3:5:8 83 8.8
June 7.0 8.7 357 832 920
July o] . G i

Aug si8 140
Sept 7.4 . 759 0l

OcE 8.2 4.8 842 99

Nov 7.4 329 8.6 9.0

Dec 7 8.1

1988 Jan 7.0 8.9
Feb 6.6 9.2
March 6ic7 8.8
April 6119 . 833

May e - giei0
June 7 TS E 3106 7.4 8ic

* CD rate for US, Gensaki for Japan, Interbank rates for rest.
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TABLE k4

1980
1981
1982
1983
1984
1985
1986
1987

1986

1987

1988

1987

1988

% Change since
dollar peak (Feb 85)

% Change since
Plaza (Sept 85)

% Change since
Louvre Accord

8RR

28R/ A

Ql

Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
Oct
Nov
Dec
Jan
Fedb
March
April
May

June T

(Feb 87)

% Change since
Stock market crash
(16 Oct 198T7)

EFFECTIVE EXCHANGE RATE INDICES (1975 = 100)

United
States

93.7

105.6
118.0
124.8
13L4.6
140.7
114.8
101.2

121.2
116.0
111.4
110.5

10k4,2
101.1
102.5

97.0

9k.2

105.5
103.9
103.3
101.0
100.4
101.8
103.3
103.3
100.8
100.6
96.5
93.9
93.0
95.0
93.6
92.7
93.0
93.6

- Lok

=33

Cato)

Japan

126.4
1k2.9
134.6
148.4
15657
160.5
203.1
219.6

186.8
202.8
21k4.8
208.0

210.1
222.9
218.0
227.b

2ko.2

209.4
209.3
11T
222.7
2253
220.8
213.7
218.2
222.1
221.4
228.4
232.4
239.5
239.5
2k1.6
245.0
2k6.2
2L5.7

+ 56%

#4571

+ 17%

Germany

128.8
119.2
12h4.4
1271
123.8
123.6
137.3
147.6

1381
E3ULT
138.6
142.6

147.7
146.9
146.4
149.4

1L49.6

147.5
148.4
.1
146.6
147.2
146.8
146.6
146.0
146.7
147.1
150.9
150.2
150. 4
149.1
149.3
148.9
147.9
1474

+ 26

+ 17%

France

k. L
8k.3
76.6
0.0
65.7
66.3
T0.1
71.8

T30

69.0.

69.5
70.8

71.9
71.6
Tiel
72.3

T1.9

71.8
T2.3
T1.8
71.6
Tl
TLeS
1126
TLLLE
Tl
T1.5
T72.3
T3
T2.5
T1.8
T1.5
71e3
TLJL
71.0

+ 1h3

96.0
9k.8
90.4
83.2
78.6
718.2
72.8
TR

75.1
76.0
1.9
68.3

70.2
T2.7
T2.7
75.2

T5+3

68.9
69.0
T1.9
T2.3
T3:3
T2.6
72.8
f2e3
73.0
73.6
75.4
76.6
71.9
4.3
76.8
78.2
8.4
T6.5

YEN/$

225.8
219.5
248.8
237.4
2375
238.4
168.3
1k, 7

187.8
169.9
15549
160.4

155.2
142.6
147.0
134.0

128.0

154.6
153.4
5 B A
142.9
140.6
1444
15052
147.6
Ails 7.
143.3
23513
123.4
127.8
129.2
o
124.9
124.8
1250

- 4Ty

M/$

1.82
2.25
2.43
2.55
2.85
2.94
2.17
1.80

2.35
2.2k
2.09
2.01

1.84
1.81
1.84
Lo Tl

1.86
1.82
1.84
1.81
1.79
1.82
1385
1.86
15,81
1.80
1.68
1.65
1.65
1770
1.68
1467
1.69
1 .72

Fo0

- ko
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Tae §
Econamist Cammodity Price Indices

Annual SDR

1980 104.4

1981 99.3

1982 91.8

1983 107.2

1984 110.3

1985 100.0

1986 89.8

1987 87.4

1

1986 Q2 93.2

Q3 84.6

Q4 84.2

1987 Q1 81.0

Q2 84.9

Q3 90.2

Q4 93.4

1988 Q1 99.8
Monthly

June 86.7

July 89.3

August 91.4

Septemer 90.1

October 93.5

November 9%.3

December 94.8

January 97.4

February 98.2

March 103.8

April 106.4

May (prov) 113.4
Weekly

March 8 101.3

15 100.5

22 107.5

29 109.8

April - 110.9

12 106.6

19 103.1

26 105.0

May 3 104.9

10 109.6

17 116.6

24 115:7

31(prov) 120.2-

All items indices

Dollar

133,
115,

994
112.
111.
100.
103.
111.

106.
100 .
100.

100.
108.
113
123.

134.

109.
111.
114.
114.
119.
121.
129.

132.
¥al.
140.
144.
153.

136.
136.
144.
149.

151.
144.
140.
143.

142.
149.
158.
156.
161.

(SN N6, IR RV S IEN |

(o)) ~N SN = N

NWOWNON HFwwoihbu 3

OO WhN O COWOY OWNJW

74.
73.
730
95.
107.
100.
90.
87.

90.
86.
89.

83.
84.
90.
90.

95.

112 .

N OOWH UFWWOWLW

NoOwvoa O WO s NN

Sterling

HFAOONI OO

(Y] wodesn (608 Neal

Real*

115.
105.
94.
110.
113.
100.
86.
82.

90.
81.
80.

76.
80.
85.
87.

93.

WO H&UWWO

w owowm N 0O Oy

Food

96.
93.
89.
102.
1125
100.
92,
101.

97.
85.
82.

13
73.
70.
74.

7478

VWO ANNINO >

HOMdPOO ANAONO (o) W) IEN RVe)

NCOWO W

(o)) NN N =

1985=100
SDR _indices

Nfa** Metals
106.2 118.6
104.7 106.2
96.0 93.8
116.6 110.1
1106 106.2
100.0 100.0
90.0 85.4
103.2 100.5
92.1 87.8
85.5 8301
91.0 82.8
95.2 84.3
102.6 921
111.9 108.0
103.3 117.9
105.5 133.4
105.9 957
109.4 104.4
115.0 111.7
111.4 107.9
106.8 117.0
101.4 113.3
102.1 122.4
102.7 126.6
106.5 126.7
107.3 147.0
110.5 152.8
114.0 168.2
106.3 139.0
106.7 138.2
108.0 159.5
108.6 165.4
109.2 169.6
110.4 1533
110.6 142.0
111.8 146.5
111.2 147.7
11153 160.5
112.4 179.4
115.7 171.5
119.2 182.1

* In relation to prices of manufactured exports. Recent figures are estimated.

** Non-food agriculturals.
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TABLE 6 RECENT! INDICATORS OF ACTIVITY AND INFLATION
(per cent changes on year earlier
OUTPUT AND ACTIVITY PRICES AND UNIT LABOUR COSTS
MONEY Manufacturing Retail RPI excluding Producer Prices**#* Unit Wage Costs
GDP GDP(0)) Output Sales RPI mortgage payments Output Input Manufacturing Whole economy
1985-86 9.7 1986 2:9 0.3 5+3 3.4 3.6 4.3 -10.8 4.7 5.4
1986-87 6.9 1987 4.8 5.5 519 4.1 37 4.5 5%3 n/a n/a
1986 2 6.5 1986 1 2.2 157 4.4 4.9 4.6 5.0 -11.9 8.7 6.4
3 6.6 2 2.2 13 4.7 2.8 33 4.3 -12.4 6.9 6.8
4 7.0 < SR G 0.8 5.4 2.6 3.3 4.0 -13.0 37 4.7
1987 1 73 4 3.9 3.8 73 3.4 3.4 4.0 - 5.6 1.4 Sk
2 8.9 1987 1 4.3 4.4 5.1 3.9 37 4.1 - 1.7 6.8 4.0
3 10.6 2 4.4 5l 5.8 4.2 3.6 4.5 4.6 G.8 4.3
4 9.8 3 5.4 6.7 6.6 4.3 3.6 4.7 1259 0.7 3-8
1988 1+ 10.1 4 5.2 5.5 5.6 4.1 4.0 4.7 2 it 4.3
1987-88* 9.8 1988 1 - - 7.8 3.4 3.7 4.9 .6 - =
1988-89* 756
1987 March 5.2 3.8 4.0 3.8 41 0.4 - D.1**
April 4.4 7.7 4.2 3.6 4.3 3.0 - 0.4
May 5.8 5.0 4.1 3.8 4.5 3.4 0.0
June 5.1 5.0 4.2 3.9 4.5 22 0.8
July 5.8 7.0 4.4 3.7 4.7 13.4 e 2
August 8.4 6.8 4.4 31 4.7 14.5 1.0
September 6.2 5.9 4.2 3.5 4.7 10.8 0.7
October 5.6 6.4 4.5 3.9 4.7 7.6 0.8
November 53 §ol 4.1 4.0 4.8 4.8 58
December 5.5 5.4 3.7 4.0 4.9 840 21
1988 January! 8.9 9.1 3.4 3.7 4.8 4.6 11
February 257 6.7 3.3 3.6 4.8 5.3 2.0
March - 725 3.9 3.8 4.9 4.4 -
April - 4.5 - - 4.8 4.7 -

1 output and sales growth fig
of lower economic activity

ures boosted by 2%-3 per cent on account
during exceptionally cold January of 1987.

w

kkk

1988 FSBR forecast
Wage cost figures show averages for three months ending in month

indicated.

Excluding food, drink and tobacco.

Not yet available.
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TABLE 7 UNDERLYING RETAIL PRICE INFLATION
$ change on a year earlier
RPI RPI exc RPI exc both
mortgages mortgages and petrol
1983 Q1 6.3 6.2
Q2 % 4.6 4.4
Q3 5.0 4.9
Q4 5.0 4.6 4.6
1984 Q1 ) 4.5 4.4
Q2
5 2 4.7 4.2 4.4
Q4 4.8 4.1 4.1
1985 Q1 BeR
Q2
Q3
Q04 5.5
1986 Q1 4.9 4.6
Q2 2.8
Q3 .
Q4 . . :
1987 Q1 3.9 337
Q2 4.2
Q3 4.3 3«6
Q4 4.1 4.0 4.1
1987 July 4.4
Aug 4.4 Sl S
Sept 4.2 3.5
Oct 4.5 3.9 4.0
Nov 3k 4.0
Dec Sis 4.0
1988 Jan
Feb 33 3.6 3
March 3.5 3.8 4.1

April 3.9 4.2 4.4



TABLE ® :INDICATORS OF FISCAL STANCE

(a) Annual data
PSBR EXCLUDING

PRIVATISATION
PSBR PROCEEDS PSFD (1)
Cash Ratio to Cash Ratio to Cash Ratio to
£ billion GDP £ billion GDP £ billion GDP
(per cent) (pexr cent) (Per ‘cent)
1970-71 0.8 245 0.8 1.5 -0.2 -0.4
1971-72 1.0 1.6 1.0 1.6 D:7 Lk
1972-73 2.4 3.6 2.4 3.6 2.0 3.0
1973-74 4.3 5.8 4.3 5.8 3.5 4.6
1974-75 8.0 9.0 8.0 9.0 6.0 6.7
1975-76 10.3 9.3 10.3 9.3 8.1 T 3
1976-77 8.3 6.4 8.3 6.4 7.5 o7
1977-78 5.4 3.6 5.9 3.9 6.6 4.4
1978-79 9.2 5.3 9.2 5¢3 8.3 4.8
1979-80 10.0 4.8 10.4 5:0 8.0 359
1980-81 121 5.4 g 5.5 ¥r7 5.0
1981-82 8.6 3.3 b S - 3,5 5.2 2:9
1982-83 8.8 3.1 943 3.3 8.3 2.9
1983-84 9.7 3:2 10.9 38 11.5 3.7
1984-85%* 10.2 k5 4 12.3 5 b . 95 § 4.0
1985-86* S 1.6 8.5 243 8.1 el
1986-87 3.4 0.9 7.8 2.0 9.4 2.4
1987-88 -3.5 -0.8 1.6 0.4 2.8 0.7
Budget forecast
1988-89 -3.2 -3y 1.8 Yy 1.4 g
*If adjusted for coal strike, PSBR and PSFD ratios to GDP roughly
0.9 per cent lower in 1984-85 and 0.2 per cent lower in 1985-86.
(b) Quarterly Data
£ billion PSBR PSBR PSFD
excluding privatisation
sa* ua ga% ua sa+ ua
1985 Q2 1.2 2.6 2.5 359 2.9 4.6
Q3 1.9 29 2.4 3.4 1.5 1.9
Q4 1.5 2.1 o 2.6 o g | 0.7
1986 Q1 5 0 | -1.9 1.5 -1.5 2.0 1.0
Q2 251 2.2 3.2 33 2.2 3.6
Q3 oL 3.6 2.1 3.6 3.0 4.2
Q4 -1.3 -1.6 0.9 0.5 1.5 0.0
1987 ‘0l ) 8. -0.8 1.6 0.4 2.5 1.5
Q2 0.4 1.4 2.8 3.8 F 3.2
Q3 0.0 0.5 1.6 2.1 0.9 1.8
Q4 -2.3 -2.4 -1.1 -1.3 -0.2 =1.7
*financial year - constrained

+Cbkndafy&an-Consh1ﬂned
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TABLE 10
EXCHANGE RATES
Exchanges Real ERI/(0Oil Dol lar: D-Mark: Index US-uKk Brent
Rate Exchange Price Sterling Sterling against Interest rate spot
Index* Rate @ Adjusted exchange exchange EMS differential price
ERI)-/ rate rate currencies* ($/bl)
1985 (1) (2.1 80.1 0.908 1542 3.63 95.2 +4.1 ] fel
(2) 78.9 88.9 1.001 1.26 3.88 102.3 +4 .4 27.0
(3) 82.1 9358 1.040 1.38 3.92 103.8 +3.6 27 .4
(4) 79.8 91.6 1.001 1.44 3200 98.7 +3.5 28.3
1986 ¢1) 5.1 88.3 1.037 1.44 3.38 90.9 +4.5 17.8
(2) 7641 92.1 1.101 1451 3.39 91.4 +3.2 12.8
(3) 71.9 88.2 1.049 1.50 3110 84.9 +3.8 12.4
(4) 68.3 84.0 0.970 1.43 2.87 79.0 +5.1 14 .8
1987 1) 69.9 86.9 0.967 1.54 2.83 78.8 +4.3 1729
(2) 72.8 90.9 0.996 1.64 2.96 82.6 +2.1 18.6
(3) 7237 90.7 0.992 1.62 2.97 83.0 +2.8 19.0
(&) 74.9 94.0 1.030 1.76 2.99 83.8 +1.2 18.1
1988 1) 5.2 95.6 1.057 1.78 3.01 84.5 +2.2 A5t
1987 May 7353 91.7 1.002 1.67 2.98 83.1 +1.6 18.8
June 2.7 90.7 0.991 1.63 2.96 82.6 +2.1 18.9
July 72:8 90.8 0.985 1.61 2.97 82.9 +2.6 19.8
August 72:3 89.8 0.988 1.60 2.97 82.8 +3.2 18.9
September 73.1 91-.2 1.004 1.65 2.98 83.2 +2.6 18.3
October 73.6 92.0 1.006 1.66 2.99 83.5 +1.7 18.8
November 75.4 94.6 1.040 1.78 2.99 83.9 +1.0 1.8
December T AT 95.5 1.045 1.83 2.98 84.0 +0.9 1.7
1988  January 74.8 95.0 1.038 1.78 2.98 83.5 +1.8 16.7
February 74.3 94.4 1.047 1505 2.98 83.7 +2.6 15.6
March 765 97.7 1.087 1.82 3.06 86.4 +2.1 14.8
April 78.4 99.9 1.097 1.88 3.14 88.3 +1.2 16.4
May 78.3 100.3 1.094 1.87 b J I 89.0 +0.5 16.5
June 6th 76.3 na 1.069 1.80 3210 87.0 +1.2 16.3
-/ 0il price adjusted ERI of 1.0 has roughly the same inflation implications as does an ERI of 80 given an oil price of $29 (their

average values for January 1983 - November 1985). The ratio shown therefore indicates whether movements in the ERI are
inflationary or otherwise, relative to the period Jan-1983 - Nov 1985, having allowed for oil prices.
1975=100

a Figures for lLatest months are tentative forecasts based on extrapolated producer price indices
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TABLE 11: NOMINAL AND REAL INTEREST RATES

NOMINAL RATES REAL RATES
Long Rate Expected Real
Three Three (20 year inflation 3-month
month month Base Gilts) over 12 interbank Yield on Index-linked Gilts**
interbank Eurodollar Rate months* rate
1990 2001 2011

1985 CE) 13.0 8.9 12.9 10.9 5.4 6.9 4.4 3.5 3.2
(2) 12.6 8.2 12.6 10.8 5.6 6.6 4.3 3.8 3.4
(3) 11.7 8.1 31..7 10.4 5.8 6:1 4.3 3.8 3.9
(4) 11.6 8.1 1355 10.3 4.2 7.1 4.1 3.9 3.6
1986 (1) 12.4 7.9 12.3 10.2 3.9 8.2 4.3 4.2 3.8
(2) 1022 7.0 10.4 9.0 3.6 6.5 3.6 3.6 3.4
(3) 10.0 6.2 10.0 9.7 3.4 6.5 St 3.9 Bty
(&) 11.2 6.1 11.0 10.7 4.1 6.8 SHT 4.1 3.8
1987 1) 10.6 6.3 10.8 9.6 4.3 6.0 3.0 K3 ¢ 3.5
(2) 9.2 sl 9.4 9.0 3.8 5.2 2.4 3.8 3.6
(3) 9.9 ) 9.7 9.8 3.7 6.0 2.6 4.2 3.9
(4) 9.2 7.8 9.0 9.5 4.0 4.7 2.4 4.1 3.8
1988 1) 9.0 6.9 8.7 9.4 4.1 4.8 22 4.0 4.0
1987 May 8.8 2 2.1 8.8 Ll 4.9 2:1 306 35
June 9.0 7 9.0 8.9 335 SR 2.3 3.9 5.0
July 9.3 6.9 9.0 9.3 3.4 5.% 2.2 4.0 3.8
August 10.2 7.0 10.0 10.0 3.9 6.1 2.6 4.3 4.0
September 10.1 T 10.0 10.0 4.0 529 3.4 4.2 4.0
October 10.0 8.3 9.5 9.8 4.2 5.6 Y 4.5 4.3
November 8.9 7.4 9.0 9.2 3.8 4.9 1.9 4.0 353
December 8.7 7.8 8.5 9.5 3.9 4.6 23 3.9 3.9
1988 January 8.9 753 8.5 9.6 4.1 4.6 2.3 4.2 4.1
February 9.3 6.7 9.0 9.4 4.2 4.9 2.2 4.0 3.9
March 8.9 6.8 8.5 9.1 3.9 4.8 2.2 3.9 3.9
April 8.4 7.2 8.0 9.1 3.9 4.3 3l 3.8 5.8
May 7.9 7.4 1.5 9.3 na na 2.0 30 3.8
June 6th 8.4 7.6 8.5 9.3 na na 2.4 3.9 3.9

* Unweighted average of forecasts by Phillips and Drew, National Institute, LBS, James Capel, Wood MacKenzie and Goldman

sachs; the expected rate of inflation for a given month is the change in the price Level between six months earlier and
six months ahead. This is assumed to approximate roughly to average inflation expectations over the three months

immediately ahead.
**  Average of yields calculated for each Friday of month and quarterly for last Friday in each month. Assumes inflation

averages 5 per cent per annum to redemption.



1982
1983
1984
1985
1986
1987
1986

1987

1988
1987

1988

* Excluding oil and erratics.
**Includes invisibles projection from January 1988.

Jan
Feb
Mar
April
May
June
July
Aug
Sep
OcE
Nov
Dec
Jan
Feb
March
April

tables
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TABLE 12 CURRENT ACCOUNT

percentage change on previous year

Export

Volume

less oil
and erralics

[

et
WO WAOAWPROOIEUMIOIOTO O OO N NN Oy

=

|
WwWOoo
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10.
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-

N
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10.

LVWONHEPIUPEPOAFOONNOW oguUuINhoo oY COHHOKF W

Import
Volume
less oil
and erratics

of

0.
-0.
-2.

1.
-0.
+1.

-2.
-4.
-1.
o [
1.5
+3.
+4.

-2.
-2.
+0.
+1.
-0.
+2.
+0.
+0.
3%
5 11
3y
SR
SR
+4 .
EAE
+25

Terms*

Trade(AVI)
1980=100

NOUTFEFOUIONOAINDEHE OO N COONWWWO HN00OJO,

Current
balance
£mn

4480
R5
2009
3276
+46
-1679

-747
-556
799
-300
-896
-282
-1909

-73
430
296
208
-387
-121
-253
-687
-43
-353
-488
-441
872%*
~752%%
-285*%*
—525%%*
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TABLE 13

Key Monetary Indicators

April
MONETARY AGGREGATES
12 month Z change (ua)
MO 5.3
M3 20,5
M4 14.6
M5 14.1
STERLING LENDING
12 month Z change (ua)
Banks 21.4
Banks and building
societies 19.5

OVER(-) /UNDER (+) FUNDING
financial year to
date:£mm 3,216

MONEY MARKET ASSISTANCE

Level outstanding

fmn 6,126
INTEREST RATES

3 month interbank 9.8
20 year par yield 9.2

EFFECTIVE EXCHANGE
RATE 12.3

May

BEB -
S 000

19.4

5,160

3,340

® 0
o
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TABLE 14

GROWTH RATES OF MONETARY AGGREGATES

1987 MAY
MO - Mcnthly change sa 68
Monthly % change nsa 0.3
Monthly % change sa 0.4
6-month annualised ¥ change sa 2.9
Annual % change sa 4.4
M3 - Monthly change nsa 3293
Monthly % change nsa 2.0
Monthly % change sa 35
é6-month annualised X change sa 22.0
Annual % change nsa 19.0
M4 - Monthly change nsa 3485
Monthly % change nsa ’1.3
Monthly % change sa 0.9
6-month annualised ¥ change sa 13°7
Annual % change nsa 13.8
M5 - Monthly change nsa 4101
Monthly % change nsa 1.4
Monthly % change sa 102
6-month annualised % change sa 13.2
Annual % change nsa 13.4
NIBM1 - Monthly change nsa 1148
Monthly % change nsa 2.8
Monthly % change sa 2%
6-month annualised % change sa 7.9
Annual % change nsa 13:3
M1 - Monthly change nsa 2949
Monthly % change nsa 3.7
Monthly % change sa 3.4
6-month annualised % change sa 20.0
Annual % change nsa 23.5
WIDER £ Monthly change nsa 5047
AGGREGATE Monthly % change nsa 2.7
Monthly % change sa 2Ll
6-month annualised % change sa £3.9
Annual % change nsa

JUNE

24
-0.6
0.2
0.2
4.2

1907
1.1
1.4

24.2

192

4042
355
155

15.8

13:9

4126

155

- -

W wv
v N

1444
3.4
4.2

15.3

1321

2102
2nD
258

30.4

23.6

JULY

Vi S =N =
Hs O NN

4262
2.5
a.¢e

26.5

21.0

5347
159
1.6

18.9

15.0

5481
1.8
155

18.5

14.4

5243

2.4
2355

AUG

39
0.1
0.3
6.2
4.7

2186

AlcS

NN

NN
n ow

2645
0.9
158

18.4

15.6

2759
0.9
1.3

17.-.9

15.0

-93
-0.2
0.3
9.7
4128

1069
1.2
1.6

28.1

2SN

1412
0.7
0.8

2359

SECRET (Until Publication)

SEP
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& ~N OO
O O 0 =
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1.0
il

21.9

19.6

1828
0.9
P

20.2

18.6

ocT
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-0.2
0.6
73
5.6

5690

5367
1.8
2.2

18.8

15.8

5500
1.8
251

18.8

15.2

184
0.4
3.4
24.1
11.4

2864
3.2
4.8

36.0

24.7
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3.8
4.1

24.9
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& N OO
VO O WwWw
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0.0
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1
o
&N OO &
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1.4 0.5
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22.8 ee.d
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1.6 0.1
1.3 0.3
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16.3 16.5
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1=, 0.0
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16.3 3L
158 16.3
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-258 -1106
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-1.0 2.
15.6 [y
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1.6 A7
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5.0
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5427
6.0
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20.7
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4.0
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0.9
0.0
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1216
0.6
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14.6
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0.6
1.0
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0.4
0.8

12.5

15.6
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-0.2
-0.3

6.9
13.3

947
1.0
1.0
9.3
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3657
1.6
2.4

16.7
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TABLE 15

RPI less Weekly
Mortgage Averaged
Element MO M3 M4

FINANCIAL YEARS (12 month % changes to calendar March)

1981-82 9.8 -6.5 4.2 3 7

1982-83 Die 9 -0.6 5.4 7.9

1983-84 4.6 0.8 3.3 6.8

1984-85 5.2 0.3 6.0 8.2

1985-86 4.0 -0.5 12.2 10.1

1986-87 3.8 0.3 14.6 9.8

1987-88 3.8 2.9 16.5 12.5
12 MONTH % CHANGES (ua except M0)

1987 APRIL 3.6 1.2 16.3 10.6

MAY 3.8 0.6 14.6 9.6

JUNE 3.5 0.7 15.2 10.0

JULY 3.7 1.6 16.7 10.9

AUGUST 3.7 1.0 17.8 11.5

SEPTEMBER 3.5 1.4 15.6 11.1

OCTOBER 3.9 1.6 17.8 11.5

NOVEMBER 4.0 0.9 16.8 10.8

DECEMBER 4.0 0.3 18.1 11.8

1988 JANUARY 3.7 0.9 17.9 12.3

FEBRUARY 3.6 1.6 16.2 12.0

MARCH 3.8 1.9 16.5 12.5

APRIL 4.2 19 14.5 11.2



TABLE 16

Monthly data

1987

1988

May
4th
11th
18th
25th

June
1st

@ Weekly data for the current month sc far include estimates for the unbacked note issue.

October
November
December
January
February
March
April
May

June (1/5) a
Latest 4 weeks @

Level

(Change in brackets)

MO :

CONFIDENTIAL (Until Publication) ‘

THE WIDE MONETARY BASE

Notes
(nsa)

15299
15365
16447
15458
15353
15588
15797
15884

16224
15945

Bankers'
Deposits

203
183
186
181
124
162
229
178

215
193

MO
(nsa)

15501
15548
16633
15638
15477
15750
16026
16062

16439
16138

MO
(sa)

15659
15707
15846
15801
15783
15916
16055
16146

16319
16191

|
~
v

D R

Level

(Change in brackets)

£ million
and Coin
(sa)

15456 ( 80 )
15525 ¢ 69 )
15661 ( 136 )
15620 ( -41 )
15639 . (:-"39)
15753 (. 9%)
15826 (" 73.)
15968 ( 142 )
16104 ( 278 )
15999 ( 136 )

£ million
Notes(sa)
and Coin
15981 ( 119 )
15945 ( -36 )
15985 ( 40 )
15960 ( -25 )
161046 ( 144 )

Bankers'
Deposits

155
161
247
148

215

(sa)

16136
16106
16232
16108

16319

( -23
( -30
( 126
(-124

(=211

~ N N

Percentage change on
previous month

Notes(sa) MO
and Coin (sa)
D.5 0.6
0.4 0.3
0.9 0.9
-0.3 -0.3
0.2 -0.1
0.6 0.8
0.5 0.9
0.9 0.6
0.9 1.1
0.9 0.8

Percentage change
on previous week

(sa)

-0.1
-0.2

0.8
-0.8

1-3

6 month X growth Percentage change on

annualised previous year
Notes
& Coin MO Notes and Coin MO MO
(sa) (sa) (nsa) (sa) (nsa) (sa)
7.4 y A% 0.1 b.2 R 5.6
7.4 7.0 4.8 4.8 4.9 4.9
7.9 8.5 437 4.8 4.2 4.3
6.1 503 4.7 4.5 4.8 4.6
95 O 4.5 Seit Sl 9.3 5.3
5.0 4.6 6.9 6.4 6.4 5.8
4.8 5.1 5.8 6. 5.9 6.2
%8 =T 6.1 6.6 5.8 6.3
7 6.1 8.6 6.8 9.0 7
6.0 5 6.5 6.7 6.4 6.5

The latest week also includes an estimate for coin.

The changes for the current month sc far use as a base the previous full month ard the full month a year ago.
The latest four week changes use as a base the four week averaged Level four weeks ago and a year ago.



TABLE 1% SECRET

Unadjusted # million

ASSETS EIABSEE LT T ES
Net Mortgage
Advances
Total & Unsecured Liquid Fixed Retail Interest Wholesale Otker

Flow Lending Assets Assets principal credited funds (eg reserves)

1985 * 1497 1226 244 ( 18.0) 27 621 497 205 174
1986 * 1593 1589 -19 ( 16.4) 23 553 508 498 34
1987 * 1621 1235 343:1.¢516.9:") 43 634 570 281 136
1986 Q1* 953 1271 -341 ( 17.5) 23 740 461 167 -415
Q2% 1518 1645 -150 ( 16.6 ) 23 478 521 321 198

Qa* 1740 1884 =1657C-15.7 ) 21 56 402 1099 183

Q4* 2160 1556 581 7 (16.47) 23 938 647 403 172

1987 Q1* 1324 1120 126/ (11651 ) 78 484 523 279 38
Q2% 1573 1240 313 (51652 ) 20 612 457 182 322

Q3* 1516 1272 200 ( 16.1 ) 44 410 515 364 227

Q4* 2069 1306 7344 36.9 ) 29 1028 785 299 -43

1988 Q1% 1666 1696 -80 ( 16.5 ) 50 1026 625 172 =157
Jan 1152 1526 -424 ( 16.5) 50 895 1373 68 -1184

Feb Vi ues 1297 396 ( 16.6 ) 50 1094 109 102 x 438

Mar 2368 2265 53 ( 16.4 ) 50 1090 394 347 537
Apr 2839 2126 663" :(16.5 ) 50 1602 275 796 166

Forecast

1988 May 2547 2237 260 ( 16.4 ) 50 914 212 600 821

* Monthly averages
Figures in ( ) are end period liquidity ratio, unadjusted
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TABLE 18

THE COMPONENTS OF N3

BANK DEPOSITS

NOTES AND RETAIL WHOLESALE M3
COINS

X CHANGES

Financial years1 (ua)

1984 -85 Sra2 &% 5 y 1951 11.5
1985-86 3.7 4.5 16.8 26:1 1657
1986-87 2.2 16.9 1755 258 19.1
1987-88 {he g 15:.6 j2k 29 .2 20.9
Over 12 months (ua)
1987 MAY S 15.9 19.3 25 .1 19.0
JUNE 3.6 175 157 25 % 19.2
JuLy 6.0 14 .8 1255 32:.6 21.0
AUGUST 4.0 15.7 15.6 330 22 %2
SEPTEMBER i T 5.5 14.7 321 19.6
OCTOBER .5 1 WS 12.9 A5 22.4
NOVEMBER 1.5 148.3 1355 335 2105
DECEMBER 5558 11.9 107 38:.'5 22.8
1988 JANUARY 5P 14.5 19::1 35.8 2en3
FEBRUARY &9 16.9 10.9 30.9 20.4
MARCH 3 Yl 4 153 12.4 291 20.9
APRIL 8.2 I Te .5 26.5 19 .3
Over 6 months (sa)
1987 NOVEMBER 0 16.9 137. 6 31.1 21.:8
DECEMBER 143 1.4 8.3 40.4 21.7
1988 JANUARY L 122 9.4 26.5 (e
FEBRUARY 6.3 16.4 e 2 21.6 1556
MARCH 12.4 16.0 1%.0 26.9 19.5
APRIL 5.3 Tk Y58 20.3 146
CHANGES E MILLION
_______________ =
Monthly average (sa)
1984 -85 42 56 238 683 1017
1985-86 1§ 90 161 556 1565
1986-87 4 359 538 1255 2157
1987-88
Over 1 month (sa)
1987 OCTOBER 253 1239 179 4728 6399
NOVEMBER -71 -939 612 329 -69
DECEMBER 217 -311 -611 3224 2519
1988 JANUARY 82 1384 936 -1486 916
FEBRUARY -69 736 95 -20 742
MARCH 383 256 1335 3943 5917
APRIL -188 93 358 2661 2884

March on March



TABLE 19

THE COMPONENTS OF M& AND M5

BUILDING SOCIETIES

1 MONEY
M3 RETAIL WHOLESALE HOLDINGS Mé& MARKET M5
OF M3 INSTRUMENTS
X CHANGES
5 3 3 (ua)
figgngiat years 11.5 15.1 13.8 13.8
1985-86 16.7 15.3 94 -0.1 135 14.5
1986-87 19.1 10.8 50 -15.6 135 12.9
1987-88 20.9 13.6 39.5 16.8 12-6 16.6
over 12 months (ua)
1987 MAY 19.0 1.9 20.2 54.7 13.8 8.0 13.4
JUNE 19.2 16.4 27.8 63.7 13.9 7 G | 13
JULY 21.0 13.4 47.6 64.2 15.0 4.6 14.4
AUGUST 222 15.6 26.5 63.2 15.6 4.1 15.0
SEPTEMBER 19.6 10.8 46.8 58.1 15.0 5.0 14.4
OCTOBER 22.4 13.6 29.7 58.3 15.8 5.8 15.2
NOVEMBER 21.5 13.8 7.8 66.0 152 5.3 14.7
DECEMBER 22.8 9.2 17-8 63.2 1653 8.1 15.8
1988 JANUARY 223 12.4 30.2 57.0 16.5 G i 16.3
FEBRUARY 20.4 132 34.0 47.8 16.0 7.8 1555
MARCH 20.9 1356 40.7 39.5 16.8 12.6 16.6
APRIL 19.3 13.6 32.4 41.2 15.9 10.3 158
over 6 months (sa)
1987 NOVEMBER 21.8 116 -0.0 21.0 1% (e | 167
DECEMBER 207 1.2 -0.1 3103 16.8 655 16.3
1988 JANUARY 17 ey 1453 0.1 39.5 13.9 9.7 1357
FEBRUARY 15.6 195 0.2 3109 s e 3 6.0 i
MARCH 19:5 13.9 0.5 43.2 1555 11-.9 5.3
APRIL 14.6 15.4 0.5 47 .8 12.8 2.5 le..3
CHANGES E MILLION
Monthly average3 (sa)
1984-85 984 1034 42 -28 139 2221 2090
1985-86 1565 1207 50 -362 -118 2480 2557
1986-87 2157 938 17 -372 51 2791 2975
1987-88
over 1 month (sa)
1987 NOVEMBER -69 2080 -355 -796 860 33 893
DECEMBER 2519 1221 325 -248 3817 249 4066
1988 JANUARY 916 1124 45 -1298 787 195 982
FEBRUARY 742 1557 7 596 2902 -183 2719
MARCH 5917 1805 -40 -630 7052 504 7556
APRIL 2884 1615 -123 -1161 3215 -612 2603

d
Net in flow including Term sharesand SAYE.

Treasury bills, bank bills, LA temporary debt, CID's and some national savings accounts.

March on March.



TABLE 20

RETAIL DEPOSITS

BUILDING

BANKS SOCIETIES TOTAL
X CHANGES
oSl 5 el g e 3 (ua)
§o0pugisl. years 7.1 15.1 1.9 12.0
1985-8¢6 17156 1.5:..3 Tud 1259
1986-87 T2 10.8 10.8 1257
1987-88 %3-:6 1350 6.0 152
Over 12 months (ua)
1987 MAY 1759 1052 10.8 12.6
JUNE 16.4 103 10.5 12.2
JULY 13.4 10 2 9.e 111
AUGUST 15 .6 10.4 9.1 9
SEPTEMBER 10.8 1.4 953 10-7¢
OCTOBER 156 10.2 8.2 10.9
NOVEMBER 858 10 et el 113
DECEMBER 192 s o2 110°5S5
1988 JANUARY 12.4 11211 6.8 10.9
FEBRUARY s e 4 1.2 .6 6.4 L
MARCH 13.6 13.0 6.0 1 L
APRIL 13.6 13.6 5.8 114
Over 6 months (sa)
1987 NOVEMBER 14.9 11.6 4.4 10.8
DECEMBER 5.0 11,2 4 8i::5
1988 JANUARY 1055 T3 & 55 8.2
FEBRUARY 10.8 11.4 4.5 9.3
MARCH i 13%9 4.9 RN 2
APRIL 0% 1356 6 Ai2%%
CHANGES E MILLION
Monthly average3 (sa)
1984-85 42 1034 1759
1985 -RA 255 1207 25585
1986-87 871 938 2075
1987-88
Over 1 month (sa)
1987 NOVEMBER -327 2080 1822
DECEMBER -922 1221 561
1988 JANUARY 2320 1124 3751
FEBRUARY / 831 1557 2628
MARCH 1591 1805 3593
APRIL 5 411 1615 2181
NOTES
g----

2 Total retail funds,
3 Total inflows.
March on March.

including terms shares and SAYE.
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TABLE 21
Breakdown of Bank Lending by instrument

unadjusted
Advances Commercial Investment_1 Other2 Total Total
Bills s/a
Z_change*
1984-85 153 2l 18.0 n/a 175 17 =5
1985-86 17.9 -7.4 81.3 16.9 1628
Monthly average3
1984-85 1131 186 25 91 1433 1452
1985-86 1438 56 157 14 1661 1692
Monthly changes
1987 April 1726 -420 210 -398 1118 2190
May 3622 -2068 295 497 2346 2560
June 5144 771 3 -1206 4712 4009
July 2139 1627 -57 890 4599 4486
August 2847 -1544 119 -288 1134 2633
September 5460 12 -19 66 5519 4329
October 2509 -489 139 804 2963 2922
November 2311 819 235 -62 3303% 3276
December 3956 1544 120 -166 5454 498F
1988 January 2570 2485 -205 241 5091 5588
February 2078 292 -45 3'9 2460 2555
March 5549 ~-503% 264 696 6006 4891
April 4964 -463 -33 -337 4131 5840
1. Investment by banks in private sector
2 Market loans, shipbuilding repos, CD's and time deposits of building

societies, commercial paper, and transit items.
35 April on April



SECRET

TABLE 22
.U'NDING : FINANCIAL YEAR 1988/89

PSBR AND FUNDING TARGET

1
2

3

PSBR excl asset sales
Asset sales (sales-)

PSBR

FINANCED BY:

VWONOU &

10

11

12

OPS debt sales to M4ps (sales-)
National Savings (sales-)

CTDs sales to M4ps (sales-)
Treasury bills etc M4ps (sales-)
Intervention (reserves inc+)
Public sector externals excl
intervention and gilts (inc-)

NET GILT SALES TO M4PS & OVERSEAS
NEEDED FOR FULL FUND (sales+)
Adjustment for 1987/88 underfund

OVER (- ) /UNDER (+) FUNDING

GILT SALES:

13

14

15

16
17

Net purchases by M4ps and
overseas (purchases+)

Net purchases by banks/b socs &
other public sector (purchases+)

Maturities

GROSS OFFICIAL SALES

Monthly average gross gilt sales

* average per month
Relationship between lines:

FORECAST OUTTURN
Financial April 88
Year 88/89

1800 805
-5000 -1808
-3200 -1003

600 116

-1000 -157

1000 37

43

207

82

-2600 -675
300

-300 -1663
-2300 988

-500 -788

8300 507

5500 707

458 707

3 &1+ 2
10 = 3+4+5+6+7+8+9
12 = 10 + 11 - 13

16

13 .+ 14 +'15

20/5/88
£ million

RESIDUAL

484
-843 *
963
-43
-207
-82

1363

-3288



Table 23:- BORROWING BY PRIVATE SECTOR EXCLUDING BUILDING SOCIETIES (k& million)

BANK/BUILDING SOC. STERLING BORROWING OTHER STERLING BORROWING ALL BORROWING
Sterling Ordinary Pref & Euro- ’
Banks Build TOTAL | Commercial Shares Bonds Sterling TOTAL | Sterling Foreign TOT
Societies | Paper (*) | Currency

Change in Quarter

1984 Q1 5141 3007 8148 163 (23 117 324 8447 1102 9549
Q2 2781 4076 6857 429 75 30 534 7391 808 8199
Q3 3285 4087 7372 288 59 298 645 7917 1047 8964
Q4 4535 3402 7937 249 73 410 732 8459 1948 10407
|
1985 Q1 7093 3189 10282 924 170 235 1329 | 11376 3225 14601
Q2 4158 3748 7906 1092 327 230 1649 9325 1382 10707
Q3 4148 3560 7708 873 274 193 1340 8918 -806 8112
Q4 4803 4232 9035 525 89 445 1059 9894 939 10833
1986 Q1 7431 3867 11298 0 471 209 750 1430 12378 2362 14740
Q2 5465 5083 10548 0 1369 344 605 2318 12541 1575 14116
Q3 5764 5592 11356 69 1431 290 448 2238 13363 3688 17051
Q4 10433 4667 15100 65 2338 -52 281 2632 17451 591 18042
1987 Q1 7119 3619 10738 368 1553 -782 1546 2685 13108 7152 20260
Q2 8692 4240 12932 651 2259 352 990 4252 16529 4717 21246
Q3 10855 3889 14744 298 5950 732 991 7971 22145 -1191 20954
Q4 10884 3746 14630 -89 3735 423 591 4660 19185 -128 19057
1988 Q1 13298 4948 18246 501 370 -115 1600 2356 19687 1855 21542

Average per quarter

1984 3936 3643 7579 | 0 282 63 214 559 | 8054 1226 9280
1985 5051 3682 8733 | 0 854 215 276 1344 | 9878 1185 11063
1986 7273 4802 12076 | 34 1402 198 521 2155 | 13933 2054 15987
1987 9388 3874 13261 | 307 3374 181 1030 4892 | 17742 2638 20379
1988 13298 4948 18246 | 501 370 -115 1600 2356 | 19687 1855 21542
Change in Month
1987 APRIL 1258 1590 2848 | 192 828 110 355 1485 3978 1234 5212
MAY 2316 1295 3611 | 171 415 184 335 1105 4566 2703 7269
JUNE 5118 1355 6473 288 1016 58 300 1662 7985 780 8765
JULY 4403 1302 5705 131 1840 182 360 2513 8008 -2234 5774
AUGUST 1023 1269 2292 9 2090 390 261 2750 4892 1023 5915
SEPTEMBE 5429 1318 6747 158 2020 160 310 2648 9185 20 9205
OCTOBER 2517 1510 4027 165 2535 195 256 3151 7133 3459 10592
NOVEMBER 3209 1266 4475 -16 975 55 335 1349 | 5764 -1529 4235
DECEMBER 5158 970 6128 -238 225 173 0 160 | 6288 -2058 4230
1988 JANUARY 4983 1466 6449 212 48 41 625 926 6925 723 7648
FEBRUARY 2525 1385 3910 339 219 123 590 1271 4826 -968 3858
MARCH 5790 2097 7887 -50 103 -279 385 159 7936 2100 10036
APRIL 4233 2220 6453 | 139 235 13 450 837 7001 -2302 4699
MAY 494 136 780

*Gross Issues announced by U.K. ICC's and OFI's (excl. building societies).



.ble 24:- NET FINANCE OF U.K. INDUSTRIAL AND COMMERCIAL COMPANIES AND BUILDING SOCIETIES (E million)

ALL BORROWING

BANK BORROWING OTHER BORROWING

Sterling Foreign Sterling Ordinary Pref & Euro-Sterling(*)
TOTAL | Commercial Shares Bonds TOTAL | TOTAL (o/w ICCs)
ICC's BSOC's Currency | Paper ICC's BSOC's |
Change in Quarter
1984
Q1 2905 -86 -895 1924 163 44 25 0 232 2156 2242
Q2 559 -56 -193 310 429 75 0 0 504 814 870
Q3 1219 533 -74 1678 288 59 100 0 447 2125 1592
198g‘ 2312 408 1433 4153 249 73 210 0 532 4685 4277
Q1 3386 6 -352 3040 924 170 235 0 1329 4369 4363
Q2 747 248 207 1202 1092 327 230 0 1649 2851 2603
Q3 229 161 1371 1761 873 274 130 600 1877 3638 2877
Q4 874 343 1377 2594 525 89 200 475 12R9 | 3RR3 3065
1986 [
Q1 3807 346 108 4261 0 471 209 350 935 1965 | 6226 4945
Q2 -356 442 108 194 0 1369 344 325 1075 3113 | 3307 1790
Q3 28 1800 1128 2956 69 1431 290 231 1575 3596 | 6552 3177
198$‘ 5223 390 -21 5592 65 2338 -52 281 2632 5264 | 10856 7834
|
Q1 1185 353 2008 2294 | 368 1553 -782 1231 290 2660 | 4954 4311
Q2 710 -516 756 100 | 651 2259 352 655 50 3967 | 4067 4533
Q3 3747 397 -9 4826 298 5950 732 570 100 7650 | 12476 11979
983‘ 4379 832 682 5211 -89 3735 423 105 0 4174 | 9385 8553
1 |
Q1 7148 257 2169 7405 501 370 -115 915 625 2296 | 9701 8819
Average per quarter
| |
1984 1749 200 68 2016 | 0 282 63 84 0 429 2445 2245
1985 1309 190 651 2149 | 0 854 215 199 269 1536 3685 3227
1986 2176 745 331 3251 | 34 1402 198 297 1554 3485 | 6735 4437
1987 2505 267 838 3610 | 307 3374 181 640 147 4649 | 8259 7846
1988 7148 257 2169 76405 | 501 370 -115 915 625 2296 | 9701 8819
Change in Month
1987 APRIL 192 828 110 355 0 1485
MAY 171 415 184 150 50 970
JUNE 288 1016 58 150 0 1512
JULY 131 1840 182 210 0 2363
AUGUST 9 2090 390 150 0 2639
SEPTEMBER 158 2020 160 210 100 2648
OCTOBER 165 2535 195 45 0 2940
NOVEMBER -16 975 55 60 0 1074
DECEMBER -238 225 173 o 0 160
1988 JANUARY 212 48 41 450 50 801
FEBRUARY 339 219 123 355 150 1186
MARCH -50 103 -279 110 425 309
APRIL 139 235 13 150 150 687
MAY 494 136 530 275

* Gross Issues announced by U.K. ICC's and Building Societies

NOTE: Bank borrowing figures include monetary sector holdings of ‘Other Borrowing' instruments,
giving rise to some double counting in the ‘ALl Borrowing' figures.
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Table 25 E

MO0 FORECAST, 1988-89

Seasonally adjusted

Levels 6 month growth rate 12 month growth rate
(£ million) (%) (%)
Notes and MO Notes and MO Notes and MO
Coin Coin Coin
Actual

1988 January 15 620 Ji5 - I8! 6.1 553 4.5 4.6
February 15 659 U578 S 5:..3 4.5 Bl 53
March 350753 359,116 5% 0 4.6 6.4 548
1987-881 15 3% 15 553 n/a n/a 5.0 4.9
April 15826 1561 1055 4.8 Sl 6.1 62
May 15 969 1651 47 508 ST 6.6 6.3

Forecast
June 15651030 16 220 4.8 4.8 693 6.6
July 16 070 16 260 5.8 5:9 6.0 510
August 16130 16 320 6. 1 6.9 Sy Bl
September 16 160 16 350 (530 55 5iidl Sl
October 16 190 16 380 g 4.1 4.7 4.6
November 16 230 16 420 33 3.4 455 45
December 16270 16 460 3.0 3.0 35:9 39
1989 January 16 310 16 500 3s:0 340 424 4.4
February 1631370 16 560 3.0 3.0 4.5 4.9
March 16 440 16 630 325 3.5 4.4 4.5
1988-891 16 167 16 359 n/a n/a 5.2 5.2

laverage of 12 months
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.TABLE 26 : BROAD AGGREGATES COUNTERPARTS AND FORECAST £ million
OUTTURN: APRIL 1988 M3 M4
PSBR -1003 -1003
LA and PC debt sales to NBPS (-) 177 116
CG debt sales to NBPS (-) -838 -721

o/w Gilts ( =761 ) ( -644
Treasury bills etc ( 43 ) ( 43

National Savings ( =157 ) ( -157

CTDs [ 3 o Tl 7§

Public sector external & fc finance (-) -55 =55
OVER (- ) /UNDER ( +) FUNDING -1719 -1663
Sterling lending to NBPS 4131 6456
(seasonally adjusted) (5840) (8185)
Banks' /B socs' externals -1396 -1439
Banks'/B socs' £NNDLs 197 -1601
TOTAL 1213 1753
Monthly % growth nsa 0.6 0.6
sa 1.5 1.0

Annual % growth nsa 19.3 15.9
Annual % growth sa 19.9 15.8

FORECAST: MAY 1988

PSBR 200 200
LA and PC debt sales to NBPS (-) 150 100
CG debt sales to NBPS (-) 775 700
o/w Gilts ¢ 825 ) ( 750
Treasury bills etc ( 0) ( 0

National Savings ( =100 ) ( -100

CTDs (. 50 ) ¢ .50

Public sector external & fc finance (-) 325 325
OVER (-) /UNDER( +) FUNDING 1450 1325
Sterling lending to NBPS 4300 6225
(seasonally adjusted) (4320) (6170)
Banks'/B socs' externals & £NNDLs -1000 -1700
TOTAL 4750 5850
Monthly % growth nsa 2.4 1.8
sa 1.7 1.4

Annual % growth nsa 19.7 16.6
Annual % growth sa 20.3 16.3
BUILDING SOCIETIES: Retail inflows 1325
Interest credited 150

Wholesale inflows from NBPS 0

Holdings of M3 (-) -375

Nt N’ N et

N Nt o
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Table 27

Broad Money forecast

(i)

(ii)

{iaan)

CONEIOSNTIAL

Underlying increase

Estimated Special Factors

Unwinding of gilt redemption

Arbitrage: bills against deposits

Over (-)/Under (+)funding

Liquidity rundown to replace equity issues

Low unit trust inflows

Total Increase

Monthly % change

Annual % change

Annual % change expected

at 1988 Budget time

Line (iii)=(i)+(ii)

OUTTURN 1988 APRIL FORECAST MAY
M3 M4 M3 M4
4013 4103 3450 4275
2800 = 2350 ~300 1575

500 ~i. 500 o =

450 - 450 = =
1700 = 1654 1450 1325

250 ~.'5 2581 250 =250

100 500 100 500
1813 1753 4750 5850

0.6 0.6 2.4 k8
19.3 1529 9.7 16.6
28:0 17.4 21.4 M
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CoVADENT AL .
Table 28
Lending forecasts
OUTTURN 1988 APRIL FORECAST MAY
Bank B Soc M4 Bank B Soc M4
lending lending Counterpart |lending lending Counterpart
(i) Underlying increasz (sa) 5990 2090 8185 4075 2100 5775
€ii) Estimated Special factors ~ 5 150 3 250 150 400
Arbitrage: Unwinding - 500 . - 500 - - -
new 50 = 50 = = =
Bill leak 150 = 150 = 308 - - 300
Bank borrowing to replace equity issues 300 = 300 300 = 300
Bank/building society competition e o 150 - i 50 150 =
BAA call/Barclays rights issue 400 - 400
(iii) Lending increase (sa) 5840 2240 8185 4325 2250 6175
Lending increase (nsa) 4131 2220 6456 4300 2300 6200
Annual % change (nsa) 26.8 14.3 21.8 2.5 14.9 22.4
Annual % change expected at Budget time 26.0 134 20.9 263 135 2l
Line (iii)=(i)+(ii)
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TABLE 29: MONEY MARKET ASSISTANCE £ million .
Outturn Forecast

1988 APR MAY JUN JUL

A. Money market influences

(1) CGBR excl bank deposits (+) -679 -146 1425 -50
(ii) Reserves etc (+) 183 402 =50 -25
(iii) Notes and coin (-) 233 60 =25 -625
(iv) National Savings (-) -163 -89 -125 -50
(v) CTDs (-) 47 61 100 250
(vi) Gilts (-) -200 758 25 500
(vii) Other Exchequer items etc 171 18 0 0

0 TONAT, NONEY REBERT TNPLUBRCES =~ ' 0  cdbaie o e e i
(Market surplus + / shortage -) -408 1064 1350 0

B. Money market operations

(i) Commercial bills (purchase +):

Issue Department - outright -1609 2330
- repos 1797 -2955
Banking Department -266 -109

(ii) LA bills (purchase +)

Issue Department 120 -46
Banking Department -24 9
(iii) Treasury bills (purchase +) 31 -210
(iv) Market advances 362 290
(v) Treasury bill Repos 21 =21
(vi) Export Credit/Shipbuilding Repos 0 0
(vii) Gilt Repos 0 0
R. TOTAL MONEY MARKET OPERATIONS SRR e g T
C. Change in bankers balances 24 352
=A+B :
D. TOTAL ASSISTANCE OUTSTANDING 10074 9572 8225 8225

of which commercial bills 9451 8717



91/G.LCLD.4515.015

TaRe 20

GOVERNMENT SHARE SALES TIMING

1988/89

1989/90

Gas debt
BGC IIT
BT Prefs
BAA IT
BR II
BSC T

BRI 165
BSCYhE

SECRET

£3
19
10
19
30
2%

277
Undecided

April
April
May
May
August

December

April
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FROM: A C S ALLAN
DATE: 10 June 1988

PS/SIR P MIDDLETON

ANALYSTIS PROGRAMME ON EUROPEAN MONETARY POLICY

You told me that the Deputy Governor was keen for the Bank to
participate in this programme, adding that DTI had already agreed
to do so. The Chancellor is content for the Bank to take part, but
he feels that it is completely inappropriate for DTI to do so: the
subject matter, described in Mr Segal's note of 20 May, is not

within their responsibilities at all, and we should seek to stop

A C S ALLAN

them appearing.
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SECRET AND PERSONAL

FROM: J W GRICE

DATE: 30 June 1988
2?4 ,

5SS VR TER MIDDLETON ce Chief Secretary
Financial Secretary
2. CHANCELLOR OF THE EXCHEQUER Economic Secretary

Sar T "Burns
Sir G Littler
Mr Lankester
Mr Monck
Mr Scholar
Mr H P Evans
Mrs Lomax
Mr Odling-Smee
Mr PeretZz
Mr Sedgwick .
Me-R-I G Allen Mrjwe
G Mr Hibberd
Miss O'Mara
WF -\y’ Mr Riley
Mr Pike
Mrs Ryding
Mr Cropper
Mr Tyrie
Mr Call

Mr Cassell - Washington
File: MAMC Fl1

MONTHLY MONETARY ASSESSMENT: JUNE 1988 )@ 2

#

This note records the discussion q;%fsir Peter Middleton's monthly

meeting on monetary conditions on iﬁ/ﬁune. Attached is the wusual
Monthly Assessment. 7

A
Sir Peter Middleton's Meeting
25 Sir Peter noted that the discussion was taking place immediately
after the decision to raise interest rates by % per cent. It also

followed completion of the June Internal Forecast which had a number

of important implications.

aler Invited to open the discussion, Mr Scholar felt that for the

first- time, there was now unambiguous evidence of intensifying

inflationary pressures:
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(i) there was a growing disjunction between demand and output,
manifested in the current account deficit. Both consumer spending

and investment were increasing faster than we had expected;

(ii) money GDP looked 1likely to diverge steadily from its
forecast path. Inflation by end-1988 seemed set to be above
the rate at end-1987 which in turn would be above end-1986 levels,

even adjusting for mortgage interest effects;

(iii) MO0 was now expected to show 12 month growth of 7 per
cent in June and was forecast to be barely within its target
range at the end of the year. Broad money growth had moderated
a little but growth remained rapid and the limited deceleration

could well be due to special factors.

4. It was dinstructive to note that Jjust before the exchange rate
was uncapped, the effective index was broadly the same as that now
prevailing and base rates were 9 per cent. We had thought at that
stage that some tightening was necessary. But, with hindsight, it
seemed likely that we had then underestimated the degree of tightening
which was required. His feeling was that unless interest rates were
able to be raised substantially - perhaps to around 11 per cent - by
the summer break, there would be a serious risk that by the end of
the year we would be clearly heading for an outcome above the Budget's

figuring for money GDP, MO and inflation.

Siy Sir Terence Burns noted that the assessment was complicated,
not least by data problems. Output and income measures of GDP showed
faster growth than the expenditure measure. Nevertheless, it was

clear that domestic demand was rising rapidly, though growth may
have slowed somewhat from the exceptionally fast rates in the second
half of 1987. It was particularly difficult to understand the buoyancy
of consumer spending and the associated low savings ratio but again
data deficiencies hampered analysis. But the demand pressures were
so far being reflected only weakly in recorded inflation. By end-year,
inflation might be around 5 per cent against the 4 per cent expected
at Budget time. About half of the increase would derive from higher

mortgage rate effects.



SECRET AND PERSONAL
3

!. A more prominent change in the landscape was the deterioration
in the prospects for the balance of payments. Several factors bore

upon why the trade position had worsened:

(i) there had been some 1loss of competitiveness. Export
growth this year had been poor relative to world trade after

a period of above-par performance;

(ii) there may be some capacity effects, sucking in imports
and diverting potential exports to the home market (though
capacity constraints were most noticeable in the construction

sector, still largely a non-traded one) ;

(iii) the supply performance of sectors such as cars and capital

goods had been decidedly disappointing.

/- Sir Terence concluded that some interest rate rise was now needed,

partly to take the steam out of the housing market, and it 1looked
as if there would be some opportunity to engineer a tightening. But
interest rate decisions had to be taken with regard to the monetary
stance as a whole. At current levels, the exchange rate was already
exerting some downward pressure on inflation; how much further interest
rates needed to rise depended upon how the exchange rate reacted.
He noted that the forecast had base rates rising to 10% per cent

by early 1989: this might now happen sooner.

8. Mr George felt that it had been clear for some time that tightening

was required. The longer the situation was left unredressed, the
greater had been the trouble stored up. He took a more pessimistic
view of the strength of inflationary pressure than did
Sir Terence Burns. But, like Sir Terence, he was puzzled by why
demand should be growing so strongly. It was hard to relate the

strength of consumer spending to fiscal policy, evidently very tight.
His main concern was that the authorities may still be giving wrong
signals about the strength of the commitment to defeat inflation.
That was why the Bank had argued for a full 1 per cent rise in base
rates that morning rather than the % per cent decided upon. Looking

further ahead, he thought a rise to 12 per cent might prove necessary.
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!. Mr Flemming added that the Bank forecast saw a stronger rise
in inflation than the Treasury. Wage settlements were edging higher

but the main pressures would come from slower productivity growth

as output growth diminished.

10. Professor Griffiths accepted the assessment that domestic demand
was excessive. This was clearer from the worsening current account
deficit than from the inflation picture. He Dbelieved that several

factors had contributed to this:

(a) the tax reduction in the Budget had been at the 1limits

of what was fiscally prudent;

(b) on either narrow or broad measures, real money supply growth
had become substantial since 1985. Chart V of the Assessment

was instructive;

o ? (c) the operations to hold down sterling had given the private
(a;; by sector the impression that the exchange rate would not be used
%ffiﬂfﬁigt tq act as a brake on demand.

813 o He had been surprised that the morning's interest rate rise
had been limited to half per cent. He felt a considerable increase

was now needed, unconstrained by too much concern about the exchange
rate, the guiding principle being the need to drive MO firmly back

into its target range quickly.
12. There followed some discussion of the merits of gradual increases
in interest rates against more aggressive action to raise them. A

number of points were made:

In favour of gradual steps:

(i) the aim was to choke off the inflationary pressures without
jolting confidence or <causing a collapse in activity. A

gradualist approach was more likely to achieve this;

(Crests), the impact of higher interest rates would depend upon
the accompanying response of the exchange rate. Small steps
in interest rates would give the opportunity of reassessing

at each stage what further rise, if any, was required;
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(iii) should a substantial rise in rates turn out to be
necessary, proceeding by small steps would probably increase
the political and exchange rate latitude for achieving it. Tis
was important to avoid running into the exchange rate constraints

which had reduced freedom of action on interest rates previously;

(iv) an abrupt change in interest rates would destroy confidence
in the continuity of policy, for no good reason. We did not
want to be wrongly understood to be reacting only to the trade

figures.

In favour of a larger discrete rise:

(i) the market was clear that demand was excessive. It would
improve confidence in the ©policy if the authorities acted
decisively to correct the situation, with less regard to worries
about exchange rate appreciation than in the recent past. Such
action could reduce the increase in rates from what would

otherwise be required;

(ii) it gave quite the wrong message for the authorities to
be seen striving to hold down short rates from where the markets

would otherwise take them.

i 35 Summing up, Sir Peter Middleton said that the meeting agreed

in recommending that further interest rate increases were required

if the Government's objectives were to be met. The Bank would clearly
have preferred a bigger rise that morning but this was now history.
Future tactics would need to be reviewed continously as events

unfolded.
e
J W GRICE

cc: Governor
Deputy Governor
Mr George
Mr Flemming
Mr Coleby
Mr Plenderleith

Professor Griffiths - No 10

Bank of England

R L
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= SfUEBIN5 | FROM: J M G TAYLOR
2/ DATE: 11 July 1988

CHANCELLOR -

"MONETARY UNION"

I am sorry not to have responded more quickly to your question

about the precise meaning of "monetary union".

iz I have spoken to EC, MG and to Mr Lavelle and his people. The
short answer (surprise, surprise) appears to be that there is no

formal definition of the phrase.

Bes The original definition, in the 1979 Werner Report, reads:

"Monetary Union requires the complete and irreversible
convertibility of currencies, the elimination of exchange rate
bands, irrevocably fixed parities and the complete

liberalisation of capital movements."

As you pointed out in the context of the Prime Minister's use of
this definition at her post - Hanover Press Conference, the third
of these 'requirements' reads somewhat oddly (to say the least).
More generally, although the whole definition has some totemic
significance, it is certainly not enshrined in any agreed Community

legislation.

4. "Monetary Union" did not, in fact,have any status in the
Treaty until it was inserted into the preamble to the Single

Eurpean Act. The relevant passage from this reads:

"Whereas at their Conference in Paris from 19 to 21 October
1972 the Heads of State or of Government approved the
objective of the progressive realisation of Economic and

Monetary Union;"



This of course fails to provide any definition at all.

D The attached collection of "major texts" provides some more
clues. The third passage is the part of the 1972 communique to
which the SEA preamble refers. Once again, this does not of itself
provide an explicit definition, but instead refers back to other
documents (ie "the instruments adopted by the Council and by the
representatives of Member States on 22 March 1971 and 21 March
1972, These might provide some clearer indication of what is
meant by "monetary union" - or at least an implication of what it
means. But I haven't had a chance to see them yet, and indeed
no-one to whom I have spoken can immediately recall, or what they

A

are about.

6. I have asked MG to delve further, and to report back
post-haste. Since, however, the 1972 communigue was (a) couched in
terms of (later unfulfilled) intention, and (b) was pre-Accession,
unless the "instruments" were part of the body of law to which we
agreed as part of Accession, they would not be binding on the
enlarged Community. So my preliminary conclusion is that the term
"monetary union" is pretty elastic, and means what any Member State
chooses it to mean. But I shall let you know more when MG have

completed their further work.

=~

v

J M G TAYLOR
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gz FROM: SIR T BURNS
DATE: 26 JULY 1988
{41¢ 0&/5““3 é;
CHANCELLOR ~ »ﬂn ,f’ 1 }* ) cc Sir P Middleton
’*“ ! Mr Scholar
A / Mr Odling-Smee
N Mr Peretz

: Mr S Davies
Miss O'Mara
. Mr Grice

MONETARY POLICY INDICATOR

I attach some charts which try to combine interest rates and the

exchange rate into one monetary policy indicator.

2. It uses the basic idea of a 4 to 1 trade-off between the
exchange rate and interest rates. The exchange rate is measured
relative to a 2-year-centred moving average. For the past
12 months we cannot compute the centred money average - it will
depend on exchange rate movements over the next year. 1In the
absence of this data we have simply held the moving average
unchanged at its last recorded observation (12 months ago).

B Chart 1 shows the observed 3-month interbank rate;

Chart 2 shows the ecffective exchange rate and its moving

average;

Chart 3 shows the inflation rate (excluding the mortgage
rate) and the exchange rate adjusted interest rate. The
latter is computed by adding to the interest rate one quarter
of the percentage deviation of the exchange rate from its

centred moving average;
Chart 4 shows the exchange rate adjusted real interest rate.

4. We should not make too much of this. As we have often
discussed, the 4 to 1 rule is very imprecise and depends on a host

of assumptions.



5. That said I do find the results interesting. The final
observation for July is based upon recent figures and shows a
marked tightening by comparison with earlier months. The adjusted
figures do not show the dip in the early months of the year and
have been relatively flat since early 1987. The adjusted interest
rate series coincided closely with the movement of the inflation
rate.

6. Finally we can see that on this basis we are still below the
level reached in 1985-86 - by between 1 and 2 points.

ENCS
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(k ' FROM: J W GRICE

mg2.jw.docs.mma.midmin copy No....or.2%.copIEs

SECRET AND PERSONAL

DATE: 29 July 1988

1. SIR PET MIDDLETON (5] Chief Secretary
Financial Secretary
2. CHANCELLOR OF THE EXCHEQUER Economic Secretary

Sir T Burns

Sir G Littler

Mr Lankester

Mr Monck

Mr Scholar

Mr H P Evans

Mrs Lomax

Mr Odling-Smee N

Mr Peretz W
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