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1 

Introduct ion[l] 

1 Th is paper describes the spec ificat ion and est imat ion of a model 

of building soc iety deposi t taking and lending .  Th is model was 

des igned to form the bui ld ing soc iety sector of the Bank' s quarterly 

econometric model and to be used for forec ast ing and pol icy simul at ions. 

2 The organisation of th i s  paper broadly reflects the approac h which 

was adopted to the mode l l ing of building soc iety activ i t i es. Sec t ion 2 

discusses the spec ification of the model: the sal i ent features of 

soc iet ies ' operat ions are d escribed; other attempts at mode l l ing 

soc iet ies' behav iour are rev iewed: and a proposed model of societ ies' 

interest rates , deposit tak ing and lend ing is outl ined . Sec t ions 3-6 

describe the deta i led specificat ion and est imation of the model . 

Sect ion 3 describes the general approach to estimat ion , and Sections 4-6 

the spec ification and estimat ion of the four main behav ioural e quat ions 

in the model - for net inflows , net advances , share and mortgage rat es. 

Finally,  in Section 7, the resu lts of var ious simulat ions , des igned to 

assess the propert ies of the whole mode l , are described. 

[1] The author is indebted to M . J . Boleat , D . F . Hendry , D . T . Llewe l l yn , 
J . G . Nel l is ,  S . T . P ickford and col leagues in the Economics Div is ion of 
the Bank for he lpful comments on earl i er drafts of th is paper . 
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2 

Model specification 

Scope of the model 

3 The a im of the exerc ise descri bed in th is paper was to produce a 

bu ild ing soc i ety sector for the Bank ' s  quarterly model of the UK 

economy . [1] Th is limited the research wh ich was undertaken in three 

ways . 

4 F irst , the scope of the model of build ing soci ety behaviour was 

determ ined by the requirements of the Bank model .  These were 

twofold: to show the effect of building soc iety lending and also 

poss ibly of mortgage rates , on the level of house prices and housing 

investment , and to show the effects of bui lding soc iety depos it 

tak ing and lending on the overall flow of funds in the economy . It 

was dec ided , therefore , that the building soc i ety model should be 

able to expla in net lending ,  net rece ipts of shares and depos its and 

share and mortgage rates . There was less need to explain bu ilding 

soc i ety investments other than mortgages . 

5 Second , the choice of variables to expla in the behaviour of 

building soc ieties was limited to varia bles already in the Bank 

model . Th is rule had to be followed to prevent excess ive growth in 

an already large model. [2] The occas ions when th is was a s ign ificant 

constra int are h ighl i ghted in the sections de aling with estimation of 

equations . For example , i t  l imited the choice of interest rates 

wh ich could be used as representati ve competing rates in expla ining 

net inflows of shares and depos its . 

6 F inally , it  was necessary to use quarterly seasonally-adjusted 

data in estimat ing th is model of building soc i ety behaviour. 

Monthly data may be better for modelling bui lding societies because 

[1] The equations presented in th is paper are a revised vers ion of 
those described in Bank of England (1979) . 

[2) New vari ables could be added , but they had to be justified and 
capable of being forecast.  
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soc i eties issue monthly statistics and because dec isions on share  and 

mortgage rate are made at month ly i ntervals. Anothe r reason for 

pr efe r r ing monthly data is that ther e ar e reasons to bel ieve that 

bui lding soc iety rate-setting behav iour has changed since the 

introduction of the new system of c r edit control for banks in 1971 -

competition and cred it control (CCC). Only monthly data would 

pr ov ide suffi c i ent information to mode l pr esent day r ate-setting 

behav iour . Despite these impl ic it objections to quarterly data, it 

was not thought worthwh ile  to tr ansform monthly equations for 

incorpo ration in the Bank model . 

quarte r ly data . 

Bu i lding soc iety oper at ions 

It was ther efore dec ided to use 

7 Bu ild ing soci et i es oper ate in much the same way as other f inancial 

intermediar ies .  They attr act deposits (str ictly, sha res and deposits) 

ma inly fr om persons . The l evel of inflows of new depos its depends 

on the pr efe rences of investors; soc iet ies can influence these, not 

only by alter ing the competitiveness of the r eturn offe r ed on the i r  

depos its, but also by prov iding a var iety of sav i ngs schemes and 

convenient deposit and w ithdr awal fac i l it ies . The major ity of 

soc i eties offer the same, col l ectively agr eed, deposit and mortgage 

r ates . Most of the money deposited with soc iet ies is lent to house 

buyers, although some 15%- 22% is invested in financ ial assets wh ich 

are held partly to financ e  w ithdr awals fr om deposits and othe r cash 

needs . Bu i ld ing soc iet i es, be ing mutua l  organisations, do not 

d istr ibute profits, but the y  must earn suffic ient surplus on the ir  

activ ities to ensur e  that the i r  rese rves r emain adequate . They do 

th is by ma inta ining a suff ic iently la rge margin between sha r e  and 

mortgage r ates . 

8 Bui lding soc iety operat ions are, however, d istinct ive in several 

r espects . For the pur poses of the pape r,  the two most r elevant 

ar e :  

(i)  the relative stabil ity of share  and mortgage r ates; and 

(i i) the i r  pol icy of setti ng mortgage r ates below mar ket 

clear ing levels .  

9 These features o f  societ i es ' behav iour would appear to r eflec t 

long-held att itudes: that mortgagors should be pr otected as far as 
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possible from fluctuat ions in mar ket rates, and that the cost of 

borrow ing for house purchase should be kept low i n  order to promote 

w idespread home ownersh ip. Soc iet ies have reportedly also been 

re luct ant to change mortgage rate, because of the adm in istrat ive 

costs of not ifying e ach mortgagor ind iv idually.  

1 0  A consequence of soc i et ies ' reluctanc e to change the ir rates is 

that share rate tends to al ternat e between be ing compe t i t ive and 

uncompe t i t ive. Th is leads to fluctuat ions in inflows of new depos its, 

and ult imately in levels of lend ing for house purchase . Bu ilding 

soc iet ies, however, del iberately lessen fluctua t i ons in lending by 

using the ir l iqu id investments as a stab i l ising buffer . For example, 

when inflows are reduced because of a l oss of compe t i t iveness, 

soc iet ies tend to run down the ir l iquidity so as to lessen the 

reduct ion in their lend i ng. Conversel y, l iqu idity is bui l t  up 

fol low ing an improvement in compet i t iveness . 

11 Th is descript ion impl i es a threefold react ion by soc i e t i es to a 

change in inflows of new depos its: f irst, l iquid i ty is changed; 

second, lend ing levels are altered; and, th ird, general ly only as a 

last resort, share and mortgage rates are changed . A model of 

bui l d ing soc i ety behaviour must capture this interdependence between 

l iqu idi ty, lending and share rate. 

12 Soc ie t i es cannot protect mortgagors indefini tely from movements 

in market rates. When share rat e remains uncompet i t ive, t he 

consequent slow growt h  in deposits, and reduct ions in l iquidi ty and 

lend i ng, w i l l  eventual ly encourage societ ies to ra ise the ir rates. 

In  t h is way, soc i e t i es reveal the ir concern for sat isfying the demand 

for mortgages . When share rate is part icularly compe t i t ive, however, 

pressures to reduce share rates may be less immed i ate . Th is is 

because soc i et ies may be content for deposi ts to grow rel at ively 

fast . However, to the extent that l iqu idity is bui l t  up, and to the 

extent that holding l iquid investments is unprofi table, this w i l l  

encourage soc i e t ies t o  reduce share rate . The main pressure to 

reduce share rate is, however, usually der ived from pressure, often 

from outside sources, to reduce mortgage rate . 
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13 Societies have also maintained mor tg age rate at less than its 

mar ket clear ing level . Th is pol icy r e flec ts the ir  fr iendly soc iety 

or ig ins. It has meant, howeve r ,  that ther e  has gene rally been an 

excess demand for f und s at the pr eva iling mor tg age rate . This has 

compelled soc iet ies to implement methods of r at ioning mor tg ages . 

These include both passive and ac t ive methods of ration ing . Passive 

methods include soc iet i es be ing und uly caut ious in the ir  lend ing; 

act ive r at ion ing involves them fo rm ing a queue of prospect ive bor rowers . 

Although the sever ity of r at ioning depends on the r elat ive scarc ity 

of funds, the fact that there  is r a t ion ing impl i es that it has been 

the ab il i ty and willingness of soc iet ies to lend wh ich has mai nly 

determined the level of lend ing for house pur chase . The demand for 

loans influences the level of lend ing only in so far as th is is a 

factor wh ich in fluences soc ieties' w illing ness to lend . 

Other econometr ic stud ies of build ing soc iet ies 

14  Econom ists in the Uni ted K ingdom have, until r ecently, devoted 

r elat ively li t tle ef for t to expla ining the behav iour of build ing 

soc i e t i es ,  despi te the i r  importance as r ec ipients of pe rsonal sav ings, 

as lenders for house pu rchase and as par t icipants in the mar ket fo r 

publ ic sector debt . The f i r st non-desc r ipt ive study , by O'Herl ihy 

and Spencer, was publ ish ed in 19 7 2 .  Since then , interest in build ing 

soc iet ies has become k eene r : Ghosh ( 19 7 4 ) ,  Riley ( 19 7 4 ) , Ar t i s et al . 

( 19 7 5 ) , Hadj imatheo u ( 197 6 ) , Hend r y  and Anderson ( 19 76 ) ,  Hewitt 

and Thorn ( 19 7 7 ) , the Depar tment of the Env ir onment ( 19 7 7 )  and Mayes 

( 1979 ) have all desc r i bed attempts to model bu ild i ng soc iet ies' 

behav iour . The Treasury and London Business School models also 

contain equat ions descr i b ing build ing soc iety behaviour . In the 

ma in , these stud ies have reflected an inter est in examin ing the 

e f fect of build i ng society lend ing and r ates on house pr ices and 

housebuilding . Mayes , for example , set out spec i f ically to expla in 

the causes of the house p r ice explosion in the 1970s .  These 

models the r e fo r e  are p rimar ily concer ned with explain ing the volume 

of lend ing for house pu rchase; this then feeds into sepa r ate 

equat ions for house p r ices and housing sta r ts .  Ghosh , however, 

attempted to expla in the compos it ion and s ize of soc iet ies' por tf ol io 

of non-mortg ag e  investments , as well as the level of lend ing . 
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1 5  Despite publicat ion of these stud ies , a widely-accepted analys is 

of the factors underlyi ng build ing soc iety dec isions on share and 

mortgage rates and lend ing has yet to emerg e .  The ch ief d i ff iculty 

is that the business object ives o f  soc iet ies, which presumably govern 

these dec isions , are not clear . This is a g eneral problem wh ich 

hinders the modelling of most org an isat ions , although the fact that 

build ing soc iet ies are mut ual org anisat ions , adm ini stered by 

profess ional managers , makes ident i ficat ion of the ir object ives 

part icularly d i f f icult . 

16  Most wri ters have assumed that the soc i et ies ' prime object ive is 

the growth o f  the ir business . Ghosh , for ex ample , assumed that the 

soc iet ies' sole object ive is to max im ise the rate of growth of the ir 

reserves , s ince , as reserves are related to total assets , soc ieties 

would thereby max im ise the growth o f  the ir business . The v i ew that growth 

max imisat ion is an importan t  objective of ind ividual build ing 

soc iet ies seems plausible ( al though the growth of the build i ng 

soc iety movement as a whole is constrained by the rates cartel) . 

However , the fact that build ing soc iet i es have usually kept mortgag e  

rate below the marke t clear ing level and have rat ioned the ir mortgage 

funds suggests that they are mot ivated by other object ives besides 

concern for the growth of their business . A d i f ferent v i ew is that 

the requirements to maintain adequate reserves and liquid ity are 

constraints on the growth of mortgag e  lend ing . This is the v iew 

which Clayton et al . ( l9 7 5 )  adopted on the basis o f  informat ion from 

the Secre tary General of the Build ing Soc iet i es Assoc i at ion ( BSA) • 

1 7  A g eneral ised model of build ing soc iety behaviour was advanced 

by Hendry and Anderson ( 19 76 ) . The y arg ued that build i ng soc iet ies , 

like other org an isat ions , have a var i ety o f  object ives , some of which 

con fl ict , and that soc i et ies ,  in decid ing the ir lend ing and interest 

rates , seek to reconc ile these. Hendry and Anderson sugg ested that 

the following object ives were relevant: 

10 

( i ) soc iet ies advance a constant proport ion of thei r  

expected deposi ts - this implies a constant 'desired' 

liqu i d i ty rat io; 

( i i )  they a im to g enerate sufficient surplus to maintain a 

constant reserve/total assets rat i o; 



( i i i )  they attempt to sat isfy cred i twor thy demand for 

mor tgages; 

( iv)  they attempt to avoid chang es in the mor tgag e and 

share r ates. 

18 In this study, the v iew is taken that building soc iet ies ar e 

essent ially opt imisers; they weigh up the rel ative importanc 

of d i f ferent object ives in dec id ing the ir  lend i ng pol icy and interest 

r ates. For example, the l evel of lend ing is seen as a comprom1se 

between trying to sat isfy the demand for mor tgages and the need 

to maintain adequate l iquid ity. Similar ly, decisions on chang ing 

shar e  and mor tgage r at es ar e seen as a trade of f between the wish 

to maintain stable r ates and the need for sh are rate to be compet i tive. 

A proposed bu ild ing societ ies' model 

19 Cha r t  A ( overleaf ) out l ines the pr oposed st r uctur e of a model of 

building soc iety i n te r est r ates,  receipts of shares and deposits, and 

lend ing. Th is was sugg ested both by e ar l ier st ud i es of b uild ing 

soc iet ies and the above d escr ipt ion of soc i et ies' ope r at ions. It 

conta ins four major behavioural equations. 

20 It was thought best to explain the components of the net increase 

in shares and deposits - net inf lows and i nterest cred i ted to accounts -

using separ ate equations. Net in f lows depend on the availab i lity of 

persons' funds for sav ing and on investor s' pr eferences, wh ich 

bu ild ing soc iet ies can in f l uence by chang ing the attr activeness o f  

shar e r ate. Inter est c r ed ited to accounts was, however, thought to 

be closely r elated to the total i nter est ear ned by depos itor s. 

2 1  Unl i ke ne t r eceipts , the l evel of net advances is assumed to be 

control led by soc iet ies; it d epends both on the ava ilab i l i ty of 

funds for lend ing and on the d emand for mor tg ages. Ava ilab i l ity of 

funds was thought to d epend on recent levels of net rece ipts of 

shares and deposits, on soc iet ies' des i r ed and actual l iquid i ty 

pos i t ion , and , when appl icable , on lend ing g u idel ines. The d emand 

for mor tg ages , on the oth e r  hand, was thought to depend on mor t g ag e  

r ates,  pe r sonal i ncomes , and on the relat ive pr ice o f  housing. 

1 1  
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2 2  A two-stage method is used to explain chang es in sh ar e and 

mor tg age r ates. In the f i r st stag e an attempt is made to expla in 

the t iming of changes in share  rate . Th is is done by conside r i ng 

the pr essur e fo r a chang e in share  r ate . Th is was thought to d epend 

on the ex ist ing competit iveness of share  rate and on the l iqu id ity 

of soc iet ies ( al though the effect of th is latter var i able was 

subsequently found to be unimportant)  • When pr essure for a chang e in 

r ates is deemed suf f iciently strong , soc i et ies are assumed to chang e 

both shar e and mortgage r ates . The d i r ec t ion and extent o f  chang e ar e 

d ictated by cur rent and expec ted levels o f  compet i ng r a tes . 

23 The ult imate output o f  th is model is an est imate of net lend ing 

for house pur chase . In the context o f  the Bank model, t h is fe eds 

into an equat ion for ne w house pr ices. Est imates of the ne t inc r ease 

in shares and deposits and in net lend i ng also feed into the f low of 

funds matr ix i ncorporated in the Bank model . 
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Est imat ion - g ener al remarks 

25  Four behav iour al equat ions were est imated - for ne t inflows , 

net advances and shar e  and mor tg ag e  rates . S i nce the model ,  as 

eventual ly pr efe r red , had a r ecursive st ructu r e ,  i t  was not thought 

impor tan t  to al low for simultane ity i n  est imat ion . These equations 

wer e  the r e fore est imated usi ng ord inar y  least squar es and data for 

the pe r iod 1 9 6 5 -7 8 .  It is none the l ess hoped that the model w i l l  

eventual ly b e  r e-est imated using an app ropr i ate simultaneous est imat ion 

techn ique , in par t icular to take account of simultane i ty between 

bui l d i ng soc iety lend i ng and house p r ices . 

26 The cho ice of pr e fe r r ed equat ions was based on convent ional 

stat istical c r i te r ia - standard e r r or , ' t' stat ist ics and 

Dur b in-Watson stat ist ic .  When the r e  was ev idence o f  autocorrelation , 

wh ich could not be subsequent ly expla ined by misspec i f icat ion of the 

equat ion , this was al lowed for in the est imat ion . 

only i n  the net advances equat ion . [l] 

This was necessar y 

27 The stab i l i ty o f  the est imated coe f f ic i ents o f  e ach equat ion was 

tested usi ng a Chow test and by consider i ng the ex post for ecast ing 

behav iour o f  equat ions since end-1 9 7 6 . 

par t icular wer e  tested: 

The follow i ng hypotheses i n  

( i ) that n e t  inflows had become stead i l y  mor e  interest-sensit ive; 

( i i )  that soc i et ies ar e at present mor e  w i l l i ng to change 

shar e and mor tg ag e  r ates than in the 1960s . 

28 Stat ist ical r esults d id not suppor t  the f i rst hypothesi s .  

The r e  was , however ,  strong ev idenc e , both a pr ior i and est imated , to 

suppor t  the second hypothesis . FOr this r eason the equat ions for 

shar e  and mor t g ag e  r ates ar e est imated using data from 19 72 onwar ds .  

[1] I t  possibly r e f l ects a misspec i f icat i on o f  the r e l at ionship 
between inflows and advances . See parag r aph 6 0 .  
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4 

Net receipts of shares and deposits 

Equation spec i f icat ion 

29 There is a long h istory of attempts to estimate equations to 

expla in net receipts o f  build i ng soc iet ies. [!] None , however , has been 

entirely satisfactory . The main problem is that the convent ional asset 

demand equation below , which is derived from Tobin/Markov itz portfolio 

theory , f a ils to produce conv inc ing estimated results. [2l 

where : D 

D = f (W , r • • •  r ) 
1 n 

stock of build ing soc i ety shares and deposits; 

W = personal sector wealth; and 

r
1 

• • •  r
n 

= share rat� and compet ing rates. 

(1) 

30 A possible reason f or this is that the typical build ing soc iety 

depositor does not conform to the sophist icated ' ut ility max imis ing' 

investor on which Tobi n/Markov itz portfol io theory is based . Rather , 

bu ild i ng soc iety deposits are held by d i f fe r ent classes of investor for 

a vari ety of mot ives. The trad itional build ing soc iety depositor is 

the small , personal saver who is attracted by the conven i ent d epos it 

and withdrawal f ac ilities o f fered by soc i eties ,  the r isklessness o f  

buildi ng soc i ety deposits and the var iety of sav ings schemes as well as 

by the superior returns which build i ng soc i ety shares have offered 

compared with ,  say , cleari ng ban k deposit accounts , the trustee sav ing s  

banks (TSB) and nat ional sav ings. Also , most pr ospective housebuyers 

are encouraged to open one or more build i ng soc i ety accounts because 

soc i eties reportedly g ive preference to depositors when alloc ati ng 

mortg ag e funds. 

31 Build i ng soc i et i es have , however ,  i ncreasing ly attracted deposits 

from more sophist icated i nvestors , whose behav iour is probably a k i n  to 

that subsumed i n  Tob in/Markov itz theory. For these investors , the 

return of fered on build i ng soc i ety shares relative to that on alternative 

[1] See Foster ( 19 75) . 

[2] R esults usually i mply an implausibly slow adjustment o f  build ing 
soc i ety deposits to changes in relative y ields. 
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risk- free liqu id assets, such as bank depos i ts or local authori ty 

depos its, is of paramount importance . 

3 2  Th is d iscuss ion suggests that build ing soc iety shares and depos i ts 

comprise both precaut ionary and interest-sensi t ive speculat ive 

balances . I t  is, however, not poss i ble to d ist ing u ish balances 

accord i ng to the mot ives of deposi tors . A single equa t ion must 

there fore su f f ice to capture the varying pat terns of behaviour of 

d i f ferent bu ild i ng soc iety depos i tors . [!] 

3 3  The ma in d i f ference between small savers and more sophist icated 

i nvestors is probably the ir sens i t iv ity to changes in relat ive 

i n terest rates . Small savers, because of inert i a  and the lack of 

comparable alternat ive ou tlets, are likely to be slow to swi tch 

exist ing savings . They may, however, be qu icker to re alloca te new 

savi ng . 

re t urn . 

Larger investors are more concerned w i th relat ive rates of 

Soc iet ies' experi ence confirms th is; large sums can be 

qu ickly sw i tched between bu ild i ng soc i e t i es and, say, banks or local 

author i ty depos i ts, depend i ng on changes in relat ive returns . 

3 4  I t  is important, t herefore, to der ive an equat ion wh ich can 

adequa tely c apture the effects both of reallocat i on of new savi ngs 

flows and of exist i ng i nvestments . Foster (1975 ) has rev i ewed 

alternat ive spec i f icat ions . I n  deriving h is preferred equat ion, 

however, he argued that the ef fec ts on build i ng soci e ty net rece ipts 

of sw itch i ng exist ing i nvestments were not importan t . Th is 

considerably s impl i f i es the spec i f icat ion of equat ions, but i t  needs 

to be just i f ied be fore i t  is accepted . 

3 5  The approach adopted i n  th is exerc ise to expla i n i ng flows of 

new bu ild i ng soc iety d eposi ts attempts to deal w i th the reallocat ion 

both of new sav i ngs flows and of exist i ng i nvestments . Two types of 

build i ng soc ie ty depos i tor were postula t ed - i nterest-sens i t ive 

speculators and precau t ionary savers . I t  was thought that the 

[1] The largest bu ild i ng soc iet ies provide a classi ficat ion of receipts 
and w i thdrawals by size of transact ion . S imple analys is sugges ts 
that large rece ipts (£2 ,000 or more) are extremely interest sens i t ive; 
small rece ipts (£500) are, however, not interest sens i t ive, but are 
seasonal . 

16 



behaviour of speculator s could be repr esented by a convent ional asset 

demand equation: 

Dspec • N 
b 

spec 
a+ E i

r
i

+cW • 
i=O 

The behaviour of precaut ionary save rs was , howeve r ,  though t  best 

r epresented by: 

wher e: 

6D
pr ec N 

d+ E 
i=O 

prec 
e.r.+f . y  1 1 

bui ld ing soc i ety speculat ive and 
pr ecaut ionary depos i ts: 

r .  shar e rate and compet i ng r ates: 1 

w
spec 

= i nvestments of speculators: and 
pr ec 

y = i ncome of precaut ionary savers.  

( 2 ) 

( 3 )  

Equat ion 2 emphas ises investment o f  exist ing wealth and equat ion 3 the 

investment of new wealth . 

3 6  Di fferenc i ng equat ion 2 and combi ni ng w i th equat ion 3 yie lds th e 

followi ng equat ion for total net r ece ipts of bu i ld i ng soc iet i es: 

N 
60 = d+ E 

i=O 
b A + 

N 
+ -Awspec

+f 
prec 

.ur. E e
i

r
i 

vu Y • 1 1 
i=O 

( 4) 

Th is equat ion contains both leve ls and changes in interest rates as 

explanator y  var iables . A las t i ng improveme nt i n  the compe t i t iveness 

of shar e rate w i l l  have a con t inu i ng e f fect on new depos i ts f rom i ncome , 

and w i l l  also cause a temporary sw i tch i ng of exist ing i nvestments into 

bui ld i ng soc i et ies . These ef fects may , i n  prac t i ce ,  be g r adual . 

Est imat ion 

37 To est imate equat ion 4 ,  appr opr iate inte rest rates must be chosen , 

and 6wspec 
and y

prec 
prox ied . Also , i t  had to be dec ided whe ther 

to est imate an equat ion for  net rece ipts of shar es and depop i ts ,  or  

separate equat ions for net inf lows and for inte r est cr edi ted to accounts . 

Cho ice of interest rates 

3 8  D i f fe r en t  wr i ters have chosen d i fferent rates to r epr esent the 

r e tu r ns avai lable on asse ts wh ich ar e subs t i tutes for bu i l d i ng soc iety 

shar es . O'Her l ihy and S pence r ( 19 7 2 )  found that Bank rate pe r formed 

better in est imated equat ions than g il t-edged y ie lds , i nter est rates on 

nat i onal savings and r ecent changes in equ i ty pr ices (as a measure of 

expected cap i ta l  gains in the s tock mar ket)  • Foster ( 19 7 5 ) d iscusses 
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t he me r i ts of d i ffer ent compe t ing r ates . Af ter compar i ng chang es in 

these, he chose the TSB r ate to r epresent al ter nat ive retur ns ava i lable 

to ' smal l' deposi to rs and the London clear ing banks' ( LCB) seve n- day 

d epos it r at e  to r epr esent retur ns av a i l able to ' l arg e' d eposi to rs .  

R i l ey ( 1 9 7 4 )  obt ained bet ter r esul ts with the thr ee-month local author ity 

(LA) r ate than wi th e it he r  th e LCB d epos it r ate or equ ity yields . 

3 9  I n  th is exe rc ise, the cho ice o f  compe t ing r a tes was essential ly 

l im i ted to those r ates inc lud ed in th e Bank' s econome tr ic model . Th e 

cent r a l  domes t ic sho r t  r ate in this model is the thr ee-month LA r ate.  

I t  was ther efo re chosen as a proxy fo r shor t- term r ates wh ich compete 

ag ai nst sh ar e r a te . Earl ier r esear ch within th e Bank had shown that 

it g ave bette r resul ts than using the LCB seven- day depos i t r ate . [l] 

40 In add i t ion, in it ial es t imated r es ul ts sug gested th at a long r ate 

should be inc l ud ed and that al lowance should be made for the iss ues of 

nat ional s av i ngs cer t i f i cates . Acco rd ing ly, the r ate on twenty-ye ar 

g i l t-edged stoc ks was inc l ud ed in es t imated equat ions, as was a term 

me as ur ing the r et ur n  on nat ional sav ings cert i f ic ates .  Du r i ng the 

est imat ion per iod ( 1 9 6 5 - 7 9) , the r e  we r e  five issues of nat ion al sav ings 

c er t i f icates .  Pr el im in ar y stat is t ical rese arch s uggested th at build ing 

soc iety r ece ipts fel l tempor ar ily fol low i ng th ese issues, and that the 

ex ten t  of this f a l l  depended on th e compe t it iveness of the new c e r t i f icate . 

P rox ies for 6wspec 
and y

pr ec 

4 1  As w i th inter est r a tes, th e r ang e of poss ible proxi es for these 

var iables was l imi ted to the var iables in the Bank mode l .  The 

gener a l  d i f f icul t ies of meas ur ing we al th are we l l  known . In this 

case, t he r e  is an add i t ional need to ident i fy the we alth and income 

of d i f fe r ent sor ts of bu i ld ing soc ie ty d epos itor . As th is was 

not poss i b l e, it was d ec id ed to assume that 6W
spec 

is propor t ional to 

d isc r et ionary personal sav ing and 
yPr ec 

to tot al household income . [2 ]  

[ l ]  S e e  Hacche ( 1 9 7 6) . 
(2] D isc r e t ionar y sav i ng was me as ur ed by to tal pe r sonal sav i ng net of 

r ece ipts by l i fe ass ur anc e compan ies and pe nsion f unds . Household 
i ncome is an est ima te of income received by households . Th is is no t 
the same as per sonal income as me as ur ed i n  the Nat ional Accounts ( see 
Append ix 2 ) . Household income was i n i t i a l ly spl it into permanen t and 
tempo r a r y  componen ts on the ground tha t a h igher propor t ion of 
tempo r a r y  income is saved w i th bu i ld ing soc i e t i es .  Es t imated 
r esul ts d id not, however, suppo r t  this idea .  
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Choice of dependent vari able 

4 2  Th e choice was whether to est imate an equation for the net inc rease 

in shares and depos its or for net i nflows. [l] Other wr iters [e . g .  

Mayes ( 1 9 7 9 ) ] have estimated separate equ ations for rec e ipts and 

withdrawals, but, in the context of the Bank model, this extra detail 

was
'

not cons idered pr actic able. 

4 3  After prelimi nary an alysis, it was dec ided that ' net i nflows' 

was the more su itable var iable. In terms of fit, there was little to 

choose betwe en equat ions for the net i ncrease in shares and depos its 

and for net inflows. However, ' net i nflows' was favoured on the 

ground that interest credited to accounts is a component of personal 

i ncome, wh ich, b ec ause of inerti a, is comparatively insens itive to 

ch anges in competi ng interest rates. A net inflows equation was 

therefore thought to have better simulation properti es. [2] 

Results 

4 4  For est imat ion, 'net inflows' were deflated by the consumer price 

deflator. Th is was to allow for the effects of inflat ion on the scope 

for swi tc h ing of assets. Other var iables, wh ich are perhaps more 

sui table, includ i ng the stock of bu ild ing soc ie ty shares and depos its 

and persons' l iquid assets, were tri ed instead of the consumer pr ice 

deflator but these d id not g ive as good estimated results. A l inear 

equat ion was preferred to a log-l inear spec ific ation on grounds of 

f it. 

4 5  Results are shown in Table A. Equation 1 is d is appoint ing. 

The coeff ic ient on discretionary sav ing, although correctly-signed, 

is not statist ic ally significant at 5%. Th is probably reflects the 

i nadequacy of this variable as a proxy for the change in the we alth 

of specul at ive i nvestors in building soc ieties, as well as col inearity 

betwe en savi ng and i ncome. 

[ 1] Net inflows ( of shares and depos its )  = rece ipts less withdrawals. 
Net i ncre ase in shares and depos its = net inflows plus i nterest 
credited to accounts. 

[2] Interest credited to accounts was explai ned us ing the equat ion for 
SI shown in Appendix 1. Th is impl ies that, at the marg in, 
7 1% of interest earned on bu ild ing society shares and depos its is 
credi ted to accounts. 
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4 6  The other stat ist ically- i nsign i ficant coe ff ic i ent is that of 

the d i f ference between share rate and the rate on long-dated g i lt-edged 

stocks . The coe f f icient of the change in this d i f ferent i al is , 

however, s ign i f icant and correctly-s igned . These results imply that 

chang es in the state of the g i lt-edged market are an important 

inf luence on f lows of speculative money to and from bu ild i ng soc i e t i es .  

This result i s  plausible . 

4 7  The third unsat isfactory feature of equation 1 is that the 

coe f f ic ient on the change in the d i f ferent i a l  between share rate and 

LA rate is wrongly-s igned . Th is implies that changes in the relat ive 

compe t i t iveness of short-term i nvestments do not have a strong 

port folio adjustment ef fect involving build i ng soc iet i es .  

4 8  Further experimental equat ions were estimated omi tt ing variables 

whose coe f f i c i ents were e i ther wrongly-s igned or which d id not 

s ig n i f icantly add to the explanatory power of the equat ion . Attempts 

were a lso made , usi ng Almon variables , to allow for de lays in inflows 

adjusting to changes in compe t i t iveness . The result i ng ,  preferred 

equat ion is shown as ( 2 ) in Table A .  

par ibus , that: 

This equat ion implies ,  ceter is 

( i ) a 1% widening in the d i f ferent i a l  between share and LA rates 

increases net inf lows by £120 m i l l ion a quarter ( 1975 pr ices )  

th is i s  a last ing effect , re f lect ing a reallocat ion of i ncome; 

( i i )  a 1% fall in the rate on long-dated g il t-edged stocks i ncreases 

bui ld i ng soc i ety net inflows by £3 1 mill ion in that quarter; 

( i i i )  an issue of nat ional savings c ert i f icates w i th a 1% y ield 

advantage over bui l d i ng soc i e ty shares will reduce net inf lows 

by £16 2  m i llion in the three months followi ng the issue; 

( iv )  at the marg i n ,  15% of household i ncome is i nvested w i th 

bu i l d i ng soc iet ies; the f ac t  that the constant term of 

th is equa t ion is nega t i ve implies that a rising proport ion 

of income is invested w i th societ i es . [l] 

[1] This coe f f i c i en t  on household i ncome was thought too high , although 
i ts est imated s ize was robust . Poss i bly this coe f f i c i ent is also 
pic k i ng up the ef fects of the growth in soc i et ies' market i ng 
expend i ture over the last f if teen years , as wel l  as in flows ar is ing 
not from i ncome , but from reallocat ion of exist ing i nvestmen ts .  
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49  Th is equat ion the r e for e h ighlights the sens i t iv i ty of bui ld ing 

soc i ety inf lows to changes in the compe t it iveness of shar e rate . It  

also implies that changes in y ields on g il t-edged stocks ar e an impor tant 

influence on speculat ive f lows to and from soc iet ies. It is a p i ty,  

howeve r ,  that a satisfactor y wealth var iable could not be inc luded. 
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5 

A model of bui lding society lend ing beh aviour 

The objec t ives of bui lding socie t ies 

50 It was arg ued above that ther e has been per sistent excess 

demand for mor tg ages; t hus the ability and w ill ingness of building 

societies to lend have effec tively d etermined the vol ume of f unds 

advanced . It  was then ar gued th at soc ieti es' wil lingness to lend 

depends on the i r  business objec tives . It was suggested that 

socie ties have a var ie ty of business objec tives , some of wh ich may at 

t imes conflic t .  

5 1  I n  th is pape r it is assumed that the following three objectives 

of socie t i es inf l ue nce the ir  w i l l ingness to lend : 

( i) to maint a in adequate liquidity; 

( i i) to satisfy the demand for mo r tg ages; and 

( iii) to meet any ' gu ideline' r estr ictions on lend ing . 

These ar e d iscussed in tur n below . 

( i) To maintain adequate liqu idity 

52 In common w i th other financ ial inst it ut ions, build ing socie ties 

keep par t of their assets in liquid form to ensur e that they can meet 

likely cash r equir ements. By l aw ,  soc iet ies must hold at least 7. 5% 

of their assets in liquid fo rm , but their liquid i ty has always been 

well above this m i nimum . Indeed , over the last twen ty ye ar s until 

r ecentl y ,  the r e  has been a tend enc y fo r the liquid ity of soc ie t i es to 

inc r e ase . This is tho ught to r ef lect both the soc iet ies' success in 

att r act ing depos i ts of inter est-sens i tive f unds and a tendency to use 

bui lding society ac counts as substitutes for bank cur r ent accounts. 

5 3  The r elevanc e of this an alysis is that it implies a fall ov er 

time in the propor t ion of sh ares and deposi ts wh ich soc ie ties 

a r e  willing to on-lend for house pur chase . 

fur ther below . 

This po i n t  is d i sc ussed 
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i i )  To sat isfy the demand for mor tgages 

54 Despi te the enormous g rowth of build ing soc iet ies over the last 

decad e , i t  is usually assumed tha t there  has been persistent excess 

demand for mor tg ag es .  As the raison d' etr e of bu ild i ng soc iet ies is 

to lend money for house pur chase , i t  is l i k ely that they feel an 

obl igat ion to sat isfy the d emand for mor tgag es. 

( i i i )  To meet any ' g u ideli ne' r estr ict ions on lend ing 

5 5  From J une 1 9 7 5  until r ecently the BSA has unde r t aken to r eg ulate 

lend ing by i ts members . The r e  is , howeve r ,  d isag r eement about the 

impac t o f  the 'g u idelines ' on build ing society lend ing . Such a quota 

system is unnecessar y  if the g uidel ine is highe r  than bu ild ing soc ieties 

would othe rwise lend , and i ne ffec t ive if build i ng soc i et ies we r e  to 

igno r e  the g u ideline . Ce r t a i nly the r e  is a strong case for argu ing 

that in the second half of 1976  and the f i r st half of 1 9 7 7  the 

g u idel ines wer e  unnecessar y ,  as b uild ing soc i ety lend ing was r estr icted 

by low i nflows stemmi ng from the i r  then uncompe t i t ive posi t ion. 

An equat ion for net advances 

56 I t  was assumed that build i ng soc iet ies assess the r elat ive 

desi r ab il i ty of each of the above thr e e  object ives in determining how 

much to lend. Such opt im ising behav iour suggests the followi ng equat ion 

to expla in the level of net advances:[l] 

whe r e :  

NA ac tual net advances. 

NA
S 

= a supply est imate of advances - determi ned by the 
liquid i ty considerat ions of build i ng soc iet ies and 

( 5 )  

by the possible ex istence of a g uideline on lend i ng; and 

NA
0 

= the demand for net advances. 

5 7  This equat ion impli es that act ual net advances w ill be a we ighted 

aver ag e  o f  the supply and demand tar gets for net advances. 

[1] Assuming that soc iet ies behave as if they minim ised the followi ng 
quad r a t ic loss funct ion: 
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Estimation 

Definitions of variables 

58 As they are unobservable, proxies for the two explanatory variables 

of equation 5 had to be found. 

The supply of funds for lending ( NA
5

) 

59 In periods when no guideline is operating, it was assumed that the 

supply of funds for lending by societies depends on desired liquidity 

levels, and on recent and expected levels of net receipts. The 

following expression captures this: 

where: 

N-1 
NA S  = ( 1- L*).� E NREC . + 8[ ( L-L*)DEP] _1 N

. O 
-1 1= 

NA
5 = supply of funds for lending � 

NREC = net receipts � 

DEP = stock of shares and deposits � 

L societies' actual liquidity ratio � and 

L* = societies' desired liquidity ratio. 

(6) 

60 The first part of this expression suggests that building societies 

base their lending plans on average net receipts over the last N 

quarters. This provides a plausible explanation for the fact that, 

because building societies prefer to maintain a steady flow of lending, 

lending adjusts only gradually to changes in levels of net receipts. A 

four-quarter moving average of net receipts seemed credible - i.e. that 

lending depends on receipts during the previous twelve months - and gave 

better estimated results than two or three-quarter moving averages or 

more complex lagged relationships, estimated using the Almon variable 

technique. [!] The second half of this expression implies that societies 

ad just their lending in line with their liquidity position � the higher 

the liquidity of societies, the more willing they are to lend. 

61 A measure of 'desired liquidity' was more difficult to define. Most 

writers have assumed that societies aim to hold a constant proportion 

[1] The fact that estimated equations for net advances exhibit 
evidence of first order autocorrelation perhaps suggests that the 
relationship between receipts and lending is not as mechanical as 
equation 6 would imply. 
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of their assets in liquid for m . [l] Leve ls of liquidity have , however ,  

tend ed to rise since the 1 9 60s . A linear time trend was initially 

used to pr oxy desir ed liquidity , but ,  although it g ave be tter estimated 

r e sults than using a con st ant ratio , it was , upon reflec tion , conside r ed 

un satis factor y .  The main r eason for this was that th e mo st r ecent 

evidence suggests that liquidit y level s may have stabilised . Af ter 

some experime nt ation,  th e fol lowing de finition of 'desir ed liquidity' 

was adopted : that desired liquidity was 1 6% before 1 9 7 4 , but was 

18 l/ 2% af te r th at dat e . [2] The increase in desired liquidit y was 

undoub ted ly mor e  gr adual in re ality; i t  was thought to r ef lect a 

r e alisation by societies tha t in terest r ates and the r efo r e  their 

in flows we re going to be mor e  vo latile as a r e sul t of competition and 

cr edit control (CCC) . 

6 2  The above expr ession was al ter ed in th e fol lowing way in an att emp t 

to take account of the eff ects  of the guideline : 

wh ere : 

NA
S* 

= NA
S

- o(NA
S

-GL)
+ 

NA
S 

societies' willingness to lend if the re we re no 
guide line (given by equation 6 above) ; 

( 7) 

(NA
S

-GL)
+ 

=the amount by which wil lingne s s  to lend exceeds th e 
guide line expr essed in terms of net advanc e s .  

6 3  This expr ession suggests that socie ties' wil lingness t o  lend , if 

the r e  we r e  no guideline , is r educed by a propor tion of the amount by 

which this exceeds the guideline . The ext ent to which the guideline 

r es t r ic t s  lending is th er efore me asured by 0: th e clos er 0 is to l 

the g r eater the impact of th e guideline . 

The demand for mor tg ages 

6 4  Th e fol lowing implicit equ ation was used to repr esent the demand 

for building society advances :  

[ l] See , fo r ex ampl e ,  Hadjimatheou ( 1 9 7 6) . 

[ 2] In this simple model of building society beh aviour , one les s  th e 

r a tio of mor tg ag es to sh ares and depo sits is u sed to proxy 

liquidit y.  This is not the convention al definition of socie ties' 

liquidit y ,  but was used to avoid adding an ext r a  variable to the 
mode l .  It is abou t 3%- 3 l/2% less than the conventional 
measur e .  See Appendix l .  
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= a+b.
P
:

H 
+c.�

H 
+d.[ (PNH/PC ) /(PNH/PC ) _2

-l]+e.RMN ( 8 )  

where : 

M
d 

= d es ired stock of bu ild ing soc ie ty mortg ag es (£ m illions) ; 

W = persons' we alth (£ m ill ions) ; 

PNH = index of new house pr ices (19 7 5  = 1 ) ; 

PC = index of consumer prices (19 7 5  = 1 ) ; and 

RMN =post-tax mortg ag e rate (per cen t ) . 

Th is is a convent ional demand equat ion stressing the in fluenc e  on 

demand of levels of wealth, the relat ive price of housing and the 

cost of borrowi ng for house purchase. The percentag e  chang e over 

the last six months in the relative pr ice of housing was also includ ed 

to capt ure the 'speculat ive' d emand for hous ing. 

65  By d i fferenc ing equat ion 8 and re- arrang i ng terms, we obtain the 

following impl ic i t  equation for the demand for net adv ances : 

NA d 
= L'.M

d 
= a

1L'.PNH+bY+c
1

L'. (PNH - PC ) +d L'.{[ (�H
) /  (�H

) 
_2 

- 1]. PNH } (9 ) 

+el'. ( RMN. PNH) 

where : 

NA
d 

=demand for net advances (£ m ill ions) ; and 

Y = households' d isposable income (assumed to be � L'.W) . 

Est imated results 

66 Combining equat ions 6, 7 and 9 yi elds the follow ing est imatable 

equ ation for net advances: 

NA = a{(l-L*) NREC + S[(L-L*) DEPJ
_1

- 0[(1-L*) NREC-GL]} 
+ (l-a) { a1 

L'.PNH+bY+c
1
L'.(PNH-PC ) +d L'.{ [(

p�) /(
p�)

-2
-l].PNH } (10) 

+e L'. (RMN. PNH) } 

where : 

o<a<l, O<S<l, O<Q<l 

O<b< 1, 
1 

c <O, d>O, e<O 
N-1 

NREC = .!:. l: NREC 
- i· N 

0 
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67 Estimated results are shows as equation 11.[1] This equation 

satisfies most of the usual statistical criteria: all coefficients are 

correctly-signed but only two are statistically significant at 5%. 

NA = 0.73297 (1-L*) NREC+O.l2222 [(L-L*) DEP]_l 
(4.7) (2.7) 

-- + - 0.23478[(1-L*)NREC-GL] 
(0. 7) 

+ 1252.78 6. PNH+O.Ol338 HDI 
(1.0) (1.8) 

- 42.46713 6.(RMN.PNH)-306.93326 6. (PNH-PC) 
(1.8) (0.3) 

+ 8.807436.{ [ (
PNH

)/(
PNH

) -1] .PNH} 
(1. 7) 

PC PC _2 

+ o.35807 u_1 
(2. 2) 

SE = 56.0 

Estimation period: 1966 QI - 1978 QII 

68 These results imply that net advances depend mainly on societies' 

ex ante willingness to lend, although the pressure of demand for 

mortgages also has a significant (at 5%) influence. The implied 

weights given to 'supply' and 'demand' targets in determining net 

advances are 0.73 and 0.27. 

69 Willingness to lend is seen to depend not only on recent levels 

of net receipts of shares and deposits, but also on the liquidity 

position of societies - normally about 12% of excess liquidity is 

used to boost lending in a quarter. The guideline also seems to 

have had a restrictive influence on net advances, but this effect was 

not found to be important.[2] The real demand for net advances is 

increased by rising real incomes, and by house prices accelerating at 

a faster rate than other prices; demand is, however, reduced by 

[l] For estimation, the equation was transformed to real terms by 
deflating variables by the index of house prices but is shown 
as above for reasons of clarity. 

[2] This conclusion is especially tentative because it is based on 
limited experience of the guideline. 
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increases in the mortgage rate. Increases in the relative price of 

housing also reduce demand, but this influence does not seem important. 

70 Further experimental equations were estimated, omitting variables 

whose coefficients were not statistically significant in equation 1 1. 

The final preferred equation is shown in Appendix 1. 

different from equation 1 1. 

It is not very 
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6 

Share and mortgage rates 

Introduction 

7 1  The purpose of this section is to describe the specification 

and estimation of explanatory equations for building society share 

and mortgage rates. 

7 2  A two-stage procedure is used to model changes in share rate; in 

the first stage their timing is explained and, in the second, their 

size. This method was adopted because, unlike market rates, building 

society rates change only occasionally. Changes in mortgage rate 

are, however, modelled by comparison with changes in share rate 

The results of this paper show that this approach provides a 

reasonable explanation of changes in share and mortgage rates since 

1 9 72 . 

Share rate: timing of changes 

73 Share rate is an administered rate. Recommended levels, which 

are adopted by most societies, are decided at monthly meetings of the 

BSA Council. When deciding whether or not to change their rates, 

building societies are assumed to compare the pressures on them to 

change their share rates with their unwillingness to change mortgage 

rate. The factors which are thought to influence this decision are 

discussed below. 

Pressures for a change in building society rates 

74 Various pressures influence decisions on share rate. The most 

important is the attractiveness of share rate to investors. The 

societies' traditional competitors for small personal savings are 

deposit accounts of banks and national savings schemes. Although it 

is thought that such deposits are not very interest-sensitive in 

the short run, building societies also attract deposits from more 

sophisticated investors who are conscious of relative rates of 

return. Such deposits have formed an increasing proportion of 

societies' total deposits in recent years. Share rate must be 

competitive if these deposits are to be retained. 
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75 Despite the need for share rate to be competitive , societies 

have not adopted a policy of changing share rate whenever short-term 

market rates change. Rather they have also attempted to maintain as 

stable a share rate as possible. They have done this to avoid having 

to change mortgage rate , which has been linked to share rate. [l] A 

stable mortgage rate has b een regarded as desirable not only to protect 

mortgagors from fluctuations in market rates , but also because changes 

in the mortgage rate are administratively expensive. 

76 Thus , in deciding whether or not to change share rate, societies 

have tried to ignore temporary changes in market rates, and to follow 

only lasting trends. In other words, their response to a change in 

market rates depends crucially upon whether the new level of market 

rates is expected to be short-lived or more lasting. 

77 In the 1950s and 1960s, societies were apparently quite successful 

in predicting future levels of interest rates. Bank rate was seemingly 

interpreted as an indicator of the future level of market rates, and 

share rate was changed only eleven times between 1955 and 1973 , usually 

following a change in Bank rate. [ 2) 

78 It has , however, been more difficult to forecast trends in interest 

rates since the introduction of CCC . In particular , a change in 

minimum lending rate could not always be interpreted as signifying a 

lasting change in the level of market rates. As a result, societies 

have found it necessary to change share and mortgage rates more frequently 

in recent years than earlier. These rates were, for example , changed 

three times in both 1977 and 1978 , and twice in 1979. 

79 It is difficult to determine j ust how building societies form 

expectations of future levels of interest rates. It appears that , at 

[ 1] This need not be so. Societies could adopt a policy of flexible 
share rates combined with a stable mortgage rate. Such a policy , 
however, has little attraction for them , as it would be as difficult 
to get right as the present policy, and control of reserves and 
liquidity would be made more difficult. 

[2] See Hadj imatheou (1976), pages 76-84. 
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present, more attention is paid to changes in mar ket rates, especially 

the three-month LA rate, than in the 1960s . For this reason, it was 

assumed that the pr essure for a change in share rate depends partly on 

the competitiveness of share rate compar ed to other short rates, which 

in this exercise are pr oxied by the thr ee-month LA rate . 

80 Besides competitiveness, the liquidity position of societies and 

public opinion may influence decisions on share rate . 

81 Liquidity is relevant because the more liquid societies are, the 

better able they are to withstand the effects of what may be thought to 

be a temporary loss of competitiveness, without having to curtail their 

lending. Indeed, societies deliberately use their stock of liquid 

as sets as a buffer to al low them to stabilise level s  of lending . This 

analysis implies, for example, that, ceteris par ibus, the closer liquidity 

is to a minimum acceptable level, the str onger is the pr esure for 

societies to incr ease share rate. 

82 The influence of pub lic opinion on building society r ates is one 

way - pr essuring societies either to reduce mortgage and share rates, or 

not to incr ease these r ates. Its str ength is impos sible to quantify, 

but it has at times seemed crucial. FOr example, in 1973 and 1974 

societies agreed, on two occasions ,  not to raise mor tgage r ate, but 

rather accepted compensator y financia l assistance f r om the Gove rnment. 

Al so, societies seem very r eluctant to change mortgage rates j ust before 

a general election . 

Societies' prior unwillingness to change the r ates 

83 Societies' prior unwil lingnes s  to change share rate was thought to 

depend on their r ecent experience . This was suggested by the fact that 

the f r equency with which share rate has changed has varied consider ably, 

even in the period since 1972. In particula r, it was thought that the 

fol l owing factors wer e  relevant: 

(i) the length of time since the l ast change in societies' r ate s �  

and 

(ii) the f requency with which their rates had r ecently changed . 

32 



84 It was thought that the longer since the last change in share 

rate , ceteris paribus ,  the more willing are societies to recommend a 

further change. This was rationalised on the ground that societies 

recognise that they cannot wholly protect mortgagors from fluctuations 

in market rates; rather they are content to allow mortgage rate to 

change , say , annually , but resist more frequent changes .  

8 5  However , it was also thought that the more frequent have been recent 

changes in societies ' rates , the more willing are societies to contemplate 

a further change. This may reflect the fact that societies find it 

easier to recommend a further change in rates if they feel that recent 

events have led to their borrowers becoming used to changes in rate s .  

A model to explain the timing of changes in societies ' rates 

86 It was assumed that each of these factors influences the decision 

whether to change share rate. The following model was therefore 

thought a suitable representation of this decision-making process: 

Where: 

P
t 

= Ea . •  x .  1 1 

If P
t

> k
t

then share rate is changed; otherwise 

share rate is not changed. 

P
t 

a measure of the pressure for a change in share rate ; 

(12 ) 

( 13) 

x .  = the factors , outlined above , which influence this deci sion ; 1 
a .  = estimates of their relative importance; and 

1 
k = the threshold value for the pressure index. 

t 

Equation 13 implies that only when pres sure is sufficiently strong i s  a 

decision made to change share rate. 

8 7  Equations 1 2  and 13 describe a well-known statistical procedure 

to discriminate between two types of obj ect or event. In this 

exercise we seek to distinguish between periods in which share rate is 

changed and periods in which there is no change.[l] 

[1] Such a model has been used by economists to explain , inter alia , the 
incidence of shiftworking , the choice of mode of transport and the 
purchase of car s. The estimation of equation 12 , however , presents 
difficult methodological problems, which are discussed in Goldberger 
(19 6 4 ) . 
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88 To apply this model, Pt was defined to equal one in those qua r ters 

in wh i ch share rate was changed, and zero in other quarters, and the 

coefficients of eq uation 12 we r e  estimated using or dinar y least squar es. 

The deter mination of k
t 

is expl ained below. 

Estimation of pressure for a change in share r ate 

89 The coefficients of equation 12 we re estimated using data for 

l9 72Ql-l9 79Q 2. This estimation period was chosen bec ause CCC seemed to 

have had a consider ab le impact on building society r ate setting . As an 

estimation per iod, howeve r, the period since 19 72 has sever al deficiencies: 

fir st, in the ear ly pa rt of this per iod, building society policies wer e  

undoubtedly adapting to the inc r eased volatil ity o f  market r ates of 

interest, and, second, dur ing much of 19 73 and 19 74, nor mal r ate setting 

behaviour was suspended when societies agr eed not to raise mortgage rate 

in r et ur n fo r financia l assistance from the Gover nment. Lack of data, 

however, pr evented the use of a sho r te r  estimation period. 

90 The best estimated eq uation fo r P
t 

is shown below: 

0. 08881/RSGE-RLAE/+ 0. 23171 QUARTER-0. 59537 D LOAN 
(1. 8) (3. 4) (2. 3) 

-0. 62606 DELC+O. l l284 NCHANGE 
(2. 4) (1. 9) 

(14) 

R.2 = o. 21 

Estimation period 19 72 Ql -19 79 Q 2. 

Where: 

P = index of the pr ess ur e fo r a change in sha r e  r ate: 

/R SGE-RLAE/ = absol ute difference between last qua r te r ' s  gross sha r e, 
and th r ee-month LA r ates (both end-q uar ter s) : 

QUARTER = n umber of qua r te r s  since last change in sha r e  r ate, 
[= 0, 1, 2, 3] : 

DLOAN = dummy var iable to take account of gover nment loan to 
societies in 19 74 in r etur n fo r not r aising their rates : 

DELC dummy to take account of the fact that societies have, 
seemed very r e l uctant to change their r ates in the 
period immediate ly befo r e  a gener al election : and 

NC HANGE = number of changes in sha r e  and mor tgage r ates in the last 
twel ve months. 



91 Equation 14 implies that a decision to change share rate is largely 

a trade-off between the desire by societies to be competitive and the 

conflicting aim that share rate should be changed as infrequently a s  

pos sible. 

92 In preliminary estimated equations, a variable representing the 

liquidity position of societies was al so included, but this proved 

unimportant. Nor did changes in societies '  liquidity seem to inf luence 

decisions on share rate. These results were thought plausible; they 

suggest that societies do not allow liquidity to get so out of line 

that it is the factor which forces a change in share rate. 

Determination k 
t 

93 To assess the predictive performance of equation 14 it is necessary 

to determine values for k , the critical value for the index of 
t 

pressure. Fol lowing usual practice, k was represented by the prior 
t 

probability of share rate not changing. This was estimated as one 

minus the frequency of changes in share rate over the estimation period. 

As share rate was changed fourteen times in the period 1972Q l- 1979Q2, 

this method would imply that k should be 0. 53 and the decision ru le: 
t 

change share rate if P
t

> 0. 53. 

94 Unfortunately, this decision rule proved impracticable as it led to 

the unacceptable result that share rate would be changed, at the least, 

every nine months, irrespective of the circumstances. This property 

seemed to be a consequence of the choice of estimation period for 

equation 14, because, since 1972, share rate had on only one occasion 

been freely al lowed to remain unchanged for more than nine months. 

Put differently, it was thought that, in equation 14, too much weight is 

given to the length of time since the last change in share rate 

(QUARTER) and to the number of recent changes in share rates (NCHANGE) 

in computing pressure for a change in share rate. 

95 To remove this unacceptable property of equation 14, it was decided 

fol l owing some experimentation to impose the coefficient of NCHANGE and 

to estimate this restricted equation. The most satisfactory result s 

were obtained with the following equation: 
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0. 0838 9/RSGE-RLAE/+0. 12281 QUARTER-0. 53196 DLOAN 
(4. 6) (3. 9) (2. 0) 

-0. 62250 DELC+O. l325 NCHANGE. 
( 2. 4) 

(15) 

96 Although ad hoc, and therefore in some sen se unsati sfactory, this 

equation, when combined with a threshold value of k
t 

= 0. 53, did no t  

imply that share rate i s  automatically changed a t  least every nine 

months. Moreover, the predictive performance of equation 15 is no 

worse than tha t  of the freely-estimated equation 14. 

97 The predictive performance of equation 15 over its estima tion period 

i s  s ummaris ed in Table B .  

Table B 

Correctly predicted 

Incorrec t 

Change in 
share rate 

10 

4 

14 

No change 

14 

2 

16 

Total 

24 

6 

30 

98 Deci sions on share rate were correctly predicted in twenty-four out 

of thirty periods. The six quarters when the equation went astray were 

l972Q4- l973Q3, when it failed to predict three succes sive reductions in 

share ra te, and l976Ql and l976Q2, when the equation predicted a change 

in share rate in l976Ql not l976Q 2  when ra te s were ac tually changed. 

Deci sions on share rate between l976Q2 and l979Q2 were correctly 

predicted. 

99 It is also possible to calculate the implied threshold values for 

the differential between gross share rate and the three-month LA rate. 

This has been done for various assumptions about how frequently and how 

recently share rate has changed. De tails are shown in Table c .  
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Table C 

Critical values for the differential between gross share rate and 
three-month LA rate 

Quarters since N umber of changes in previous four quarters[a] 
last change in 
share rate 0-l 2 3+ 

1 4. 7 3. 1 1. 6 

2 3.3 1. 7 0.1 

3 1. 8 0. 5 X 

4+ 0. 3 X X 

[a] X = impossible combinations. 

The extent of changes in share rate 

100 It was supposed that, once a decision had been made to change 

share rate, the size of the change would be determined by reference 

to competing rates. This suggests the following equation, which 

would be estimated using data for q uarters in which share rate was 

changed. 

where: 

SR = a (CR-SR_
1

)+b 

SR = net share rate; 

CR = a proxy for net competing rates; and 

a and b = coefficients to be estimated. 

(16) 

101 If it were thought that societies fully made up for lack, or excess 

of, competitiveness when they changed share rate, then a would be expected 

to be close to 1. 

support this idea: 

Estimated results, shown below, did not, however, 

R2 = o. 4 8  

RS NE = 0. 19428+0. 27324 [RLAE(l-TYR)-RSNE_1
J 

(4. 4 )  (10. 0) 

se = 0. 09 

Estimation period 1958Ql-1979Q2 (for q uarters in which share rate 
was changed). 

Where: 

RS NE net share rate; 

RLAE = three-month LA rate; and 

TYR = bas ic income rate. 

(17) 
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102 This equat ion f i ts the data well . The d irect ion of every change 

in rate dur i ng the est imat ion per iod was cor r ectly pred icted. Howeve r, 

the coefficient on relative compet i t i veness - at 0.2 7 - may be thought 

low. It implies that building societies are in general very cautious 

in moving share rate, presumably hoping that rates will eventually move 

into line of their own accord. 

103 This equation describes societies ' average behaviour. The actual 

amounts by which share rate is changed relative to LA rate, however, 

vary considerably. For example, in 197 8Q3 and Q4 share rate was 

increased twice. On both occasions it was increased by much more 

than equation 17 predicted.[l] The increase in share rate announced 

in July 1979 was, however, more typical. 

104 Attempts were made to explain variations in the amount by which 

share rate is changed relative to LA rate. 

hypotheses were tested: 

In particular the following 

(i) that societies make greater efforts to eliminate a lack 

of competitiveness than an excess of competitiveness ; 

(ii) that societies ' reaction to a g ap between share rate and 

LA rate has changed since CCC was introduced in 197 1; and 

(iii) that societies ' liquidity position and/or their relative 

competitiveness influence the extent by which share rate 

is changed. 

No statistical evidence was, however, found to support any of these 

hypotheses. The conclusion therefore is that equation 17 provides 

a reasonable representation of how share rate is changed, when societies 

have decided that it will be changed. 

Mortgage rate 

1 05 As interest on mortgages is their larg est source of income, the 

ma i n  consideration of building societies in deciding the level of the 

rate they charge borrowers is that it should yield an adequate surplus 

[1] Actual Predicted 
L'lRSNE L'lRSNE 

1978Q3 1.2 0.4 
1978Q4 1.3 0.6 

38 



o f  income over expend it u re. An equat ion for mo rtg age rate may the r e fore 

be derived from the following simpl ified statement of building society 

income and expenditure: 

1(rc-rs ) + (l - 1) (rm-rs) = s 

where: 

1 = expected liquidity ratio; 

s = planned rate of surplus on deposits (administrative 
expenses and normal additions to reserves) ;  

re = the rate on liquid assets; 

rm mortgage rate; and 

rs share rate g ross up at the composite tax rate. 

(18) 

This expression simply states that societies ' planned rate of surplus 

is a weig hted averag e of the expected rates of profit on investments and 

mortgages. 

106 Thus , to explain mortgage rate it is necessary to explain societies ' 

planned rates of surplus. The main requirement is that the surplus is 

sufficient to cover management costs , which comprise mainly staff costs , 

and necessary additions to reserves. 

107 Two other factors may , however , on occasions influence the marg in 

between mortgage and share rates. 

108 First , societies may at times be subj ect to strong public pressu res 

to squeeze their marg ins so as to keep a prospective increase in mortgage 

rate as small as possible. This occurred , for example , in 1973 when 

societies agreed to raise mortgage rate to only 9. 5%, rather than to 

11.5% and to accept a subsidy from the Government in compensation. 

More recently , in July 1979, societ ies bowed to pressure not to raise 

mortgage rate following a 2% rise in other rates; they recommended an 

increase in mortgage rate , but its implementation was delayed until 

January 1980. (By this date it was hoped that the recommendation would 

have been superseded by a lower recommended mortgage rate.) 

109 Societies' marg ins may also be squeezed if they had recently 

earned hig her than expected surpluses and felt it desirable to distribute 

this windfall to depositors and/or mortgagors. This happened in late 

1977 when certain societies delayed the implementation of a reduction in 
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shar e r a te in order to d i s tr ibute to depo s i to r s  un ant ic ipa ted c apital 

prof i t s on the ir l iquid inves tme nts . 

110 It pr oved ex tremely d i f f icul t ,  howeve r ,  to model these infl uences 

on the mar g i n  be twe en mor tg ag e  and share r ates.  Va r ious 'naive' 

at temp ts we r e  made to expl ain expected levels of management expenses 

and add i t ions to r eserve s ,  but these we r e  not succes sful . [ l] The 

e f f ec t  of pub l ic pr essur e fo r low mor tg age r ates and of embar r as s ing ly 

h igh surpluse s  is usual ly to lead to a d iscrepancy in the t im i ng of 

chang e s  in sh ar e and mo r tg age r ates , r at he r  than to a pl anned lasting 

r ed uc t ion in mar g i n s .  Th ese in fl uenc es we r e  ig nor ed; for ope r at ional 

pur po se s  it wa s only pr act icable , in the con text of the Bank model , to 

as sume th at share  and mor tg ag e r ates are chang ed at the s ame t ime. 

Howeve r ,  a dummy var iable wa s included in est imated equ at ions to al low 

for the ef fects of the 19 73 s ub s idy on mor tg ag e  inter est . 

111 The pr efer red equat ion fo r mo r tg age r ate is shown below :  

{RME -
RSNE

) { 1 - t *) + { RLAE -
RSNE

) t * = 1. 12 9 3 5 - 0 . 4 707 8 07 3* { 19) 
1-TCR 1-TCR 

{ 2 5 • 9) { 2 . 0) 

se  o .  3 3  dw = 0 . 9 

E s timat ion pe r iod 19 64Ql - 7 8Q4 . 

Wh er e :  

RME mo r tg ag e  r ate; 

RSNE net sha r e  r ate; 

TCR composi te tax r at e; 

t* ave r ag e  of act ual and de s i r ed l iquid i ty { i s a pr oxy fo r 
pl anned l iquid i ty) ; 

RLAE = thr ee-month . LA r ate { r epr esent ing the r et ur n  on l iqu id 
inve s tments) ; and 

07 3 *  =d ummy var iable to account for the ef fects of the gover nment 
s ubs id ies i n  19 73 a imed at keeping down the mor tg ag e  r ate . 

[ 1] Manag ement expens es we r e  though t  to d epend on the r e al g rowth of 
depos i t s  and mor tg ages { to r epr esent the 'wo r k  load' o f  bu i ld ing 
soc ie t i es) and on aver ag e  leve ls of e ar ning s .  At the marg i n ,  
r eserves we r e  assumed to b e  rela ted to the g rowth i n  depo s i t s .  
Th ese var iables we r e  al l wrong ly- s igned in equat ion s .  
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1 1 2  This equation implies that societies ' r ates of surplus have, 

by and large, been constant from 1965  to 1 9 7 8 .  This was not thought 

implausible, because although management expenses per £1 00 deposits have 

inc reased in r ecent years, this was, until 19 7 6 ,  offset by a decline in 

the r eserve r atio. [l] 

[l] Pr esumably a r eflection of the inc r easing ave rage size of 
societies. The r ecent rise in r ese rve r atios is, however, 
difficult to explain. 
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Simulations of the building society model 

113 The preferred estimated building society model is listed in 

Appendix 1. 

114 The purpose of this section is to assess the forecasting and 

simulation properties of this model. 

exercises were undertaken: 

To do this , the following 

{ i) the model was used to track the recent past ; and 

(ii) the model was used to predict how building societies would 

be affected by , and react to , a sustained increase in competing 

short-term interest rates. 

Simulations of the recent past 

115 The building society model was programmed to simulate the period 

1975Ql - 1979Ql. This exercise was repeated three times , on each 

occasion using a different method of solving the model. The 

characteristics of the three methods of solution are summarised in Table 

D below , and results of these exercises are summarised in Table E. 

Table D 

Methods of solving the model 

Type of Equations solved Actual/solved values used for 
solution simultaneously lagged endogenous variables 

Single equation No Actual 

Simultaneous 
single/period Yes Actual 

Dynamic Yes Solved 

116 In Table E ,  two statistics are used to evaluate the tracking 

performance of the model's equations. 

{ i) Mean percentage error {MPE) 

These are defined below: 

MPE = 100. 
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where: 

A = actual value : 
s = solved value: and 
N number of observations. 

(That is, the mean error of the estimates expressed as a percentage 

of the average value of the variable.) 

(ii) Root mean percentage squared error 

RMPSE lOO 
/L:(A-S )  2/L:A 

N N • 

(That is, the standard error of the estimates expressed as a percentage 

of the average value of the variable.) 

117 The MPE is a measure of the general bias of the predictions while 

the RMPSE is a measure of the reliability of the predictions. 

Table E 

Measures of tracking performance 

N et share rate 

Mortgage rate 

Net receipts 

N et advances 

Level of deposits 

Level of mortgages 

Li quidity ratio 

Timing of changes in 

Change 

No change 

(1) 

Single 
equation 

MPE 

o .  2 

-0.1 

o. 4 

1.8 

b uilding 

_:!_ 
8 

6 

RPMSE 

5.3 

4 .o 

10.1 

12.0 

society 

X 

1 

2 

(2) 

Single period 
simultaneous 

MPE 

0.5 

-0.2 

-1.1 

o .  8 

o . o  

o . o  

- 0.1 

rates 

_:!_ 
8 

6 

RPMSE 

4.9 

6.3 

15.0 

8.3 

o .  6 

o .  3 

4.2 

X 

1 

2 

( I  = > correctly predicted: x = > incorrect) 

(3 ) 

Dynamic 

MPE 

- 3 .2 

-2.9 

-6.7 

-4.1 

-2.3 

-1.8 

-1.7 

__j_ 
7 

5 

RPMSE 

7. 5 

8.9 

16.3 

9.2 

2.8 

2.1 

5.5 

X 

2 

3 
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118 Table E is divided into three columns corresponding to the 

three dif ferent ways of solving the model. The statistics of column 

l essentially measure the goodness of fit of behavioural equations. 

( N ote : Identities hold exactly when the model is solved in this way.) 

Column 2 shows the accuracy of the f orecast obtained when the model 

is solved , not as a sequence o f  separate equations , but simultaneously. 

Columns l and 2 there fore dif fer to the extent that those current 

endogenous variables which feed into other equations are badly 

estimated. Similarly , the dif ferences between columns 2 and 3 

reflect the extent that errors in the solutions for earlier periods 

are carried forward to influence later solutions. 

119 The timing and extent of changes in share and mortgage rates 

are generally predicted quite well. Forecasts of net receipts and 

net advances are , however , less reliable. Indeed , errors in the 

forecasts of net receipts in certain quarters are disturbingly 

large. [ l] There is , however , no significant bias in the forecasts 

of receipts and advances. 

12 0 These results illustrate the recursive structure o f  the building 

society model ( share rate � net receipts � net advances) • Consider 

column 3 of Table E. This reveals a general tendency for the 

equations of the model to overpredict. This occurred because the 

model failed to predict a reduction in building society rates in 

19 75Q2 . Building societies were therefore forecast to be more 

competitive than they actually were , and , as a consequence , net 

receipts and net advances were overpredicted. Also , because the 

equation for changes in share rate is in first dif ferences , and 

because this equation implies that the dif ferential between share 

rate and competing rates is not wholly eliminated by a change in 

share rate , this overprediction of share rate , and hence of other 

variables , persisted for much o f  the period simulated. This 

highlights how forecasts of net receipts and net advances depend on 

forecasts of building society share· rate. 

[1] These RPMSEs are larger than those of many real variables in the 
Bank's econometric model , but are smaller than those of most 
financial variables. 
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The effects of a loss of compet it iveness 

121 Th is sect ion descr ibes the results of an exercise to use the 

bu ilding soc iety model to s imulate the effects on net receipts , 

advances , and share and mortgage rate of a 1% loss of compet itiveness. 

In this exerc ise , the model was solved dynam ically for the eight quarters 

l977Ql - 1978Q4. This per iod was chosen as it is the most recent 

cycle in levels of short-term i nterest rates - in 1977 market rates 

fell , leav ing soc iet ies very competit ive , desp ite consequent reduct ions 

in share rate; in 1978 , however , market rates rose and th is eroded 

societ ies ' competit iveness. 

12 2 The model was in itially solved using actual levels for the three-

month LA rate. It was then solved for a second t ime assum ing that th is 

rate was one percentage poi nt higher. The d ifferences between the two 

solut ions were then computed. These are shown in Table F .  'n"ley 

measure the impact of a 1% loss of competit iveness on bu ild ing soc iety 

receipts and advances. 

Table F 

Effects on bu ild i ng societ ies of a 1% loss of compet it iveness 

Three­
month 
LA rate 
( RLAE )  
per cent 

1977 Ql + l. O 

Q2 + 1. 0 

Q3 + l. O 

Q4 + l. O 

1978 Ql + l. O 

Q2 + l. O 

Q3 + l. O 

Q4 + l. O 

Gross 
share 
rate 
(RSGE) 

per cent 

+ 0. 3 

+ 0. 5 

+ o .  7 

+ 0. 7 

+ 0. 7 

+ 0. 8 

+ 0. 9 

Competi­
tiveness 
(RSGE -
RLAE) 

per cent 

- l. O 

- 0. 7 

- 0. 5 

- 0. 3 

- 0. 3 

- 0. 3 

- 0. 2 

- 0. 1 

Net 
receipts 
(NREC) 

Net 
advances 
(NADV) 

Liqu i dity 
rat io 
(LIQ) 

£mill ions £millions per cent 

- 77 - 14 - 0. 2 

-12 9 - 44 - 0. 4 

- 85 - 62 - 0. 5 

- 56 - 63 - o .  3 

- 33 - 54 - 0. 3 

- 2 7  - 38 - 0. 2 

- 2 2  - 30 - 0. 2 

6 - 2 4  - 0. 1 

123 A loss of compet i tiveness has an brumediate impact on soc iet ies ' 

net rece ipts. Receipts are reduced by £77 m ill ion in the first quarter 

45 



of the simulation, by £129 million in the second quarter, but by 

progressively smaller amounts thereafter as societies increase their 

rates to restore their competitiveness. 

124 The drop in net receipts causes a reduction in net advances, 

although this is more gradual, as societies, to some extent, maintain 

lending levels by cutting their liquidity. 

125 A loss of competitiveness also increases the pressure for a change 

in share rate. How quickly share rate is changed in this model (if 

at all)  depends not only on the extent of any loss of competitiveness, 

but also on the degree of pressure which already exists for a change in 

share rate. At the start of 197 7, the beginning of this simulation, 

both share and mortgage rates were at record levels. Market rates 

were, however, falling. There was thus considerable existing pressure 

for reductions in building society rates. In this simulation, 

therefore, building society rates are predicted to change more quickly 

f ollowing a loss of competitiveness than w ould be the case in simulations 

with dif ferent starting conditions. Even so, societies had eliminated 

only 7 0% of the initial loss of competitiveness after twelve months and 

90% after twenty- f our months. 

slowness to change their rates. 

Conclusions 

This illustrates their well-known 

126 There are two conclusions . First, recent changes in building 

society rates were predicted quite well, even when the model was solved 

dynamically. Forecasts of levels of net receipts and net advances 

were, however, less reliable, although there was no general bias. 

127 Second, linkages within the building society model seem sensible: 

a loss of competitiveness would be restored only gradually; in the 

meantime net receipts would be lower; net advances would also fall, 

although, to some extent, lending levels w ould be maintained by a 

running down of liquidity. 
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Appendix 1 

The estimated model 

Net advances 

1 
3 

LIQ* 
NADV = 1695. 775 516PNH+0. 56125. (4 � NREC_i

+GOVL). (1- lOO
) 

( 2. 4) ( 4 • 6) i =0 

+0. 11621[ (
L IQ

l
- LIQ*

)]DEP 
1+0. 02122 HDI 

(2. 6) 
00 -

(3. 4) 

- 5 7. 8 40 5 46[RM ( 1- ���) PNH] + 5. 6234 26{[ (:CHN) I (�H
) -1] • PNH } 

(1. 6) (1. 0) -2 

+O. 4 714 8 U 
- l  

-2 R = 0. 9 7  se 5 5. 6  

Estimation period 19 66 Ql - 19 78 Q2 

Mortgages o utstanding at end-quarter 

MORT = MORT_1
+NADV 

Proxy for societies ' liquidity ratio (end-quarter) 

LIQ = (1-
MORT

) lOO 
DEP • 

Desired liquidity 

LIQ* =12. 5 % to 19 73 Q4; 15. 5 % from 19 74 QI onwards 

Mortgage rate (end-quarter) 

(RME-RSE* ) (1-PLIQ)+ (R LAE -RSE*)PLIQ = 1. 12935-0. 4 7078 073* 
(25. 9) (2. 0) 

- 2  R 0. 05 se 0. 33 

Estimation period 19 64Ql - 19 78Q 2 

where: PL IQ 
LIQ+LIQ * 

200 

dw 0. 9 
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Share and mortgage r ates 

P r essu r e  for a change in share r ate 

P = 0. 12281 QUARTER- 0. 62250 DELC+0. 08389 ABS ( RSGE_1
-RLAE) 

( 3 . 9) ( 2. 4) (4. 6) 

- 0. 53 196 DLOAN+0. 1325 NCHANGE 
(2 .0) 

-2 R = 0. 27 se = 0. 43 

Estimation per iod 1972Ql - 1979Q2 

Note: ABS = absolute value 

Decision r ule 

dw = 1. 7 

I f  P
t 

> 0. 53 P = 1 �  else P = 0 

I f  P = 1 change r ates 

Net share rate ( end-quar ter) 

f�RSNE 
TYR 

= O. l9428-0. 27324 [ RS�l 
-RLAE ( l-

lOO)] 
( 4 • 4) ( 10. 8) 

R.2 
= o. 6o se = 0. 21 dw = 1. 8 

Estimation per iod 1958Q1 - 1979Q2 

( only for quarters when shar e  r ate w as changed) 

RSNE 
RSGE = .,..-----:-::--:-:-1-TYR/100 

Cost of deposits to societies 
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If P 0 no changes to rates 

RSN E 

RME 

RSNE_
1 

= RME 
-1 

N umber o f  changes i n  r ates i n  last year 

NCHANGE 
4 
L: p . 

- 1  

i=l 

T ime s i nce last change i n  r ates 

1 QUARTER 0 

0 QUARTER M i n ( QUARTER_
1

+ 1 , 3 } 

Share rate - aver age quarter 

RSN RSNE .+ RSNE_
1 

2 

RSG = RSN/ ( 1 -TYR }  

RM RME+RME_
1 

2 

Net i n flows of shar es and depos its 

N IFL 
PC 

= - 1 5 1 2.4 5 8+ 0.1 5 4 3 9  HDI- ICA 
+ 1 2 0.07 65 4 (R SG-RLA} 

( 1 0.6} ( 1 4.4 } 
PC 

( 19.7 } 

+ 1 61.7 9 1 81 DNSC (RSG-R NSC } + 3 1.463 086 (R SG-RUKG} .  
( 4.0 } { 2. 1 }  

se = 76.1 dw = 1.7 5 

Estimat io n pe r iod 19 65Ql - 1 9 7 8Q 4  
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Intere s t  credited to accounts 

-2 
R 0. 99 

ICA = 10. 247+ 0. 71247 SI. 
(14 . 0) (256 . 0) 

se = 3. 1 dw 0. 50 

Estimation period 1965Ql - 1978Q2 

Net intere s t  earned on building society shares and deposits 

RSN 
DEP+DEP_1 

S I  = 0. 9 7. 400 • ( 
2 

) 

Net receipt s  of shares and deposits 

NREC = N IFL+ ICA. 

Shares and deposits a t  end-quarter 

DEP = DEP_ 1
+NREC. 
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DECL 

DEP 

DLOAN 

D N SC 

GOVL 

Append ix 2 

List of var iables 

dummy to take account of the fact that societ ies are rel uctant 

to change the ir rates in the period before a general elect ion 

[= l in quarter before an elect ion] • 

shares and deposits outstand i ng at end-quarter (£ millions). 

= dummy variable to take account of the government loan to 

societ i es in 1974 in return for not raising their 

rates. 

= dummy variable = l i n  the three months following the issue of a 

national sav ings cert if icate. 

net receipt/repayment of government loan to soc iet ies in 

1974/75. See DLOAN (£ millions) • 

HD I  est imate of households ' disposable income (£ millions) = 

I CA 

k 

L IQ 

LIQ* 

MORT 

NMV 

personal disposable income less current grants; net sav ing 

by l ife assurance companies and pension funds; personal 

sector stock apprec iat ion; and imputed rent of owner 

occupiers ; plus households' gross interest payments . 

i nterest cred ited to accounts (£ m ill ions) • 

= threshold for a change in bu ild i ng soc iety rates. 

= proxy for societ ies '  liquid ity rat io (per cent) . 

= est imate of soc iet i es' desired liqu id ity rat io (per cent). 

= mortgages outstanding at end-q uarter (£ m illions) • 

= net advances o f  mortgage pr i nc ipal (£ millions). 
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NCHANGE • number of times in which societies' rates have changed in the last 
twelve months. 

NIFL • net inflows of shares and deposits (£ millions) • 

NREC = net receipts of shares and deposits (£ millions) • 

p estimate of pressure for a chang e in building society rates ( O> P>l ) . 

PC = consumer price deflator ( 19 75 = 1 ) . 

PLIQ planned liquidity ( per cent) • 

PNH = index of new house prices ( 19 75 = 1 ) . 

QUARTER = number of quarters since last change in building society rates. 

RLA 
RLAE 

RM 
RME 

} = 

} = 

three-month local authority deposit rate - average and end­
quarter ( per cent )  • 

mortgage rate - average and end-quarter ( per cent ) .  

RSE* = cost to societies o f  shares and deposits ( per cent) • 

RSG 
RSGE 

RSN 
RSNE 

R SNC 

RUKG 

S I  

TCR 

TYR 

52 

} . 

} = 

share rate grossed up at b asic tax rate - average and 
end-quarter ( per cent) • 

net share rate - average and end-quarter ( per cent ) • 

= gross return on national saving s certificates ( per cent ) . 

= yield on 20-year g ilt-edged stocks ( per cent)  • 

= interest paid to building society shareholders and depositors 
(£ millions) • 

= composite tax rate ( per cent) • 

= basic rate of income tax ( per cent)  • 
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